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The Pass-Through Deduction Is Skewed to the Rich,
Costly, and Failed to Deliver on Its Promises

Deduction Should Expire as Scheduled
By Chuck Marr, Samantha Jacoby, and George Fenton

The 2017 Trump tax law was skewed to the rich, eroded the revenue base, and failed to deliver its
promised economic benefits." Few provisions of the law exemplify these flaws better than the 20
percent pass-through deduction, and policymakers should reject any efforts to extend the provision
when it expires in 2025.

The centerpiece of the 2017 tax law was its permanent cut in the corporate tax rate from 35
percent to 21 percent, which has proven very costly. But more than half of business income flows to
businesses organized as pass-through entities (such as partnerships, S corporations, and sole
proprietorships),” which are not subject to the corporate tax. Instead, their income “passes through”
the business and is reported on owners’ individual tax returns.

Before the 2017 tax law, this income was generally taxed at the same rates as wage and salary
income; wages and salaries are taxed at a top rate of 37 percent under the 2017 tax law. Because the
corporate rate reduction did not affect these owners, business lobbyists argued that a special pass-
through tax break was needed to maintain “parity” with corporations. As a result, the law added the
pass-through deduction, which effectively cuts the top tax rate on this pass-through income by a
fifth, to 29.6 percent. But this parity argument has always been misguided — and misleading — and
the deduction lacks a solid policy rationale. (See box.)

The pass-through deduction:

e Is skewed to the rich: Over balf of the deduction’s benefits in 2024 will go to households
with more than $1 million in income, according to the Joint Committee on Taxation (JCT).’

¢ Costs significant revenue: Extending this provision beyond its scheduled expiration at the
end of 2025 would cost around $770 billion over the decade that would follow.*

e Has failed to deliver on its economic promises: Proponents argued the pass-through
deduction would boost investment and create jobs.” Then-Treasury Secretary Steven
Mnuchin, for example, argued the deduction would “be good for the economy; good for

growth.”® But a team of researchers from the Treasury, the Federal Reserve, and academia



concluded that the deduction’s benefits have largely failed to trickle down to workers who
aren’t owners and did not provide any significant boost in economic activity.’

In addition to the research showing the failure of the pass-through deduction to deliver broad
economic benefits, rigorous research shows that policy moving in the opposite direction — that is,
raising the tax rate on pass-through owners — does not harm most workers or the broader economy.
A recent paper by Carnegie Mellon economist Max Risch examines the effects of raising the top tax
rate on pass-through business owners (those with incomes above $400,000) from 35 percent to 39.6
percent, a provision in the 2012 American Taxpayer Relief Act. Owners bore over 80 percent of the
tax increase, and top-earning workers bore the remainder, Risch found. Noze of the burden fell on
workers in the bottom 70 percent of the earnings distribution in the sample, and the tax increase had
no impact on employment.”

While the pass-through deduction has failed to boost investment or create jobs, it has encouraged
more tax gaming, leading more owners to reclassify their income as pass-through income that
qualifies for the deduction.” This is one of the worst kinds of tax policy: one that elicits little change
in real economic activity but sparks a reclassification of existing activity. In the process it weakens
the integrity of the entire income tax and drains the Treasury.

The skewed nature of the pass-through deduction, its large expense and lack of economic
benefits, and its invitation for gaming make an overwhelming case for its expiration. New York
University law professor Daniel Shaviro has termed the deduction “the worst provision ever even to
be seriously proposed in the history of the federal income tax.”"” It should end as scheduled in 2025.

The Pass-Through Deduction Is Skewed to the Rich

Though the 2017 Trump tax law’s proponents often characterize the pass-through deduction as a
tax break for small businesses, large businesses also benefit from the deduction and claim a
disproportionate share of the overall tax break." The deduction is heavily skewed in favor of people
with high incomes for the following reasons:

e Wealthy people are much more likely to have pass-through income than other people. For
example, people in the top 1 percent are over 50 times more likely to have partnership
income than people in the bottom 50 percent of the income spectrum.

e Pass-through income is heavily tilted. In 2019, the latest non-pandemic year for which data
are available, the average pass-through deduction across all taxpayers who claimed the
deduction was roughly $7,000, but it was nearly $1 million for the 15,000 taxpayers with
incomes above $10 million who claimed the deduction.’

e Because the provision is designed as a tax deduction rather than a tax credit, its relative value
is much higher for wealthy pass-through owners. The value of a tax deduction equals the
deduction amount times the taxpayer’s tax rate. For example, the same $1,000 pass-through
deduction is currently worth $150 to someone with a modest income in the 15 percent
bracket but $370 for a rich person in the top 37 percent bracket.

As a result, over half of the deduction’s benefits will go to households with more than $1 million
in income in 2024, according to JCT." (See Figure 1.)



The pass-through deduction widens racial and ethnic inequities in after-tax income. Researchers at
the Treasury Department estimated in 2023 that 90 percent of the benefit of the pass-through
deduction accrues to white households while Hispanic and Black families receive 5 and 2 percent of
the benefit, respectively.” (White households make up 67 percent of the total population, Hispanic
households 15 percent, and Black households 11 percent.) The researchers do not explore why these
inequities occur, but as mentioned above, the pass-through deduction disproportionately benefits
high-income households. Non-Hispanic white households are heavily overrepresented among high-
income households, while households of color are overrepresented among lower-income
households due to racial and ethnic barriers to economic opportunity.

FIGURE 1

Pass-Through Deduction Heavily Tilted Toward
Wealthy Households
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Note: Household income expressed in 2017 dollars.
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The Pass-Through Deduction Is Expensive and Has Failed to Deliver on Its
Promises

Permanently extending the pass-through deduction would cost around $770 billion from 2026 to
2035.'

Proponents argued that the pass-through deduction would boost investment and create jobs.
Then-Treasury Secretary Steven Mnuchin, for example, argued the deduction would “be good for
the economy; good for growth.”"” But researchers have found no evidence that it provided any
significant boost in economic activity, increased investment, or broadly benefited non-owner
workers. A team of economists, including from the Treasury and the Federal Reserve, found no
evidence that the deduction led to additional investment, job growth, or higher wages for employees
of pass-through businesses."



FIGURE 2

Prior Tax Increase on Pass-Throughs Borne
Mostly By Owners, not Workers
The tax was borne by:
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Note: In 2012, the tax rate for passthrough income above $400,000 was increased from 35%
to 39.6%. The stacked bars for the top 30 percent of workers represents the range of
estimates for that group.

Source: Risch 2024
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This failure of the pass-through deduction to trickle down to the vast majority of workers should
not be surprising given the track record of past trickle-down tax cuts for pass-through business
owners. For example, studies of an even deeper tax cut for pass-through businesses in Kansas —a
full exemption from state taxation — found that “the reform failed to generate real economic

responses.”"’

Another recent study followed pass-through businesses and their workers for several years after a
tax increase and found a broadly similar result — that the change only affected owners and higher-
paid workers and not other workers or economic activity at impacted companies.” This research
looked at the effect of raising taxes on pass-through owners using the 2012 increase in the top
marginal tax rate from 35 percent to 39.6 percent, which applied to pass-through income.

Business owners bore over 80 percent of the tax increase, the study found. The small share of the
tax borne by employees was concentrated among those in the top 30 percent of the earnings
distribution in the sample; most workers were unaffected. (See Figure 2.) Meanwhile, the study
found no effects on sales, employment, or productivity at businesses subject to the higher top tax
rate. The author, Carnegie Mellon economist Max Risch, offers “rent sharing” between owners and
higher-paid workers as one explanation for the findings, meaning the tax burden falls on profits that
firms tend to share with top earners.”

This suggests that just as the pass-through deduction has had no discernible economic upside, its
expiration would have little to no economic downside.



The “Parity” Argument Is Highly Flawed

Business lobbyists and the 2017 tax law’s authors argued that the law’s reduction in the
corporate tax rate required enacting a large tax break for pass-through business income to
maintain “parity” (i.e., competitiveness) between pass-throughs and corporations.a But this
argument has always been misguided — and misleading.

The parity argument is based on a comparison between pass-through and corporate tax rates, but
it fails to fully account for the tax and non-tax benefits of pass-through businesses relative to
corporations. Corporations are taxed twice: profits are taxed first at the business level (the
corporate income tax), with after-tax corporate profits taxed a second time when shareholders
receive the remainder as dividends. In contrast, pass-through business income “passes through”
the business and is taxed only once, on the owner’s individual tax return. When accounting for
both layers of corporate tax, a tax rate comparison typically results in lower tax rates for pass-
through businesses claiming the deduction relative to corporations.P

Moreover, effective tax rates — i.e., actual taxes paid as a share of profits — provide a better
comparison than headline statutory rates by showing the effect of tax deductions and other
breaks on taxes paid.c On that measure, even assuming the pass-through deduction and the cut in
the top individual income tax rate end on schedule at the end of 2025, pass-through businesses
and corporations would face comparable effective tax rates, and certain types of pass-through
businesses would still pay lower rates than corporations, according to American Enterprise
Institute economist Kyle Pomerleau.d

If a pass-through business owner believes they will be better off paying corporate tax rates, they
can choose corporate tax treatment. As tax expert Michael Schler noted, “by merely checking a
box on a tax form, a pass-through business can elect, on a tax-free basis, to be a C corporation
and obtain” the 21 percent corporate tax rate.e As other commentators have suggested, however,
the various benefits and loopholes associated with pass-through businesses make it unlikely that
the relatively low corporate rate will encourage many pass-throughs to convert to corporate status.
Law professor Karen Burke, for example, has noted that “partnerships continue to offer unrivaled
benefits” and “are likely to remain ‘king’ in sophisticated tax planning.”f

a 163 Cong. Rec. S7507-7557 (Dec. 1-2, 2017)

b Karen C. Burke, “Section 199A and Choice of Passthrough Entity,” Tax Lawyer, 2019,
https://papers.ssrn.com/sol3/papers.cfm?abstract id=3432013..

¢ Patrick Driessen, “Congress’s Passthrough Parity Story: Big Hat, Stray Cattle,” Tax Notes, September 12, 2019,
https://www.taxnotes.com/tax-notes-today-federal/partnerships-and-other-passthrough-entities/congresss-
passthrough-parity-story-big-hat-stray-
cattle/2019/09/12/29v60?highlight=schler%20reflections%200n%20the%20pending%20tax%20cuts%20and%20jobs
%20act#29v60-0000042.

d Kyle Pomerleau, “Section 199A and ‘Tax Parity,”” American Enterprise Institute, September 2022,
https://www.aei.org/research-products/report/section-199a-and-tax-parity/.

e Michael L. Schler, “Reflections on the Pending Tax Cuts and Jobs Act,” Tax Notes, December 18, 2017,
https://www.taxnotes.com/tax-notes-today-federal/corporate-taxation/reflections-pending-tax-cuts-and-jobs-
act/2018/01/02/1xdwp?highlight=schler%20reflections%200n%20the%20pending%20tax%20cuts%20and%20jobs%
20act#1xdwp-0000077.

f Karen C. Burke, “The Spurious Allure of Pass-Through Parity,” Loyola University Chicago Law Journal, February 12,
2021, https://papers.ssrn.com/sol3/papers.cfm?abstract id=3784716.
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Extending the Deduction Would Encourage Even More Gaming

While the pass-through deduction has not elicited much change in real economic activity, it has
encouraged reclassification of the income and tax consequences of existing activity. This
reclassification, which can verge on outright evasion, will continue and likely increase unless
policymakers let this pootly designed provision expire as scheduled.

One form of partnership compensation that doesn’t benefit from the deduction, “guaranteed
payments,” fell by roughly 30 percent in 2018, immediately after the 2017 tax law took effect.” It
stayed low in 2019 as owners and their tax advisors took advantage of the arbitrary distinctions
between types of income in the deduction’s complicated rules.”” Partnerships often make guaranteed
payments to partners (analogous to salaries). But if the partnership instead distributes the same
amount of payments to partners as profits, those profits can qualify for the deduction. As a result of
the new law, partnerships could increase their deductions simply by changing the distribution routes
of the same income.

Researchers have also found evidence that some high-income pass-through business owners in
industries that are excluded from the deduction — such as law or consulting — may artificially
change their self-reported industry classification on their tax returns to attempt to claim the
deduction.” For example, 6 percent of owners of S corporations who called themselves
“consultants” before the 2017 tax law — an industry that is disqualified from the deduction above
certain income thresholds — reported being in a gualifying industry after the deduction went into
effect.” This type of artificial reclassification does not affect whether a business owner may legally
claim the deduction, but the IRS would have to conduct a time- and resource-intensive audit of a
business to determine whether its purported industry classification matches its true business type.

If the deduction is made permanent, high-income taxpayers will increasingly reclassify their
income as pass-through income; this tax distortion will grow and grow. The Tax Policy Center
estimated that this type of gaming could account for around 16 percent of the total revenue loss
over 2026-2040 from extending the deduction.”

The large accounting changes that the deduction promotes often have no economic basis, are a
drain on the Treasury, and can even be illegal but resource-intensive for the IRS to detect. Complex
and valuable tax benefits like the pass-through deduction encourage taxpayers to push the boundary
between lawful tax avoidance — itself engaged in by people with access to well-paid tax advisors —
and unlawful evasion.

Plummeting pass-through audit rates give them more leeway to do so. Fewer than 0.1 percent of
partnerships, for example, are audited each year.”” (See Figure 3.) This weakens the integrity of the
entire income tax and adds new burdens to an IRS that has struggled to adequately combat
sophisticated tax evasion schemes involving pass-through entities.

The increased IRS enforcement funding provided by the Inflation Reduction Act will help the
agency combat tax evasion of complex pass-throughs. But the IRS will continue to face challenges in
detecting these schemes, and the returns for businesses that engage in them will remain tantalizingly
large. Moreover, packing the tax code with invitations for illegal evasion only makes the IRS’s job of
enforcing the tax code harder and more costly. This is yet another reason that the pass-through
deduction should expire as scheduled in 2025.*



FIGURE 3

Audits of Partnerships Have Fallen Despite
Growth in Number of Filings
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Instead of extending ineffective and costly tax cuts that invite tax evasion and benefit wealthy
households, policymakers should raise revenues through progressive tax policies and use them to
tinance high-return public investments that can promote broadly shared growth and reduce future
economic risk associated with high levels of debt. For example, compelling research finds that in
addition to short-run relief from hardship, income support can bring long-run gains in children’s
health, education, and earnings,” supporting a strong economy and better positioning everyone to
thrive. This is just one area in which federal investment remains far short of need. Policymakers
should support such policies instead of continuing skewed, costly tax breaks like the pass-through
deduction.
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