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ABSTRACT 

This chartbook explores the implications of the tax-advantaged treatment of pass-through income enacted as part of the Tax Cuts and Jobs Act of 2017 

(TCJA). Section 199A of the TCJA allows a deduction from taxable income of 20 percent of certain pass-through income. We look specifically at the 

incentives that deduction created for taxpayers to shift the form of entity through which they choose to receive income. We then analyze the revenue 

and distributional effects of permanently extending that deduction, which is currently scheduled to expire after 2025. We demonstrate that such an 

extension could have a significant impact on the form of income chosen by taxpayers among wages, corporate earnings, or pass-through income. 

Moreover, such income shifting could have a substantial effect on the revenue cost of extension and could affect the distribution of the tax benefits of 

the deduction.  
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Introduction 

Many businesses in the United States are organized as “pass-through” entities rather than as traditional corporations. Those businesses do not pay the 

corporate income tax; rather, they pass income and deductions (profits and losses) through to owners, who report the income and pay tax on it through 

their individual tax returns. Pass-through businesses include sole proprietorships, partnerships, and S corporations.  

Pass-through income flows through to owners, where most is subject to ordinary income tax rates and some is taxed at the lower capital gains 

rate. Only some is subject to payroll taxes (called Self-Employed Contributions Act [SECA] taxes for self-employed people).  

Corporate income, in contrast, is subject to two levels of taxation: profits are taxed at the corporate level, then dividends and realized capital 

gains are taxed again at the shareholder level (though these rates may be lower than those on ordinary income).   

The Tax Cuts and Jobs Act of 2017 (TCJA) reduced tax rates on certain qualifying income of pass-through businesses by providing a new 

deduction of up to 20 percent of qualified business income (QBI). The TCJA also reduced tax rates on corporations and individuals. Changing the 

relative tax rates among pass-through businesses, corporations, and individuals creates incentives to shift the form in which income is received. For 

example, if pass-through income faces lower tax rates than ordinary income, workers have a tax incentive to reclassify wage or salary income as pass-

through income. Similarly, when pass-through income faces lower tax rates than the combined individual and corporate rates on corporate income, 

firms have a tax incentive to organize as pass-through businesses rather than corporations. 

The QBI deduction is scheduled to expire (along with many other provisions of the TCJA affecting individual income taxes) at the end of 2025. 

In this chartbook, we analyze how permanently extending the QBI deduction (but not any of the other expiring provisions) would cause people to shift 

income among pass-through, corporate, and wage and salary forms as well as how those shifts would affect revenues. 

To estimate how much people might shift from wage and salary to pass-through income, we reviewed evidence from a range of empirical 

studies. Based on this evidence, we concluded that for every additional 1 percentage point increase in the difference between the marginal tax rate on 

pass-through and wage income, 0.4 percent of income would shift from the higher- to the lower-taxed form if the tax difference were permanent and 

shifting faced no restrictions. For two main reasons, we used a lower elasticity of 0.2 in our estimates of the effect of extending the current law pass-

through deduction. First, we concluded that some of the income that had shifted from wages and salaries to pass-through in response to the deduction 

would not return to wages and salaries when the deduction expires after 2025, because at that point both forms of income will face the same tax rate. 

That persistence of the shift to pass-through form in the current-law baseline reduces the effect of extending the deduction in comparison to that 

baseline. Second, the law defining the portion of pass-through income that is QBI includes “guardrails,” or limitations on shifting, that we conclude 

would reduce the amount of shifting. Our estimates also assume that the full amount of shifting from wage and salary to pass-through income would 

phase in over three years as workers revise their compensation arrangements.  

Similarly, based on empirical studies, we determine that for every additional 1 percentage point increase in the difference between the 

corporate tax rate (including dividend and capital gains taxes paid by shareholders) and the pass-through rate, 0.7 percent of the corporate tax base 
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would shift to pass-through income. Moreover, we estimate the share of pass-through income that is eligible for treatment as QBI. Taxpayers with less 

than a certain level of adjusted taxable income ($157,000 for singles and $315,000 for couples) can claim the QBI deduction for all their pass-through 

income regardless of how it is generated. Above that threshold, pass-through income qualifies for the deduction based on the type of business that 

generates it and the business’s labor and capital structure. Income earned by an entity that is a “specified service trade or business” (SSTB) as defined 

by the statute (one that provides medical or legal services, for example) is ineligible for the deduction for taxpayers with income above the adjusted 

taxable income thresholds. Based on Internal Revenue Service data, we estimate that the share of pass-through income earned by SSTBs varies 

depending on whether the income is derived from a sole proprietorship, a partnership, or an S corporation (figure 1). 

Based on those estimates, as well as estimates of the effect of the capital and labor structure restrictions and the amount of pass-through 

income earned by households below the adjusted taxable income thresholds, we estimate the amount of pass-through income that would qualify for 

the pass-through deduction in 2026 if it were permanently extended (figure 2). 

Based on the qualifying income and the difference between tax rates on corporate and qualified pass-through income, we estimate the total 

amount of income that would shift between corporate and pass-through forms if the pass-through deduction were extended beyond 2025. Similarly, 

based on the difference between the rate on pass-through income and that on wages and salaries, we estimate the total amount of income that would 

shift from wages to pass-through income (figure 3).1 

Using the Tax Policy Center’s microsimulation model, we then estimate the distribution of total pass-through income and QBI (figure 4) and the 

distribution of the tax benefits of extending the QBI deduction beyond 2025 (figure 5). 

Lastly, we estimate the revenue loss from extending the deduction and the amount of that loss attributable to income shifting (figure 6). 

Underlying data for most figures can be found in the appendix (tables 1 through 4). 

  

                                                      
1 This analysis was conducted prepared before the decline in economic activity caused by the COVID-19 epidemic.  Our data reflect economic conditions as projected by the 
Congressional Budget Office in January 2019. 
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What share of pass-through 

business income is ineligible for the 

qualified business income 

deduction if earned by high-income 

taxpayers? 

• “Specified Service Trade or 

Business” (SSTB) income is 

ineligible for the pass-through 

deduction if it is earned by a 

taxpayer earning above the 

adjusted taxable income 

threshold ($157,000 for single 

people and $315,000 for 

couples). SSTBs include include 

medical, legal, and accounting 

services as well as most services 

that derive value largely from 

human capital. 

• Roughly one-sixth of partnership 

income, one-fifth of S 

corporation income, and one-

third of sole proprietorship 

income are from SSTBs. 
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What amount of pass-through 

business income would qualify for 

the qualified business income 

deduction in 2026 if the deduction 

were permanently extended? 

• The deduction for pass-through 

income above the adjusted 

taxable income threshold that is 

not disqualified as SSTB income 

is restricted to the lesser of (1) 20 

percent of qualified inome or (2) 

the greater of 50 percent of 

wages or 25 percent of wages 

plus 2.5 percent of depreciable 

capital.  

• Accounting for all the restrictions, 

out of a total of about $1.9 

trillion in pass-through income in 

2026, about $1.3 trillion (or 70 

percent) would be eligible for the 

deduction if it were extended 

beyond 2025.  
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How much income would be shifted 

to pass-through income if the 

qualified business income 

deduction were permanently 

extended? 

• If the deduction were 

permanently extended but other 

expiring provisions of TCJA were 

not, $145 billion of income would 

shift to pass-through income in 

2026, rising to $453 billion by 

2040.  

• Most of the shifting would come 

from wages and salaries, but a 

substantial amount of corporate 

income would shift as well.  

• We estimate the amount of 

income shifting from wages 

would rise over the first few years 

because it would take some time 

for employees to revise 

compensation agreements. 
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Who earns pass-through income? 

• We estimate that in 2026 the 

distribution of pass-through 

income will be heavily 

concentrated among high-

income households, with almost 

half of total net pass-through 

income going to the top 1 

percent. 

• However, because the restriction 

on specified service trades or 

businesses and the wage and 

capital requirements primarily 

affect only high-income 

households, their share of 

qualified business income eligible 

for the deduction is lower than 

their share of all pass-through 

income. 
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Who would benefit from making 

the qualified business income 

deduction permanent? 

• The tax benefits of the deduction 

would increase overall after-tax 

income by about 0.4 percent, on 

average, in 2026. 

• The tax benefits (as a share of 

after-tax income) rise with 

income.  

• Households with lower incomes 

receive very little benefit from 

the deduction, on average. 
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How much would it cost to make the 

qualified business income deduction 

permanent? 

• Permanent extension of the pass-

through deduction would reduce 

revenues by a total of $417 billion 

over the 2026-2030 period. The cost 

would rise to $1.3 trillion over the 

ten-year period from 2031 to 2040. 

• Income shifting would account for 

$58 billion of that amount through 

2030 and $221 billion over the next 

10 years. 
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