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People have produced such amazing products
during the past few years that it is easy to forget
that, after their unveiling, machines such as the
printing press and the steam engine were viewed
with just as much awe as the microprocessor is
today. Yet what is clumsily referred to as “techno-
logical innovation” has consistently led to contro-
versy as new products and processes replaced old
ones—even in the 1400s. This dynamic process,
central to the functioning of a market economy,
was termed “creative destruction” by 20th century
economist Joseph Schumpeter.

From the earliest days, the “destruction” portion
of this dynamic process has brought into question
government’s proper role in a market economy. For
instance, how far should policymakers go to “pro-
tect” the hand-copiers that the mechanical printing
press would displace? To what extent should gov-
ernment implement policies to encourage entrepre-
neurs to invent the printing presses of tomorrow?
These questions have been asked for centuries, but
the answers still remain a source of debate.

Throughout U.S. history, most policy geared
toward encouraging entrepreneurs has been pas-
sive. Instead of actively encouraging entrepreneurs
with direct subsidies, U.S. policymakers have typi-
cally used government power to provide the laws
and the institutional framework needed for indi-
viduals to run their own businesses. There is little
doubt that much of America’s economic well-being
has resulted from this relationship.

For instance, Microsoft, General Electric, and
Ford Motor Company were started by a handful of
individuals with the government-guaranteed right to

keep most of what they could earn from their inno-
vations. Interestingly, these companies’ successes
have led many policymakers to pursue a more active
role in encouraging entrepreneurial activity. There-
fore, most current policy debates revolve around
which active policies—e.g., targeted tax breaks, loan
guarantees, and subsidies—work best. However,
even tax policy can be viewed as a passive approach
for encouraging entrepreneurial activity.

If all taxpayers pay the same income tax rate—
regardless of the source of that income—then gov-
ernment policy is not giving preferential tax treat-
ment to any one type of income. In this case, tax
law passively encourages business activity by not
providing tax incentives for (or against) starting a
business. This paper provides a discussion of the
research issues surrounding the impact that tax
policies have on entrepreneurial activity.

RESEARCH ISSUES
On a theoretical level, judging how effectively tax

policy influences business activity is not always
straightforward. Measuring a successful outcome
requires a clear definition of a policy’s objectives.
Simply stating that a policy’s aim is to “encourage
entrepreneurship” does not provide an easily mea-
surable objective because it relates to individuals’
states of mind.1 Even trying to measure such an
objective using “increased employment,” “increased
startups,” or “higher individual wealth” can be
problematic.

Changes in employment are difficult enough to
measure, but the newly self-employed present an
interesting problem because, by definition, they do
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not work for another company. Consequently,
even if a policy does cause individuals to leave
their jobs and start their own companies, the net
change in employment could—at least initially—
be zero. Furthermore, when individuals start new
businesses, their ultimate success or failure will
likely remain unknown for several years.

Measuring success for those startup ventures
that do last several years presents a problem simi-
lar to that of measuring employment. A measure of
success for these long-lasting startups has to con-
sider whether this business activity would have
taken place in the absence of these particular com-
panies. For instance, if Mr. Jones starts a new maid
service company, a near-term measure of success
has to consider any lost customers from Mr. Jones’s
competitors. Additional research difficulties, such
as determining whether entrepreneurial activity
increases the wealth of the business owners, are
data-driven problems.

DATA SOURCES
The most significant data problem in studying

entrepreneurial activity is a lack of data. Although
there are several data sources for studying demo-
graphic characteristics of small-business owners,
the data needed to address most business-related
tax policy issues are sparse. The following sections
summarize the major data sources used to study
business activity, and they provide brief descrip-
tions of the strengths and weaknesses that each
data set offers tax policy researchers.2 

Statistics of Income. The Statistics of Income
(SOI) division of the Internal Revenue Service
(IRS) produces an annual Public Use Tax File that
contains over 130,000 records. The SOI database
is a statistically representative sample of all U.S.
individual income tax returns for any given year.
The data consists of virtually all major items that
taxpayers provide on their returns, such as filing
status, number of dependents, amount of deduc-
tions, amount of income from various sources
(wages, dividends, etc.), adjusted gross income,
and taxable income. Because the SOI file contains
individual income tax data, the only business-

related data in the file are what business owners
report on their individual income tax returns.

For example, sole proprietors are required to file
IRS form Schedule C; therefore, business income
reported on Schedule C is in the SOI file. How-
ever, Schedule C contains roughly 50 line items
and not all of the Schedule C information is
included in the SOI file. For example, the SOI file
does not include a separate total for repairs and
maintenance expenses, but it does include a sepa-
rate amount for wage expenses and for total
expenses. Similar problems—and in some cases,
more severe—exist regarding business information
from other types of business entities, such as S cor-
porations and limited liability companies (LLCs).
In any event, the file does not contain important
business information, such as the number of
employees and cash on hand. Additionally, the
annual releases cannot be used to track the same
business owners across successive years.

For well-funded researchers, purchasing a lon-
gitudinal SOI file from the University of Michigan’s
Office of Tax Policy Research (OTPR) can mitigate
this last problem. Michigan’s OTPR has worked
with the SOI to create a “panel” of tax return data
that provides researchers with tax return data on
the same taxpayers from 1979 to 1990. In addition
to the public use file and the OTPR panel, the IRS
posts on its Web site a limited amount of business-
related data (taken from individual tax returns), as
well as various aggregated tax information in the
Statistics of Income Corporation Source Book.3

However, because these data are already aggre-
gated, they typically cannot be linked to individual
taxpayers. Below are the strengths and weaknesses
of the tax databases research:

• Strengths: Provides a rich data source for infor-
mation on U.S. individual income tax returns.

• Weaknesses: Provides only limited business
activity data.

Panel Study of Entrepreneurial Dynamics.
The Panel Study of Entrepreneurial Dynamics
(PSED)4 is coordinated by the University of

1. For a rigorous treatment of this issue, see David Storey, “Six Steps to Heaven: Evaluating the Impact of Public Policies to 
Support Small Businesses in Developed Economies,” in Donald L. Sexton and Hans Landstrom, eds., Blackwell Handbook 
of Entrepreneurship (Oxford: Blackwell, 2000), pp. 176–193.

2. The following list of data sources is not intended to be comprehensive.

3. Internal Revenue Service, Corporation Source Book (Washington, D.C.: U.S. Government Printing Office, various years).
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Michigan’s Institute for Social Research. The
PSED is a longitudinal sample of nascent entre-
preneurs and is uniquely designed. The “panel”
consists of 830 individuals actively engaged in
starting new businesses. Importantly, it tracks
these same individuals for two years following
their startups. In other words, the PSED contains
three years of data on new entrepreneurs, and the
first year of data covers the first year that the
business existed.

The PSED is the first U.S. database to offer lon-
gitudinal data that can be used to describe the
characteristics of individuals engaged in the pro-
cess of starting a business. Most of the data in the
PSED relates to social characteristics and demo-
graphics. For example, the nascent entrepreneurs
report age, gender, ethnicity, education level, fam-
ily composition, income, and net worth. Addition-
ally, the PSED contains data that may explain
personal preferences for starting a business, such
as family business background, work history, and
business climate perceptions. The PSED does col-
lect some data directly concerning policy issues,
such as whether or not (and what type of) public
assistance programs were used to start the busi-
ness venture, but the bulk of the data consists of
social and demographic characteristics.

Because the PSED examines startup ventures,
most financial data relate to the owners’ projec-
tions rather than actual values. For instance, many
startups do not have any sales (or even a market-
able product) for the first few years of existence.
Similarly, although the PSED does contain infor-
mation on initial funding sources, judging the
need for additional funds and/or financial assis-
tance initially depends on the owners’ projections.
Finally, the PSED is not designed to study specific
tax policies and, as such, does not ask nascent
entrepreneurs to report any detailed tax informa-
tion. Below are the strengths and weaknesses of
the PSED research:

• Strengths: Offers a wide array of social and
demographic characteristics for individuals
engaged in starting business.

• Weaknesses: Contains very limited tax-related
data; does not collect a robust set of business
data from going-concern entity owners; and
includes a relatively small sample size.

Survey of Business Owners and Self-
Employed Persons. The U.S. Census Bureau con-
ducts the Survey of Business Owners and Self-
Employed Persons (SBO) every five years, and the
latest survey contains data from 2002. The SBO
contains business owners’ demographic informa-
tion, such as the gender, race, age, ethnicity, and
educational level, as well as economic data such as
primary business function, types of customers,
types of workers, source of startup capital, and
source of financing for capital improvements.

However, the SBO questions are rather general
in nature, and business-owner data are not
released to the public. For example, the survey
does not ask for the amount of startup capital or
the dollar amount of capital improvements made
in a given year. Similarly, the SBO asks whether
workers are full-time or part-time employees, but
it does not ask how many are employed. Finally,
the SBO does not contain any income or tax-
related data. This survey was previously con-
ducted as the 1997 Economic Census Surveys of
Minority-Owned Business Enterprises and
Women-Owned Business Enterprises.5 Below are
the strengths and weaknesses of the SBO research:

• Strengths: Provides a wide range of social and
demographic characteristics of business owners.

• Weaknesses: Data are collected only every five
years, and only aggregate-level data are
released to the public.

Longitudinal Business Database. The Longi-
tudinal Business Database (LBD)6 is a dataset con-
structed by the Bureau of the Census’ Center for

4. For more information, see University of Michigan, Institute for Social Research, “Panel Study of Entrepreneurial Dynam-
ics,” at projects.isr.umich.edu/psed (November 17, 2004).

5. For more information, see U.S. Census Bureau, “Survey of Business Owners and Self-Employed Persons (SBO),” revised 
March 10, 2004, at help.econ.census.gov/BHS/SBO/index.html (November 17, 2004).

6. For LBD documentation, see Ron S. Jarmin and Javier Miranda, “The Longitudinal Business Database,” U.S. Census 
Bureau, Center for Economic Studies, CES–WP–02–17, July 16, 2002, at 148.129.75.160/paper.php?paper=101647 
(November 17, 2004).
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Economic Studies. It is not publicly available. The
LBD is a longitudinal database that follows indi-
vidual businesses (with paid employees) from
1975 to 1999. The LBD is principally used to
study trends in industry entry and exit, gross job
flows, and overall changes in the structure of the
U.S. economy.

These data are complied from a variety of
sources, such as the federal Business Register, the
Economic Censuses, and various surveys. Infor-
mation in the LBD is collected at the establish-
ment level—meaning that companies with
multiple locations are treated as multiple estab-
lishments. Even though the file attempts to “link”
establishments over roughly 25 years, most of the
establishments in the LBD remain in the data for
only a few years. 

As is the case with most business-related Census
Bureau surveys, the LBD tends to gather general
information on payroll, employment, and sales,
but does not gather detailed tax and income infor-
mation on individual business owners. Below are
the strengths and weaknesses of the LBD research:

• Strengths: Contains business data for the same
business establishments across multiple years.

• Weaknesses: Does not include detailed tax and
income information about individual business
owners.

Current Population Survey. The Bureau of the
Census conducts the Current Population Survey
(CPS)7 for the Bureau of Labor Statistics (BLS).
The CPS surveys about 50,000 households each
month, and it is the primary source of information
on labor force characteristics for the U.S. popula-
tion. (The CPS data are used to produce the
monthly BLS Employment Situation report.) The
sample provides estimates for the nation as a
whole and serves as part of model-based estimates
for labor force characteristics in individual states
and other geographic areas.

The CPS collects data on income, employment,
unemployment, earnings, hours of work, and a
variety of demographic characteristics including
age, sex, race, marital status, family structure, and
educational attainment. Information reported in
the CPS also allows researchers to sort data by
occupation and industry, and supplemental ques-
tions are frequently added to study timely topics,
such as employee benefits and health plans. How-
ever, the CPS does not collect detailed business
information, such as sales, capital expenditures,
and asset size. Additionally, specific tax data
items—such as Schedule C wage expenses and
taxable income—are typically not included in the
CPS. Below are the strengths and weaknesses of
the CPS research:

• Strengths: Contains a wealth of income and
demographic information for a nationally rep-
resentative sample of U.S. households.

• Weaknesses: Does not gather detailed informa-
tion about business establishments and does
not provide a large sample of business owners.

Longitudinal Employer—Household Dynam-
ics. The Longitudinal Employer—Household
Dynamics (LEHD), also know as the Local
Employment Dynamics,8 is conducted by the
Census Bureau. The LEHD survey collects data on
increases and decreases in employment on a quar-
terly basis in 10 states.9 The LEHD is compiled
using state unemployment insurance wage
records and the Department of Labor’s ES202
data.10 

The LEHD’s main goal is to provide its partner
states with improved data on changes in workforce
composition. The establishment-level LEHD data
are not publicly available, and detailed business
information such as sales revenue, profit, capital
expenditures, and funding sources are not col-
lected. Below are the strengths and weaknesses of
the LEHD research:

7. For more information, see U.S. Department of Labor, Bureau of Labor Statistics, “CPS Main Page,” modified April 4, 
2001, at www.bls.census.gov/cps/cpsmain.htm (November 17, 2004).

8. For more information, see U.S. Census Bureau, “Local Employment Dynamics,” at lehd.dsd.census.gov/led/00 (November 
17, 2004).

9. These states are California, Florida, Illinois, Maryland, Minnesota, North Carolina, New Jersey, Oregon, Pennsylvania, 
and Texas. 

10. The ES202 data—also known as the Quarterly Census of Employment and Wages (QCEW), and formerly known as the 
Covered Employment and Wages survey—tallies employment and wages reported by establishments covering 98 percent 
of U.S. jobs. It is available by industry at the county, metropolitan statistical area, state, and national levels.
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• Strengths: Provides employment data for the
same business establishments across multiple
years.

• Weaknesses: The survey is not conducted
nationally and the results are not publicly
available.

VentureXpert. Thomson Financial’s VentureX-
pert database is a main data source for researching
the private equity industry. For example, the data-
base contains information on initial public offer-
ings (IPOs), venture capital deals, buyouts, and
limited partnerships around the world. Most of the
data included in VentureXpert are time-series data,
such as the number and sizes of deals completed
for a given month and the number and share
prices of IPOs in a given quarter. Below are the
strengths and weaknesses of the VentureXpert
research:

• Strengths: Provides a fair amount of data on
private financial market transactions.

• Weaknesses: Because it is primarily a financial
market database, it contains virtually no infor-
mation about business owners and does not
track business activity.

Public Financial Records. Publicly traded cor-
porations are required to file annual financial
reports with the Securities and Exchange Commis-
sion, and these reports are a matter of public
record. These reports contain a wealth of financial
accounting data—such as asset size, sales volume,
debt, and cash flow—but they do not contain
information from these companies’ tax returns.
(Tax returns are considered private information.)
Most publicly traded corporations are owned by
more than just a few individuals, and most are
quite large in terms of assets, sales volume, and/or
number of employees.

Data collection from these reports can be quite
tedious because each company’s report contains
only information for that particular company. Fur-
thermore, public companies report financial infor-
mation based on Generally Accepted Accounting
Principles. Because not all businesses operate in an
identical manner, these rules offer companies lee-
way with many reporting choices. Some of these
problems can be overcome by purchasing Stan-
dard and Poor’s Research Insight database; a prod-
uct that “standardizes” financial statement data
from virtually all publicly traded companies. Addi-
tionally, corporate income tax simulation models

can be created by combining data from the
Research Insight database with tax data from the
Statistics of Income Corporation Source Book. These
models allow researchers to study corporate
income tax code changes in a manner similar to
the way that they study individual income tax pol-
icies. Below are the strengths and weaknesses of
public financial records:

• Strengths: Contains an enormous amount of
financial accounting data.

• Weaknesses: Contains very little corporate tax
return data and virtually no social, demo-
graphic, or income data on business owners.

THE LEADING POLICY ISSUES
These datasets provide limited, though impor-

tant, opportunities for research about the relation-
ship between entrepreneurial activity and federal
tax policy. Among these opportunities are analyses
of the tax policy effects on how entrepreneurial
businesses are organized, the role that tax policy
plays in changing the capital costs that entrepre-
neurs face, and how tax policy shapes the savings
behavior and choices of entrepreneurs.

One of the best-known effects of tax policy is
the influence that it exerts in the choice of organi-
zational form. Entrepreneurs who require the legal
protections and large-scale operating advantages of
a corporate business organization can choose from
a variety of corporate organizations. As shown in
the following section, entrepreneurs and business
managers have exercised these choices as tax rate
differences emerge between different forms of
organization.

The level and type of entrepreneurial activity is
often affected by the cost of capital. That is, indi-
rect and direct taxes on capital can raise the cost of
capital to borrowers above the economic cost that
lenders require to compensate them for the tempo-
rary loss of the funds and the risk of investment.
These higher costs can raise substantial barriers to
startups and expanding businesses that lack the
cash flows or credit ratings required to borrow
expensive capital.

Differentials in capital costs that stem from dif-
ferences in tax rates can also produce challenges
for entrepreneurs. Falling tax rates are always wel-
come news to entrepreneurs. However, capital
goods (e.g., drill presses, computers, and transpor-
tation equipment) placed in production with
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highly taxed capital take longer to pay off than the
same goods taxed at lower rates. Thus, older man-
ufacturing firms are generally less profitable than
newer ones from the standpoint of the after-tax
productivity of their equipment.

Just as differences in tax rates can distort the
value of otherwise identical equipment, they can
also heavily influence the life and future of existing
firms. Estate or death taxes have a particularly
striking influence on entry and exit decisions. For
example, small business entrepreneurship is the
common choice of new immigrants, minorities,
women reentering the workforce, and retired peo-
ple needing extra income. In each case, success
could mean paying estate taxes that approach 50
percent. Indeed, women, immigrants, and minor-
ity business owners have frequently cited federal
estate taxes as a major factor in their decision to
expand and continue.11

There are doubtlessly many challenges that
entrepreneurs face because of the current set of
federal tax policies. However, those described
above offer promising opportunities for break-
through research in the policy research field of the
interplay between taxes and entrepreneurship.

PICKING WINNERS AND LOSERS IS 
COUNTERPRODUCTIVE

Many policymakers favor “targeting” tax relief
to certain types of businesses to promote growth
in what they view as “key” industries. Of course,
this sort of policy begs at least two questions:
Why not help other types of businesses? Which
types of businesses should be helped? Favoring
any particular industry over another is the wrong
approach because it makes reforming the tax
code more difficult, distorts market incentives,
and leads to an inefficient allocation of
resources.

For example, when business owners make deci-
sions based solely on tax credits, they spend
money on goods that they otherwise would not
have purchased. These purchases may appear to
boost the economy, but they have hidden conse-
quences. If a technology tax credit causes business
owner A to buy a new computer from business
owner B, business owner B will happily make the

new sale, but what about the owner of a non-tech-
nology–related store?

The net economic gain from any money spent
on new computers will be at least partially offset
by the money not spent on other goods. This hid-
den impact is too easily forgotten, but it is no less
real than the obvious impact from improved
incentives in the computer market. Additionally,
these types of targeted incentives make reforming
the tax code more difficult because they create
constituencies that will lobby to keep special tax
advantages.

For example, the recently passed American Jobs
Creation Act of 2004 (H.R. 4520) includes at least
eight separate provisions dealing with depreciation
rules. One of these provisions extends “bonus”
depreciation eligibility by one year for certain non-
commercial aircraft put in service before January
1, 2006. Manufacturers of these aircraft are there-
fore likely to resist any tax reform that proposes to
eliminate all targeted depreciation rules. Because
so many special provisions already exist within the
tax code, even small steps toward simplifying the
code pits winners against losers—making reform
that much more difficult.

Regardless of the exact nature of a reform plan,
researchers should evaluate the plan by quantifying
the expected value of businesses’ future tax bene-
fits—a task that is not easy. Because so many com-
peting interests are invested in special tax breaks,
removing all business taxes may be the reform pol-
icy that best minimizes this problem. Various tax
constituencies would lose some special benefits
under such a reform plan, but the long-term need
for those benefits would be eliminated. Of course,
there would be serious political obstacles to any
reform plan that eliminates all business taxes.

THERE IS NO “BEST” DEFINITION OF 
WHAT CONSTITUTES A BUSINESS

One of the many squabbles in the last election
cycle centered on whether to extend or to rescind
President George W. Bush’s tax cuts for taxpayers
paying the top marginal tax rate. An argument
against rescinding these cuts was that many small
business owners would be hurt because they pay
individual income taxes at the top marginal tax rate.

11. See William W. Beach, “The Case for Repealing the Estate Tax,” Heritage Foundation Backgrounder No. 1091, August 21, 
1996, at www.heritage.org/Research/Taxes/BG1091.cfm.
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Curiously, part of this policy debate
centered on which business owners
were operating “real” businesses.

Business income from a wide vari-
ety of business types can show up on
individual income tax returns. For
instance, a group of doctors could
organize a partnership to buy a
beach house in Florida. If they peri-
odically rent the house to tourists,
the doctors will end up with partner-
ship income on their individual tax
returns. On the other hand, someone
might organize a construction com-
pany as an S corporation and be
actively involved in performing
physical labor. Advocates of rescind-
ing recent tax cuts argue that only
the second of these two examples
should be considered a business.

Yet why are both examples not
legitimate businesses? In both cases,
individuals have organized to better
invest their money and use their resources. Both
businesses will buy products and, either directly
or indirectly, employ other people. In fact, the

construction company may even perform services
for the partnership. Each of these individuals is
undertaking legitimate productive activities that

benefit others. Disparaging either legal
entity as “not a real business” ignores
this fact. The debate about the “real”
business owners also took on a class
warfare theme, with tax cut opponents
arguing for raising taxes on “wealthy”
business owners.

INCOME IS A FLEETING 
CONCEPT IN THE IRS DATA

Supporters and critics of the Bush
Administration’s tax policy label tax-
payers earning more than $200,000 as
“the wealthy,” as if this were an easily
identifiable group of taxpayers. This
notion is problematic because the defi-
nition of income is not straightforward
and because identifying taxpayers in
any given year—for any purpose—
ignores long-term trends. 

To begin, tax policy researchers typi-
cally define income as adjusted gross
income (AGI) because it provides a

Chart 1 B 

Source: Internal Revenue Service, Statistics of Income Bulletin, Winter 2004, Historical Tables and 
Appendix, Table 22, at www.irs.gov/pub/irs-soi/04al22sr.xls (November 12, 2004). 

Note: The IRS classifies returns from C and S corporations as “corporate” returns and returns from other 
types of pass-through entities as “non-corporate” returns. Tax years 2003 and 2004 are IRS projections.
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Table 1 B 

Federal Income Tax Returns Filed, by Type of 
Business Entity for Selected Years

Tax Year
Schedules C, 
C-EZ, and F

Partnership 
Forms Form 1120S Form 1120 

1975 10,073,200 1,132,800 367,200 1,762,900
1980 11,402,900 1,401,600 528,100 2,115,500
1985 14,136,700 1,755,300 736,900 2,432,300
1990 16,170,300 1,750,900 1,536,100 2,334,600
1995 18,058,600 1,580,300 2,161,000 2,197,000
1998 19,031,300 1,861,000 2,599,800 2,207,600
1999 19,176,300 1,974,700 2,767,000 2,202,400
2000 19,350,400 2,066,800 2,887,100 2,161,700
2001 19,664,500 2,165,000 3,022,600 2,128,700
2002 20,072,000 2,271,800 3,191,100 2,131,900
2003* 20,397,900 2,376,800 3,344,400 2,173,000
2004* 20,697,600 2,480,300 3,486,400 2,174,000

Change since 1975: 105.47% 118.95% 849.46% 23.32%

Change since 1990: 28.00% 41.66% 126.96% -6.88%

* Projected.

Source: Internal Revenue Service, Statistics of Income Bulletin, Winter 2004, Historical Tables and
Appendix, Table 22, at www.irs.gov/pub/irs-soi/04al22sr.xls (November 12, 2004).  

Note: Partnership forms include IRS Forms 1065 and 1065B. Tax Years 2003 and 2004 are 
IRS projections. 

CDA 04-16
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common point of comparison.
However, AGI is a special IRS
definition of income, and it
accounts for up to 18 types of
income. Just as important, AGI
is calculated after any number of
deductions: Form 1040 lists 10
deductions, and all business
income from pass-through enti-
ties is reported after business
expenses have been deducted.
Even granting that AGI is the
best measure of income, choos-
ing a level of $200,000 as the
cutoff point for tax breaks is
completely arbitrary and is no
better or worse than $175,000
or $225,000.

Furthermore, IRS data are
reported on an annual basis,
obscuring information that
could be learned by following
taxpayers’ income over a num-
ber of years. For instance, the
number of business owners who
typically earn AGI above
$200,000 could be understated
in any given year simply
because of unusually high business expenses. Even
conceding that the number of taxpayers with more
than $200,000 in AGI for any given year is the
true number of such taxpayers, the number of tax-
payers in this category can change in future years
simply because a new law eliminates certain
deductions.

If multiple legal changes are made during sev-
eral years, the number of taxpayers in a given AGI
class could change for reasons unrelated to eco-
nomic activity. Regardless of how “income” and
“business” are defined, tax policy that singles out
any group for higher taxes hurts all taxpayers. This
rule holds true for owners of both large and small
businesses, even though large corporations are fre-
quently vilified for political reasons.

LARGE BUSINESSES WERE NOT 
ALWAYS LARGE

Treating owners of both small and large busi-
nesses the same will certainly be criticized as “pan-
dering to corporate America,” and ignoring the
“little guy.” However, championing small business

owners while simultaneously disparaging owners
of large businesses is contradictory. Owners of
large businesses start out by owning small busi-
nesses. People are not born owning businesses:
They choose to start companies at some point in
their lives based on their experiences.

Tax policies that intrude on the decision to start a
business—or on decisions made while running a
business of any size—distort decisions that would
be made in the absence of these policies. Therefore,
an economically neutral tax policy is one that does
not discourage potential business owners, small
business owners, or large business owners from
making economic decisions. In other words, the best
tax policy affects all business owners the same. 

Taxing income only at the individual level
would be a significant departure from the current
tax code, but the idea is based on a simple
premise: Corporations do not pay taxes—people
do. Corporations of all sizes are merely legal enti-
ties. They are all run by people and they all sell
goods and services to people. Ultimately, all corpo-
rate taxes are taken out of the pockets of people,

Chart 2 B 

Sole Proprietorships (Non-Farm): Total Business 
Receipts by Industry, 2001
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Source: Center for Data Analysis calculations based on Michael Parisi and Brian Balkovic, "Sole Proprietorship 
Returns, 2001," Internal Revenue Service Statistics of Income Bulletin, Summer 2003, at 
www.irs.gov/pub/irs-soi/01solep.pdf (November 12, 2004).
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either through lower compensa-
tion to workers or higher prices
paid by consumers. Historical
data on new-business formation
suggests that more and more
business owners understand
this concept quite well.

MOST NEW BUSINESS 
OWNERS ORGANIZE AS 
NON-CORPORATE

More and more business
owners are choosing to orga-
nize as “pass-through” entities,
such as S corporations and lim-
ited liability companies. These
“non-corporate” forms afford
legal protection similar to that
of traditional corporations, but
they allow business income to
pass through to the owners’
personal tax returns. Conse-
quently, pass-through entity
owners’ business income is
taxed only at the individual
level, whereas owners’ income
from a traditional C corpora-
tion is taxed at both the corpo-
rate and personal level.
Historical data show increasing trends in the
number of non-corporate entities, and the own-
ers of these businesses continue to pay taxes on
their business income—just not through the cor-
porate tax system.

Chart 1 shows the trend in the number of S
and C corporation filings from 1975 through
2004.12 In 1975, S corporations accounted for
only 17.22 percent of the total returns, while C
corporations accounted for more than 80 per-
cent. However, by 1996, S corporation returns
accounted for the majority of the total. The IRS
projects that S corporation returns will account
for nearly 60 percent of these business tax
returns in 2004.13 Table 1 demonstrates that
there has been substantial growth in filings for
other types of pass-through entities as well.

Both sole-proprietor and partnership (including
LLC) filings have more than doubled from 1975 to
2004. During this same time period, traditional C
corporation filings increased by only 23 percent.
Table 1 also provides a more recent comparison
that shows that the number of C corporation fil-
ings actually declined from 1990 to 2004. In con-
trast, the growth in all three categories of pass-
through entity filings increased substantially from
1990 to 2004.

The number of sole proprietors—defined as indi-
viduals filing an IRS Schedule C, C-EZ, or F—
increased by 28 percent from 1990 to 2004, while
partnership returns increased almost 42 percent.14

During this same time period, the number of S cor-
poration filings increased 127 percent, while C cor-
poration filings decreased 7 percent. Given the

12. See Internal Revenue Service, Statistics of Income Bulletin No. 1136 (Winter 2003–2004), Table 22, at www.irs.gov/pub/ 
irs-soi/04al22sr.xls (November 12, 2004). Figures for tax years 2003 and 2004 are IRS projections.

13. The IRS typically classifies tax returns from both S and C corporations as “corporate” filings and tax returns for other 
types of pass-through entities as “non-corporate” filings.

Chart 3 B 
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Source: Center for Data Analysis calculations based on Kelly Bennett, "S Corporation Returns, 2001," Internal 
Revenue Service Statistics of Income Bulletin, Spring 2004, at www.irs.gov/pub/irs-soi/01scorp.pdf 
(November 12, 2004).
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Chart 4 B 
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Source: Center for Data Analysis calculations based on Bill Pratt and Maureen Parsons, "Partnership Returns, 
2001," Internal Revenue Service Statistics of Income Bulletin, Fall 2003, at www.irs.gov/pub/irs-soi/01partnr.pdf 
(November 12, 2004).

CDA 04-16enormous relative growth in the
pass-through entities since
1990, the distinction between
corporate and individual taxes is
much less meaningful than it
was only 25 years ago. Conse-
quently, business-related tax pol-
icies have to account for
provisions in the individual
income tax code. Statistics about
the level of business activity that
these non-corporate entities
contribute to U.S. economy fur-
ther support this notion.

STATISTICS ABOUT 
“NON-CORPORATE” 
BUSINESSES

There is no perfect measure of
how important any group of
businesses is to the U.S. econ-
omy, but there are some basic
figures that provide insight into
this inquiry. Table 2 summarizes
the total amount of wages paid
by pass-through entity busi-
nesses in 2001. These data show
that S corporations, partner-
ships, and sole proprietorships
paid out roughly $665 billion in
wages.15 This figure probably understates total
wages paid out by these entities, because not all S
corporations and partnerships are required to sub-
mit financial statements to the IRS. Nonetheless,
this $665 billion in wages represents almost 20 per-
cent of all private wages in the U.S.16

Of course, wages are not the only measure of how
important businesses are to the U.S. economy.
Charts 2, 3, and 4 demonstrate that owners of pass-
through entities operate in a wide array of industries,
ranging from real estate and health care to construc-
tion and financial services. Just as important, the
financial records of each entity group show that
these businesses rely on multiple sources of income.

Across industries, these businesses derive signifi-
cant amounts of income from sources such as finan-
cial market investments and investments in other
businesses. (See Tables 3 and 4.) These relation-
ships suggest that over-burdening any particular
industry with higher taxes (relative to other indus-
tries) would be felt by all types of business owners
and their customers. A similar case can be made for
owners and customers of corporate entities.

STATISTICS ABOUT “CORPORATE” 
ENTITIES

A majority of the economic activity in the U.S.
takes place through publicly traded corporations.

14. Although not shown on Table 1, the number of LLCs has grown almost fourfold between 1996 and 2001. As of 2001, 
LLCs represented 38 percent of all partnership returns.

15. This combined figure represents wages reported by S corporations in 2000 and by partnerships and sole proprietors in 
2001. The 2001 S corporation wage total is not currently available.

16. According to the National Income and Product Accounts, private wages and salaries in the U.S. amounted to just over $4 
trillion in 2000.
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Table 2 B 

Note: Figures are not adjusted for inflation.    

Sources: Bill Pratt and Maureen Parsons, "Partnership Returns, 2001," Internal Revenue Service 
Statistics of Income Bulletin, Fall 2003, at www.irs.gov/pub/irs-soi/01partnr.pdf (November 12, 2004); 
Michael Parisi and Brian Balkovic, "Sole Proprietorship Returns, 2001," Internal Revenue Service 
Statistics of Income Bulletin, Summer 2003, at www.irs.gov/pub/irs-soi/01solep.pdf (November 12, 
2004); and Kelly Bennett, "S Corporation Returns, 2000," Internal Revenue Service Statistics of 
Income Bulletin, Spring 2003, at www.irs.gov/pub/irs-soi/00scorp.pdf (November 12, 2004).

Salaries and Wages Reported by Pass-Through Entities

2001 Partnerships
2000 S Corporations
2001 Sole Proprietors

Total

$230.9
$371.5
$63.8

$666.2

In $Billions
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Table 3 B 

Non-Business Income by Source: Partnerships, 2001

In $Thousands

Net Gain, 
Noncapital

Asset
Portfolio
Income

Net Income, 
Real Estate 

Rental Other Income

Raw Materials & Energy $1,460,332 $6,275,499 $620,554 $1,683,970
Goods Production 410,849 6,572,765 446,794 705,021
Distribution 522,291 1,762,336 158,364 281,580
Information 798,873 4,198,081 6,430 481,514
Finance, Insurance, & Real Estate 2,063,608 202,567,152 74,932,389 53,937,727
Professional Services 1,003,906 19,843,471 599,725 3,164,166
Education & Health 162,170 649,523 75,263 70,480
Leisure, Accomodation, & Food 212,354 1,896,153 251,408 196,613
Other 30,075 384,752 52,286 352

Source: Center for Data Analysis calculations based on data reported in Bill Pratt and Maureen Parsons, 
"Partnership Returns, 2001," Internal Revenue Service Statistics of Income Bulletin, Fall 2003, at 
www.irs.gov/pub/irs-soi/01partnr.pdf (November 12, 2004). 

Total 6,664,458 244,149,732 77,143,213 37,145,568
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However, as with non-corporate
businesses, there is no perfect mea-
sure of this activity. Table 5 summa-
rizes several financial accounting
measures taken from Standard and
Poor’s Research Insight database.
These figures are from 2002 and
were reported by all companies (in
the database) with total assets
greater than $175 million.17

This group of corporations
reported total (book value) assets of
about $46 trillion, from which
approximately $14.6 trillion in net
sales was generated. These compa-
nies reported $933 billion in capital
expenditures; more than $2 trillion
in selling, general, and administrative (SG&A)
expenses; and $9.9 trillion in “cost of goods sold.” 

Publicly disclosed financial statements also pro-
vide measures of income generated for sharehold-
ers. For example, the amount of cash dividends
these companies paid to shareholders in 2002 was
more than $304 billion.18 

Another measure worth examining is free cash
flow, a measure that represents the cash left over
after all dividends, expenses, and capital expendi-

tures are deducted. These firms reported a free
cash flow of almost $520 billion in 2002.
Although this number is quite large, it represents
only 4.35 percent of the companies’ combined
cost of goods sold and SG&A.

These figures do not support the notion that
large corporations have huge economic profits and
can therefore easily absorb tax increases. Further-
more, neither the size of these companies nor their

form of legal organization
changes the fact that they are
only legal entities. These orga-
nizations, just as the pass-
through entities discussed
above, are run by people and
sell goods and services to peo-
ple. Taxing either type of entity
ultimately places an additional
financial burden on people.
(See Table 5.)

CONCLUSION
Throughout most of U.S.

history, governments at all lev-
els have primarily strived to
establish a rich and stable insti-
tutional setting for entrepre-
neurship numerous and open
courts for adjudicating legal
problems, a banking system

17. The median asset size for all 7,981 publicly traded companies (for which data are available) for 2002 is $176.7 million.

18. This is the total paid on shares of common stock.
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Table 4 B 

Non-Business Income by Source: S Corporations, 2001

Dollars In Thousands

Net Gain, 
Noncapital

Asset
Portfolio
Income*

Net Income, 
Real Estate 

Rental** Other Income

Raw Materials, Energy, & Construction $1,130,719 $3,602,104 $239,160 $5,367,074
Manufacturing 629,322 5,434,318 229,034 3,577,086
Wholesale & Retail Trade 1,207,880 8,572,654 421,176 16,886,216
Transportation & Warehousing 444,480 559,157 56,480 743,903
Finance, Insurance & Real Estate 1,007,252 7,944,086 4,690,342 11,668,812
Professional Services*** 376,010 6,910,200 138,325 6,667,691
Education & Health 58,151 252,160 20,866 2,088,762
Leisure, Accomodation, & Food 675,352 2,116,034 145,201 2,556,405
Other 122,425 376,229 59,745 489,763

  *Less deficit, distributed to shareholders.
 **Less deficit.
***Does not include management of holding companies.

Source: Center for Data Analysis calculations based on data reported in Kelly Bennett, "S Corporation 
Returns, 2001," Internal Revenue Service Statistics of Income Bulletin, Spring 2004, at 
www.irs.gov/pub/irs-soi/01scorp.pdf (November 12, 2004).     

Total 5,651,591 35,766,942 6,000,329 50,045,712
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Table 5 B 

* Selling, general, and administrative.        

Note: These figures are the  totals for all publicly traded companies with assets greater than $175 million, 
for which non-missing values are reported in the Standard and Poor's Research Insight database for 2002. 
Cash dividends are dividends paid on shares of common stock. All figures are in 2002 dollars.  
     
Source: Center for Data Analysis calculations using the Standard & Poors Research Insight database.

Financial Measures for Publicly Traded Firms, 2002

Total Assets
Net Sales
Capital Expenditures
SG&A* Expense
Cost of Goods Sold
Cash Dividends
Free Cash Flow

$46 trillion
$14.6 trillion
$933 billion
$2 trillion
$9.9 trillion
$304 billion
$520 billion
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with safeguards and flexibility,
tariff-free movement of goods
and labor across state borders,
and so forth. Although major
exceptions exist, the grand
drift of American history places
the individual as the actor in a
marketplace that states protect
but do not shape financially.

That relationship between
government and entrepre-
neurs fundamentally changed
in the 20th century, particu-
larly after World War II. The
federal and state governments
used many policy handles in
their retreat from laissez faire
economic policies, but the fed-
eral tax code stands out as the
most powerful of all of the
tools. Markets, costs, economic
incentives, and even whole categories of goods and
services were changed by the way the federal gov-
ernment taxed enterprises.

Given that influence, it is surprising how little
attention has been paid to the relationship
between entrepreneurship (at all levels) and fed-
eral tax policy. As this paper indicates, numerous
databases could—and do—support research into
this relationship, and the policy issues they could
inform touch on some of the most important top-

ics in tax economics. Research on these issues
promises to produce insights that could well shape
tax policies in order to strengthen entrepreneur-
ship and economic activity.

—Norbert J. Michel, Ph.D., is a Policy Analyst in
Macroeconomics and Ralph A. Rector, Ph.D., is a
Research Fellow and Project Manager in the Center for
Data Analysis at The Heritage Foundation.


