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Solving the ‘Flowthrough’ Entity Problem in Corporate Tax Reform

BY DAVID J. KAUTTER

S mall businesses are central to our country’s cul-
tural and economic foundations; they symbolize
the values of entrepreneurship, upward mobility,

and innovation.
They are also the growth engine of our economy. To-

day, small businesses employ about half the U.S. work-
force, and created 65 percent of our net new jobs over
the past 15 years. They are the core not only of our do-
mestic growth, but increasingly a critical component to
competing in the global marketplace.

In debating the swiftest path to economic growth and
deficit reduction, policymakers from across the political
spectrum are beginning to call for significant corporate
tax reform. Indeed, President Obama’s fiscal year 2012
budget calls for ‘‘Congress to work with the Administra-
tion on corporate tax reform that would simplify the
system, eliminate . . . special interest loopholes, level
the playing field, and use the savings to lower the cor-
porate tax rate for the first time in 25 years.’’

The vast majority of small businesses are not

structured as corporations, and not taxed at the

corporate rate. Reducing corporate tax rates

without addressing the needs of unincorporated

businesses could increase the tax burden on a

vital pillar of economic growth as we emerge from

the recession.

Many agree our corporate statutory tax rate—soon to
be the highest in the world—hinders our economic com-
petitiveness. The reasons for reducing it are compel-
ling. But current proposals for corporate tax reform
could have unintended consequences for small busi-
ness. The vast majority of small businesses are not
structured as corporations, and not taxed at the corpo-
rate rate. Reducing corporate tax rates without address-
ing the needs of unincorporated businesses could in-
crease the tax burden on a vital pillar of economic
growth as we emerge from the recession.

‘Flowthrough’ Businesses
In the U.S. Economy

Structurally, most small businesses are organized as
what are called ‘‘flowthrough entities’’—sole propri-
etorships, partnerships, and S corporations. These enti-
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ties ‘‘flow through’’ to their owners any income or loss.
Individual owners report these amounts on their indi-
vidual tax returns—and these amounts are taxed at in-
dividual tax rates.

Currently flowthroughs comprise more than 90 per-
cent of all business entities and individual owners of
flowthrough entities pay over 40 percent of all business
taxes.

Small businesses in particular benefit from the
flowthrough structure, because they are able to avoid
the double taxation that applies to corporate income.
Often faced with limited cash flow, a flowthrough struc-
ture can provide small businesses with the opportunity
to reinvest more capital, expand services, hire more
workers, and develop innovative technologies and busi-
ness processes.

The Potential Impact
Of Corporate Tax Reform

There is widespread agreement that the U.S. tax code
is too complicated. The number of deductions, credits,
phase-outs, alternative calculations, and more has
reached mind-numbing proportions.

So far, most of the proposals for corporate tax reform
rely primarily on eliminating some business deductions,
preferences, and credits to increase the amount of in-
come subject to tax, i.e. broaden the tax base, and then
apply a lower corporate tax rate to that broader income
base. In most of the proposals, the base-broadening
changes that would be made would apply to all busi-
nesses, including the non-incorporated.

If corporate tax reform moves forward in this way,
small businesses will end up with an increased tax bur-
den, when many are already struggling to stay afloat.
This seems to make little sense if we are interested in
enhancing the competitiveness of our economy.

Comprehensive Business Tax Reform Needed,
Not Just Corporate Tax Reform

It would seem that Congress faces three primary al-
ternatives with respect to reforming our business tax
system. Congress could:

s Eliminate Certain Deductions, Preferences, and
Credits Only for ‘‘C’’ Corporations, Lower Corporate
Tax Rates, and Leave Current Rules Intact for
Flowthrough Entities. This would allow small
flowthroughs to continue to benefit from current tax in-

centives, and to continue to be taxed under the current
rules. While this would seem fairer to small
flowthroughs, this approach would create two tax sys-
tems, and add immense complexity to the tax code,
which most agree is something to avoid. A notable
shortcoming: It would also exclude flowthrough entities
from the economic and other benefits that come from
simpler rules and lower rates.

s Eliminate Certain Deductions, Preferences, and
Credits for All Businesses and Only Lower the Corpo-
rate Tax Rate. This would result in increased taxes for
flowthrough entities unless individual rates are lowered
simultaneously with corporate tax rates. Since indi-
vidual tax rates are part of an integrated system, simply
lowering the rates at which individuals are taxed with-
out making concurrent changes to other individual tax
rules is impractical. This raises the specter of having to
reform the individual tax rules to reform business tax
rules. While the individual rules are every bit as much
in need of reform as the business tax rules, there is a
third alternative for Congress to consider that would al-
low reform of business taxes to go forward without hav-
ing to reform the entire Internal Revenue Code.

s Eliminate Deductions, Credits and Preferences,
and Apply the Same Reduced Corporate Rate—a Busi-
ness Rate—to All Businesses Regardless of the Struc-
tural Entity by Which They Choose to Conduct Busi-
ness. This would be relatively simple to administer. In-
come from flowthroughs already appears on separate
schedules on individual tax returns. Income from sole
proprietorships is reported on Schedule C and income
from both partnerships and S corporations is reported
on Schedule E of the individual tax return (Form 1040).
All that would be required would be for a taxpayer who
is an owner of a flowthrough entity to add his or her in-
come on those two schedules (C and E) together and
subject the total to the reduced ‘‘business tax’’ rate re-
schedule. This is what happens today for individuals
who have qualifying dividend income and capital gains
on schedules B and D.

A major advantage to this last approach is that it
would help to level the playing field for corporate and
non-corporate entities. It would move us toward a more
comprehensive business taxation system—one that ap-
plies to all businesses equally across the board. If done
right, it could ease compliance, and increase simplicity
and fairness. And ultimately, that could provide small
businesses with the relief they need in order to compete
and thrive.
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