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Executive Summary
Executive Summary

The most visible disagreement in the recent fiscal debate in Congress centered on 
the decision to increase tax rates on top earners. Some of those who opposed this 
rate increase invoked the argument that higher tax rates will fall disproportionately 
on owners of small businesses, and that further taxation of these business owners 
will result in adverse economic consequences, such as lower employment, wages, 
or investment.

However, there are no reliable estimates of the number of business owners, compa-
nies, or private sector employees that would be affected by these changes. In this 
report, we estimate the extent to which additional taxes will be paid by business 
owners due to an increase in the top federal income tax rate and reinstatement of a 
cap on certain exemptions and deductions. In turn, we consider the evidence as to 
whether increasing income taxes for business owners will have an impact on 
employment and investment by these business owners.

THE FISCAL CLIFF 
AND CHANGES TO 
THE INDIVIDUAL 
INCOME TAX

The post-election period in the U.S. Congress was consumed by the search for a res-
olution to the so-called “fiscal cliff,” a coincidence of events that would have 
resulted in significant tax increases and spending cuts in the new year, barring legis-
lative action. Virtually all parties agreed that these tax increases and spending cuts 
should not go into effect, as a whole, and in response, they passed a law that would 
delay the majority of the spending cuts and make at least a portion of the tax cuts 
permanent.

In the following report, we investigate two main changes to federal income taxes 
that were passed by the U.S. Congress on January 1, 2013, as part of the American 
Taxpayer Relief Act of 2012:

•  Increases in the marginal tax rates for individual taxpayers who report taxable 
income of over $400,000 ($450,000 for married couples filing jointly) from all 
sources for 2013 and future years. As further explained below, this includes taxes 
on wages and salary, and on income imputed to owners of many small and medium 
sized businesses (as well as many large businesses) that are organized as S corps, 
partnerships, LLCs, and sole proprietorships.

• Imposing phase outs of exemptions and itemized deductions for high-income 
taxpayers (the so-called “Pease” and “PEP” provisions) that have the effect of 
increasing the marginal tax rates on adjusted gross income over $250,000.

In this report, we look at the extent to which the reforms to the federal income tax 
will affect business owners, and review the evidence on how this might impact the 
economy.

OVERVIEW OF 
APPROACH

The following report consists of three main sections. In the first section, we review 
the landscape of businesses nationally. We show how many tax filers in the nation 
report business income from S corporations, partnerships, and sole proprietorships. 
The net income from these businesses is taxed as individual income for their own-
ers.
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Executive Summary
In that same section, we separate out S corporations, sole proprietorships, and part-
nerships that are involved in business activity and that employ workers from those 
that are used as passive investment vehicles or represent contract work for a single 
employer. Opponents to tax hikes worry particularly about how these businesses 
would be impacted by an increase in rates on top earners. We also estimate the dis-
tribution of net business income from S corporations, partnerships, and sole propri-
etorships among ranges of taxable income for individuals. This analysis allows us 
to estimate the number of business owners that are affected by a change in rates. See 
“Businesses and Business Owners” on page 6 and “Business Income and Individual 
Income Taxes” on page 11.

In the second section, we look particularly at the impact of changes to the federal 
income tax on businesses and business owners in the states of Illinois and Michi-
gan. This analysis informs taxpayers and workers in these states on how they might 
be impacted by the reforms passed by Congress on January 1. See “State Snapshot: 
Michigan and Illinois” on page 15.

In the final section, we review economic research on the impact of changing rates 
on entrepreneurs and the self-employed and discuss the extent to which tax rate 
changes might impact investment, employment, and wages for these businesses. 
See “Impact of Higher Rates on Businesses” on page 21.

LIMITATIONS AND 
ASSUMPTIONS

There are some important limitations to the analysis and findings presented here:

• There are many other important policy reforms contained in the Taxpayer Relief 
Act of 2012, the legislation passed by Congress to resolve the fiscal cliff. We 
consider only the impact of the two changes to the federal income tax outlined 
above.

• We consider only the impact on the hiring and investment decisions of S 
corporations, partnerships, and sole proprietorships. We do not consider the impact 
of these tax changes on the economy, as a whole.

• This report sheds light on only one element of the economic impact of changes to 
federal income tax rates. The money raised through tax increases will be used for 
deficit reduction and/or further spending, which will arguably have an economic 
impact of its own. In this report, we do not model the potentially positive impact of 
deficit reduction or public spending, nor do we compare the negative impact of tax 
increases on business owners to the impact of an alternative policy which would 
raise a similar amount of revenue.

We have also made several assumptions in our analysis regarding:

• The extent to which owners own businesses of multiple types.
• The distribution of total income and net business income among various tax 

brackets.
• The relationship between employment and net business income.
• The allocation of net income to business filers at the state level.
• The share of businesses that engage in business activity and employ workers at the 

state level.

We describe our analysis and our assumptions in more detail in “Methodology” on 
page 25.
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Executive Summary
OVERVIEW OF 
FINDINGS

We summarize the findings of our analysis below.

 1. We estimate that approximately 2.5% of the country’s individual tax-
payers will be subject to tax increases under reforms to the federal 
income tax. In particular, over 85,000 income tax filers in Michigan 
and 180,000 filers in Illinois will be subject to these tax increases.

Approximately 3% of individual taxpayers in the United States report adjusted 
gross income above $200,000. That share is 2.1% in Michigan and 3.3% in Illinois. 
Of these, we estimate that most would be affected by the increases in marginal tax 
rates arising from the implicit tax increases from phasing out exemptions and 
deductions, the direct tax increase from raising the stated marginal tax rates, or 
both. We estimate that approximately 86,000 tax filers in Michigan and 180,000 tax 
filers in Illinois (including both single and joint filers) would see an increase in mar-
ginal rates on the same reported income. Because many of these are joint filers 
(over a third of filers in Illinois, and over half in Michigan), this implies approxi-
mately 370,000 individual taxpayers in Illinois and Michigan will see tax increases 

due to these provisions.1

 2. Though many think of the federal income tax as a tax on salaries and 
wages alone, it also is a tax on the income of many businesses. One in 
five income tax filers declare business income on their return, and 
many of those tax filers own businesses with employees.

Of the 144 million individual income tax returns filed in 2010, one in five declared 
at least some business income from a sole proprietorship, S corporation, or partner-
ship. The share of tax filers receiving income from a sole proprietorship, partner-
ship, or S corporation in Michigan and Illinois are similar, at 19% and 18%, 
respectively. Net business income from these entities is declared as a part of indi-
viduals’ adjusted gross income, and tax filers pay taxes on this income in the same 
way that individuals who earn a regular salary or wage pay taxes on their income. 
Business income accounted for eight percent of all adjusted gross income. While 
some business income is declared by owners of businesses that do not employ 
workers, over half of business income is declared by owners of businesses with 
employees.

1. These estimates of taxpayers affected include a significant share of taxpayers who pay the 
alternative minimum tax (AMT) in addition to the regular income tax rate on their income. 
The share of people who pay the AMT under the new law will likely go down due to these 
reforms to the federal income tax, because many taxpayers will pay higher income taxes under 
the regular income tax system. We do not estimate the share of taxpayers to whom this status 
applies. The interaction between the AMT and the regular income tax is notoriously complex, 
and therefore it is virtually impossible to disentangle how changes in one affect the other, 
especially in conjunction with the effects of other changes in the tax law that affect the individ-
ual preference items that are included in the AMT calculation (such as the itemized deduction 
phase-out).
Effect of Increased Individual Income Tax Rates on Business Owners and Their Employees 3
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Executive Summary
 3.  Net business income from entities engaged in business activity 
accounts for over 20% of the total adjusted gross income of taxpayers 
who pay income taxes at the top marginal rate.

Taxable income includes net business income from sole proprietorships, partner-
ships, and S corporations. Taxpayers with greater income are much more likely to 

have income from a business than those at the lower end of the income spectrum.2 
We find that over one-fifth of all income of those who pay the top marginal rate is 
net business income from a sole proprietorship, an S corporation, or a partnership 
that engages in business activity. In addition, over half of all tax filers in these 
brackets declare at least some income from a sole proprietorship, an S corporation, 
or a partnership that engages in business activity.

 4. Approximately 22% of private sector workers in Illinois and 19% of 
private sector workers in Michigan are employed by businesses 
whose earnings are taxed at levels that are subject to these tax 
changes. The national average is 21%.

Over 600,000 workers in Michigan and over 1.0 million workers in Illinois are 
employed by firms whose earnings are taxed as income for owners that have 
adjusted gross income above $250,000. Earnings from a majority of these compa-
nies are affected by the increase in marginal rates and the phase-out of deductions 
and exemptions contained in the recently-passed legislation. Nationally, 22.5 mil-
lion workers are employed at such firms, or about 21% of all private sector employ-
ment.

2. An exception to this is taxpayers who declare negative adjusted gross income. Since business 
losses are deducted in calculating net business income before it is added into adjusted gross 
income, a significant majority of all filers who declare a negative adjusted gross income have 
negative net business income, as well.

TABLE 1. Number of Businesses and Employees Potentially Impacted by Federal 
Income Tax Changes

Number of 
Businesses 

that Employ 
Workers

Number of 
Employing 
Businesses 
Impacted

Number of 
Employees at 

Impacted 
Businesses

Share of Total 
Non-Farm 

Private Sector 
Employment

Nation 4,297,824 1,043,952 22,530,733 21%

Illinois 188,666 49,633 1,041,162 22%

Michigan 126,331 25,064 629,139 19%

Analysis: Anderson Economic Group, LLC
Note: Estimates are based on 2010 figures. Businesses include only sole proprietorship, S 
corporations, and partnerships.
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Executive Summary
 5. Increasing the income tax rates on business owners will likely have a 
significant impact on employment in, wages paid by, and investment 
made by, S corporations, partnerships, and sole proprietorships.

Because income taxes alter the after-tax return on investment and the amount of 
available capital for business owners, changes to the top income tax rate will affect 
current business owners’ hiring and investment decisions. There is limited research 
on this topic, but the research that is available suggests that there is a significant 
impact of changes in taxation on entrepreneurs’ investment decisions and use of 
labor.

ABOUT ANDERSON 
ECONOMIC GROUP

Anderson Economic Group, LLC offers research and consulting in economics, 
finance, market analysis, and public policy. Since AEG’s founding in 1996, the 
company has helped the public and clients such as universities, state and local gov-
ernments, non-profit organizations, and private and public companies, to better 
understand important policy questions. For more information on the report’s 
authors, please see “About Anderson Economic Group” on page 32.
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Businesses and Business Owners
Businesses and Business Owners

In 2010, there were 10.4 million corporations and partnerships in the United States, 

as well as 22.8 million sole proprietors.3 Of the 144 million individual income tax 
returns filed in 2010, over 28 million included at least some income from a business 
or proprietorship. In addition, 28 million taxpayers declared income through divi-
dends from a corporation. In this section, we look closely at businesses and business 
owners in the United States, including the number of businesses of various types, 
how many of those businesses are likely to be employers, and the distribution of net 
income from businesses to taxpayers.

TYPES OF BUSINESS 
ENTITIES

Businesses in the United States fit into four distinct categories:

• C corporations have shareholders as owners, and are required to issue financial 
statements to the federal government. C corporations distribute their profits in the 
form of dividends, and are taxed as separate entities. They are subject to corporate 
income taxes. There are no restrictions on who can enter into ownership of a C 
corporation other than those related to anti-trust laws. All businesses that are 
publicly traded on stock exchanges are C corporations.

• S corporations are incorporated businesses, but with more restrictions on size and 
ownership. S corporations must be owned by no more than one hundred 
shareholders, and they must all be residents or citizens of the United States.

• Partnerships are unincorporated businesses owned by two or more people, each of 
whom contribute capital and/or labor, and share in the profits and losses of the 
business. Many small businesses, such as law firms, doctors’ offices, and 
restaurants, are partnerships.

• Sole proprietorships are businesses that are not incorporated and are owned by 
one sole proprietor. Many sole proprietors are “self-employed” workers. Others are 
private contractors or artists. Some sole proprietorships are side businesses for 
employees of other firms.

Of the entities shown here, only C corporations are taxed as corporate entities. In 
other words, only the net income of C corporations is subject to state or federal cor-
porate income tax. The revenues and expenses of S corporations, partnerships, and 
sole proprietorships, on the other hand, are reported to the IRS at the company 
level, and then imputed to their owners as individual income. For this reason, these 
businesses are sometimes referred to as “flow-through entities” or “pass-through 
entities.” In this report, we are concerned with the distribution of net income from S 
corporations, partnerships, and sole proprietorships, because this income will be 
subject to the individual income tax.

Though the income from these entities is often referred to as “business income,” 
many of them are not engaged in business activity, as one might conventionally 
define it. For example, many “sole proprietors” in fact engage in activities that 
resemble that of any other employee. They are treated as “independent contractors” 
by the tax code because of how they file, but they receive a wage from only one 

3. The total number of businesses includes C corporations, S corporations, and partnerships.
Effect of Increased Individual Income Tax Rates on Business Owners and Their Employees 6

(c) 2013 Anderson Economic Group LLC



Businesses and Business Owners
employer. Their situation is often no different than other employees at the firm 
which contracts them.

These entities also might not be considered “businesses” when they are passive 
investment vehicles. Owners sometimes use a partnership as a holding company for 
multiple investments or multiple other businesses to distribute earnings, dividends, 
or capital gains. Property owners might use a sole proprietorship to collect rental 
income from a property, even if they are not in the real estate business. Passive 
investment vehicles do not actually operate as a business, as one might convention-
ally define it.

A final situation where business income does not represent business activity is the 
presentation of a hobby, such as woodworking or musical performance, as a busi-
ness. The tax code does not allow hobbyists to claim expenses for hobbies as a busi-
ness loss for tax purposes. However, the distinction between a hobby and a business 
is blurred enough, and the rules complicated enough, that some hobby expenses are 
deducted as business losses.

BUSINESS OWNERS 
BY TYPE OF BUSINESS

Over 28 million tax filers declared some amount of business income from an S cor-
poration, partnership, or sole proprietorship in 2010. According to our estimates, 
14% of tax filers were sole proprietors, 2% were part owners of a partnership, 2% 
were shareholders in an S corporation, and over 2% received income from a combi-
nation of these various types of businesses (excluding C corporations). The remain-
ing 80% of taxpayers received individual income exclusively from other sources, 
such as salary and wages, capital gains, and dividends. See Figure 1 below for the 
share of income tax filers receiving business income from each type of entity.

FIGURE 1. Income Tax Filers by Ownership of Business Entity, 2010

Business losses are included in taxpayers’ adjusted gross income. Also, many busi-
ness owners receive income from multiple sources, including salary and wages. 

Analysis: Anderson Economic Group, LLC
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Businesses and Business Owners
Because of this, the share of total income represented by these entities was consid-
erably lower than the share of filers that are owners. Total business income from S 
corporations, partnerships, and sole proprietorships represented just over 8% of 
total net income in the country. See Figure 2 for a summary of net income by type 
of entity.

FIGURE 2. Total Net Income by Source, 2010 (billions)

SEPARATING 
BUSINESSES FROM 
NON-BUSINESSES 
AND EMPLOYERS 
FROM NON-
EMPLOYERS

As outlined in the previous section, not all owners who declare business income 
from an S corporation, partnership, or sole proprietor are necessarily an owner of a 
business engaged in what we would typically define as business activity. To glean 
the true number of business owners, we estimate the number of filers who have 
some sort of business income from a pass-through entity that actually engages in 
business activity. Furthermore, we estimate the number of business owners whose 
businesses are employers. To define an employer and define business activity, we 
rely on the definitions and analysis contained in the Treasury report, “Methodology 

to Identify Small Businesses and Their Owners,” released in August 2011.4 Our 
analysis is also informed by Patrick Anderson’s 2009 paper, “The Value of Private 

Businesses in the United States.”5

Analysis: Anderson Economic Group, LLC
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3%

$147.1 
2% $250.6

3%

$7,425.4
92%

Sole Proprietorships

Partnerships

S Corporations

All Other Sources

Net Income from...

4. M. Knittel, S. Nelson, J. DeBacker, J. Kitchen, J. Pearce, and R. Prisinzano, “Methodology to 
Identify Small Businesses and Their Owners,” Office of Tax Analysis, Department of the 
Treasury, Technical Paper 4, August 2011.
By the definition used in the Treasury report, businesses involved in business activity must 
have total deductions (expenditures) that exceed $5,000 and one of the following three charac-
teristics: total deductions that exceed $10,000, total income (revenue) that exceeds $10,000, or 
a sum of income and deductions exceeding $15,000. In addition, businesses are considered 
employers when their total labor deductions exceed $10,000.
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Businesses and Business Owners

t

Figure 3 and Figure 4 below show sole proprietorships, partnerships, and S corpora-
tions that engaged in business activity and that were employers, by type of com-
pany. As the figure shows, less than half of sole proprietors are actually engaged in 
operating a business, as we conventionally define a business. Less than 10% of sole 
proprietors are employers. Partnerships exhibit a higher rate of business activity, as 
well as employment, with over 70% of partnerships engaged in business activity 
and nearly 20% of partnerships employing workers. Finally, nearly 90% of S corpo-
rations are engaged in business activity, with about half of those businesses employ-
ing workers.

FIGURE 3. Share of Companies Engaged in Business Activity, Employing 
Workers, by Type of Company, 2010

FIGURE 4. Share of Net Income at Companies Engaged in Business Activity, 
Employing Workers, by Type of Company, 2010

5. P.L. Anderson, “The Value of Private Businesses in the United States,” Business Economics, 
vol. 44, no. 2 (2009).

Analysis: Anderson Economic Group, LLC
Note: Numbers represent number of filers. Totals do not include filers who declare
income from more than one type of company.
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Businesses and Business Owners
Note, as shown in Figure 4 on page 9, that the net income at companies that engage 
in business activities and at employers is considerably higher than at non-business 
companies. This is particularly true at S corporations, where S corporations that did 
not engage in business activity accounted for less than 1% of all net income at S 
corporations in the year 2010. Despite the fact that less than half of sole proprietors 
engaged in business activity, sole proprietorships engaging in business activities 
accounted for about 80% of all net income for sole proprietorships in the country.

Some business owners are merely passive investors. That is, someone might be a 
partial owner of a restaurant, but not have direct oversight over that restaurant’s hir-
ing or investment decisions. When we consider only filers who own businesses with 
employees, nearly all (87%) are active, as opposed to passive investors. That is, 

they directly make hiring and investment decisions for that business.6 Specifically, 
all sole proprietors, 51% of partnership owners, and 88% of S corporation owners 
play an active role in their business. This is the group of owners that we might 
expect will respond to a change in tax rates on their business income.

6. The share of active filers is based on AEG estimates. These estimates are derived from IRS 
Statistics of Income data and data from the U.S. Treasury Office of Tax Analysis.
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Business Income and Individual Income Taxes

DISTRIBUTION OF 
BUSINESS INCOME BY 
INCOME BRACKET

In 2010, well over half of taxpayers had less than $50,000 in adjusted gross 

income.7 On the other hand, just under 0.2% of individual returns reflected incomes 
above a million dollars, and those returns accounted for over 10% of the total 
adjusted gross income in the country. The net income and adjusted gross incomes of 
various categories, by range of adjusted gross income on each return, is shown in 
Table 2 on page 11.

Note that the net income and number of returns for businesses tend to be more con-
centrated at higher incomes than the returns for all taxpayers. The exception to this 
is filers with no or negative income. Due to the fact that businesses can deduct busi-
ness losses from their total incomes, about a third of all filers who exhibited nega-
tive incomes reported income from a partnership, S corporation, or sole 
proprietorship.

7. Adjusted gross income (AGI) is defined by the IRS as total income minus half of your self-
employment taxes, alimony payments, contributions to certain types of retirement accounts, 
tuition, and various fees, among other adjustments. Note that AGI includes net business 
income, which is business income after adjusting for business losses.

TABLE 2. Total Returns Filed and Net Income, by Range of Adjusted Gross Income for Return, Source of 
Income, 2010 (dollar amounts are in billions)

All Individual Returns

Returns with Income 
from Partnerships, S 

Corps, and Sole 
Proprietorships

Individual Returns 
with Income from 

Companies Engaged in 
Business Activity

Individual Retu
with Income fro

Employing Busin

Adjusted Gross 
Income Range # of Returns Total AGI

# of 
Returns

Net 
Income

# of 
Returns

Net 
Income

# of 
Returns

N
Inco

Less than $1 3,094,222 ($187.6) 1,092,771 ($74.2) 829,602 ($66.3) 213,763 ($

$1 to $25,000 57,483,150 $716.4 9,613,599 $59.1 4,349,980 $36.4 554,440

$25,001 to $50,000 34,433,526 $1,241.2 5,020,143 $40.4 2,271,524 $24.9 289,524

$50,001 to $75,000 18,949,573 $1,165.2 3,625,366 $36.4 1,856,517 $32.3 359,336

$75,001 to $100,000 11,679,487 $1,009.5 2,639,725 $34.4 1,351,779 $30.5 261,642

$101,000 to $200,000 14,063,026 $1,876.7 4,027,809 $101.5 2,359,230 $92.2 638,873

$201,000 to $500,000 3,465,856 $983.4 1,634,744 $143.0 1,209,960 $136.1 558,092

$501,000 to $1,000,000 551,158 $372.0 367,419 $93.0 295,319 $89.1 176,636

More than $1,000,001        282,311    $919.0      214,676 $236.8      178,082 $225.3    121,986 $

TOTAL 144,002,309 $8,095.7 28,236,252 $670.3 14,701,993 $600.6 3,174,293 $

Analysis: Anderson Economic Group, LLC
Note: Companies engaged in business activity and employing businesses are defined as described in “Separating Businesses from Non
Businesses and Employers from Non-Employers” on page 8, following a similar methodology as that used in the Treasury report, 
“Methodology to Identify Small Businesses and Their Owners.”
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Nearly half (47%) of all returns containing business income from businesses with 
employees had an adjusted gross income of $100,000 or more. Furthermore, nearly 
a quarter (24.6%) of all income on returns with an adjusted gross income of $1 mil-
lion or more is from entities which meet our definition of a business. Similarly, 15% 
of all income on returns with an adjusted gross income of $1 million or more comes 
from an entity which engages in business activities and employs workers.

We see a similar pattern when we look at returns by top marginal tax rate. Over half 
of the returns in the top two marginal tax brackets have at least some business 
income from a proprietorship, S corporation, or partnership, as shown in Table 3 
below. Net business income at entities that are engaged in business activities 
accounts for over 23% of the total AGI of the top income tax bracket. In addition, 
over 14% of total AGI in the top income tax bracket is net business income from 
businesses that employ workers. On a related note, net income from employing 
businesses represents just over 10% of the total adjusted gross income that is sub-
ject to the alternative minimum tax (AMT) rate.

Over 600,000 taxpayers pay the top marginal federal income tax rate. Over half, or 
317,000, of those taxpayers get at least some portion of their income from a partner-
ship, S corporation, or sole proprietorship engaged in business activity. Over one-
third, or 219,000, have business income from a partnership, S corporation, or sole 
proprietorship that employs workers.

TABLE 3. Total Returns Filed and Net Income, by Top Marginal Tax Rate, Source of Income, 2010 (dollar 
amounts are in billions)

All Individual Returns

Returns with Income 
from Partnerships, S 

Corps, and Sole 
Proprietorships

Individual Returns 
with Income from 

Companies Engaged in 
Business Activity

Individual Retu
with Income fro

Employing Busine

Top Marginal Tax 
Rate # of Returns Total AGI

# of 
Returns

Net 
Income

# of 
Returns

Net 
Income

# of 
Returns

N
Inco

No Income Taxes Paid 33,770,634 $185.7 7,840,542 ($32.7) 3,849,707 ($46.2) 595,811 ($

10% 27,467,920 $572.3 4,094,016 $28.8 2,031,440 $20.9 289,830

15% 50,113,735 $1,899.1 8,218,214 $74.9 3,932,300 $63.1 656,044 $

25% 23,666,926 $2,471.5 4,586,449 $86.6 2,406,052 $74.8 533,581 $

28% 3,844,553 $582.6 1,078,371 $35.4 681,600 $33.2 215,359 $

33% 518,520 $98.5 238,353 $14.1 173,463 $13.5 84,034

35% 611,007 $572.8 388,345 $139.2 316,960 $134.1 218,659 $

AMT 26% 1,176,743 $233.9 374,131 $20.4 243,766 $19.3 83,559

AMT 28%     2,832,270 $1,479.5   1,417,830 $303.6   1,066,705 $287.9    497,416 $1

TOTAL 144,002,309 $8,095.7 28,236,252 $670.3 14,701,993 $600.6 3,174,293 $2

Source: Internal Revenue Service Statistics of Income; “Methodology to Identify Small Businesses and Their Owners,” Office of Tax 
Analysis, U.S. Treasury; AEG Estimates
Analysis: Anderson Economic Group, LLC
Note: Companies engaged in business activity and employing businesses are defined as described in “Separating Businesses from Non
Businesses and Employers from Non-Employers” on page 8, following a similar methodology as that used in the Treasury report, 
“Methodology to Identify Small Businesses and Their Owners.”
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Business Income and Individual Income Taxes
EMPLOYMENT AT 
BUSINESSES WITH 
PASS-THROUGH 
INCOME

To further glean the impact of increased taxes on owners of businesses, we esti-
mated the amount of employment at companies by the marginal tax rate faced by 
their owners. According to the Bureau of Labor Statistics, there were 107.4 million 
employees in the non-farm private sector in the United States in the year 2010. We 
estimate that total salaries and wages for these workers in that year were $3.0 tril-

lion.8 Figure 5 below shows our estimate for how these employees were divided 
among S corporations, sole proprietorships, partnerships, and C corporations.

FIGURE 5. Employment and Wage/Salary Payments by Type of Company, 2010 (dollar amounts are in billions)

Only those employers whose business owners are the highest earners will be 
affected by the tax changes implemented in the new year. Table 4 on page 14 shows 
how employment is distributed among companies owned by business owners at var-
ious income levels, and subject to various marginal income tax rates.

According to our estimates, approximately 22 million employees work at S corpo-
rations, sole proprietorships, or partnerships whose owners have an adjusted gross 
income of $200,000 or more. That represents 20% of the national private-sector 
workforce. Furthermore, we estimate that over 16 million employees work at firms 
whose owners paid the alternative minimum tax (AMT), while 8 million employees 
work at firms whose owners paid the top income tax rate but did not pay the alterna-
tive minimum tax.

8. This salary and wage estimate excludes payments to officers, bonuses, pension and health care 
benefits, and payments for contract labor.
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TABLE 4. Estimated Employment at and Number of S Corporations, Sole Proprietors, and Partnerships with 
Employees, by Adjusted Gross Income and Top Marginal Tax Rate of Owner, 2010

Adjusted Gross 
Income (AGI) # of Filers Companies Employees

Top Marginal 
Tax Rate # of Filers Companies Employee

Less than $1 213,763 289,424 2,586,903 0% 595,811 806,697 3,476,67

$1 to $25,000 554,440 750,683 1,895,728 10% 289,830 392,414 1,062,36

$25,001 to $50,000 289,524 392,000 1,053,349 15% 656,044 888,249 2,987,26

$50,001 to $75,000 359,336 486,522 1,665,523 25% 533,581 722,441 3,433,98

$75,001 to $100,000 261,642 354,249 1,362,602 28% 215,359 291,584 1,814,98

$101,000 to $200,000 638,873 865,000 4,652,912 33% 84,034 113,777 897,26

$201,000 to $500,000 558,092 755,627 7,445,025 35% 218,659 296,053 8,135,86

$501,000 to $1,000,000 176,636 239,156 5,015,427 AMT 26% 83,559 113,134 954,16

More than $1,000,001    121,986    165,163 12,573,695 AMT 28%    497,416    673,475 15,488,61

TOTAL 3,174,293 4,297,824 38,251,165 TOTAL 3,174,293 4,297,824 38,251,16

Analysis: Anderson Economic Group, LLC
Note: Number of companies and employment only include S corporations, partnerships, and sole proprietorships. Number of filers 
includes only those who are owners of these types of companies that employ workers.
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State Snapshot: Michigan and Illinois
State Snapshot: Michigan and Illinois

The impact of changes to the individual income tax on particular states will vary 
because income levels and entrepreneurship levels vary among states. In the follow-
ing section, we take a closer look at the amount of businesses and business owners 
that will be affected by the change in rates in the states of Michigan and Illinois, in 
particular.

Approximately 3% of individual taxpayers in the United States report adjusted 
gross income above $200,000. That share is 2.1% in Michigan and 3.3% in Illinois. 
Of these, we estimate that most would be affected by the increases in marginal tax 
rates arising from the implicit tax increases from phasing out exemptions and 
deductions, the direct tax increase from raising the stated marginal tax rates, or 
both. We estimate that approximately 86,000 tax filers in Michigan and 180,000 tax 
filers in Illinois (including both single and joint filers) would see an increase in mar-
ginal rates on the same reported income. Because many of these are joint filers 
(over a third of filers in Illinois, and over half in Michigan), this implies approxi-

mately 370,000 individual taxpayers will see tax increases due to these provisions.9

BUSINESS OWNERS 
BY TYPE OF BUSINESS

Over 1.1 million tax filers in Illinois and 835,000 filers in Michigan declared some 
amount of business income from an S corporation, partnership, or sole proprietor-
ship in 2010. The share of taxpayers who own each type of entity are similar 
between the two states, though S corporations are considerably more common in 
Illinois than in Michigan. See Figure 6 on page 16 for a comparison of the share of 
income tax filers receiving business income from each type of entity.

9. These estimates include a significant share of taxpayers who pay the alternative minimum tax 
(AMT) in addition to the regular income tax rate on their income. The share of people who pay 
the AMT under the new law will likely go down due to the individual income tax reforms, 
because many taxpayers will pay higher income taxes under the regular income tax system. 
We do not estimate the share of taxpayers to whom this status applies. The interaction between 
the AMT and the regular income tax is notoriously complex, and therefore it is virtually 
impossible to disentangle how changes in one affect the other, especially in conjunction with 
the effects of other changes in the tax law that affect the individual preference items that are 
included in the AMT calculation (such as the itemized deduction phase-out).
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State Snapshot: Michigan and Illinois
FIGURE 6. Income Tax Filers by Ownership of Business Entity in Michigan and Illinois, 2010

Business losses are included in taxpayers’ adjusted gross income. Also, many busi-
ness owners receive income from multiple sources, including salary and wages. 
Because of this, the share of total income represented by these entities was consid-
erably lower than the share of filers that were owners. Total business income from S 
corporations, partnerships, and sole proprietorships represented 6.6% of total net 
income in Michigan and 7.7% of total net income in Illinois in 2010. See Figure 7 
below for a comparison of net income by type of entity in Michigan and Illinois.

FIGURE 7. Total Net Income by Source in Michigan and Illinois, 2010 (billions)
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State Snapshot: Michigan and Illinois
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DISTRIBUTION OF 
BUSINESS INCOME BY 
INCOME BRACKET

The net income and adjusted gross incomes of all individuals, as well as owners of 
businesses who employ workers, by range of adjusted gross income on each return, 
is shown in Table 2 on page 11. Note that, as with the national numbers, at the state 
level the net income and number of returns for businesses tend to be more concen-
trated at higher incomes than the returns for all taxpayers. Half of all returns con-
taining business income from Illinois businesses with employees had an adjusted 
gross income of $100,000 or more, while that only applied to 42% of returns con-
taining business income from Michigan businesses with employees. Furthermore, 
15% of all income on Illinois returns with an adjusted gross income of $1 million or 
more comes from an entity which engages in business activities and employs work-
ers. Similarly, that applies to 16% of income earned by those with over $1 million in 
earnings in Michigan.

We see a similar pattern when we look at returns by top marginal tax rate. As shown 
in Table 6 on page 18, net business income at Michigan companies employing 
workers accounts for nearly 17% of the total AGI of the top income tax bracket in 
the state. In Illinois, that share is 14%. On a related note, net income from employ-
ing businesses represents just over 10% of the total adjusted gross income that is 
subject to the higher alternative minimum tax (AMT) rate in both states, much like 
at the national level.

TABLE 5. Total Returns Filed and Net Income in Michigan and Illinois, by Range of Adjusted Gross Income for 
Return, Source of Income, 2010 (dollar amounts are in billions)

I  L  L  I  N  O  I  S M  I  C  H  I  G  A  N

All Individual Returns

Individual Returns 
with Income from 

Employing Businesses All Individual Returns

Individual Retur
with Income from

Employing Busine

Adjusted Gross 
Income Range # of Returns Total AGI

# of 
Returns

Net 
Income

# of 
Returns Total AGI

# of 
Returns

Ne
Incom

Less than $1 96,379 ($6.8) 7,604 ($0.9) 76,760 ($4.4) 5,711 ($

$1 to $25,000 2,344,482 $28.7 23,782 $0.2 2,000,225 $23.5 18,147

$25,001 to $50,000 1,393,256 $50.4 11,805 $0.1 1,015,579 $36.7 9,154

$50,001 to $75,000 830,596 $51.1 15,091 $0.3 619,465 $38.2 12,038

$75,001 to $100,000 527,588 $45.6 11,500 $0.3 384,728 $33.2 8,556

$101,000 to $200,000 651,227 $86.9 28,923 $1.3 414,614 $54.4 18,412

$201,000 to $500,000 159,633 $45.5 25,634 $2.8 78,754 $22.2 13,900

$501,000 to $1,000,000 26,594 $18.0 8,722 $2.5 11,740 $7.9 4,158

More than $1,000,001       14,110   $42.8     6,412   $6.3        4,949   $15.8   2,307

TOTAL 6,043,865 $362.3 139,471 $12.8 4,606,814 $227.6 92,382

Analysis: Anderson Economic Group, LLC
Note: Companies engaged in business activity and employing businesses are defined as described in “Separating Businesses from Non
Businesses and Employers from Non-Employers” on page 8, following a similar methodology as that used in the Treasury report, 
“Methodology to Identify Small Businesses and Their Owners.”
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State Snapshot: Michigan and Illinois
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Nearly 29,000 taxpayers in Illinois and over 13,000 taxpayers in Michigan pay the 
top marginal federal income tax rate. Over 15,000 of these taxpayers get at least 
some of their income from a partnership, S corporation, or sole proprietorship that 
employs workers.

EMPLOYMENT AT 
BUSINESSES WITH 
PASS-THROUGH 
INCOME

To further glean the impact of increased taxes on owners of businesses and their 
employees, we estimated the amount of employment at companies by the marginal 
tax rate faced by those companies’ owners. According to the Bureau of Labor Sta-
tistics, there were 4.8 million employees in the non-farm private sector in Illinois 
and 3.2 million employees in the non-farm private sector in Michigan in the year 
2010. We estimate that total salaries and wages for these workers in that year were 

$137 billion in Illinois and $87 billion in Michigan.10 Figure 8 on page 19 shows 
our estimate for how employees were divided among S corporations, sole propri-
etorships, partnerships, and C corporations in Michigan and Illinois.

TABLE 6. Total Returns Filed and Net Income, by Top Marginal Tax Rate, Source of Income, 2010 (dollar 
amounts are in billions)

I  L  L  I  N  O  I  S M  I  C  H  I  G  A  N

All Individual Returns

Individual Returns 
with Income from 

Employing Businesses All Individual Returns

Individual Retur
with Income from

Employing Busine

Top Marginal Tax 
Rate # of Returns Total AGI

# of 
Returns

Net 
Income

# of 
Returns Total AGI

# of 
Returns

Ne
Incom

No Income Taxes Paid 1,343,817 $8.0 23,713 ($0.8) 1,083,259 $5.6 18,069 ($

10% 1,116,967 $23.1 12,221 $0.1 901,228 $17.5 9,376

15% 2,097,959 $80.5 27,979 $0.5 1,643,840 $61.8 21,616

25% 1,068,131 $112.2 23,835 $0.9 744,550 $76.8 15,945

28% 178,033 $26.9 9,750 $0.5 113,347 $16.7 6,206

33% 23,938 $4.5 3,859 $0.3 13,300 $2.4 2,099

35% 28,827 $26.8 10,489 $3.8 13,141 $10.9 5,105

AMT 26% 54,112 $10.8 3,806 $0.3 31,299 $5.8 2,207

AMT 28%    132,082   $69.3   23,820   $7.2      62,851   $30.1 11,757

TOTAL 6,043,865 $362.3 139,471 $12.8 4,606,814 $227.6 92,382

Source: Internal Revenue Service Statistics of Income; “Methodology to Identify Small Businesses and Their Owners,” Office of Tax 
Analysis, U.S. Treasury; AEG Estimates
Analysis: Anderson Economic Group, LLC
Note: Companies engaged in business activity and employing businesses are defined as described in “Separating Businesses from Non
Businesses and Employers from Non-Employers” on page 8, following a similar methodology as that used in the Treasury report, 
“Methodology to Identify Small Businesses and Their Owners.”

10.This salary and wage estimate excludes payments to officers, bonuses, pension and health care 
benefits, and payments for contract labor.
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State Snapshot: Michigan and Illinois
FIGURE 8. Employment by Type of Company in Illinois and Michigan, 2010

Only those employers whose business owners are the highest earners will be 
affected by the tax changes implemented in the new year. Table 7 below and Table 8 
on page 20 show our estimates for how employment is distributed among compa-
nies owned by business owners at various income levels, and subject to various 
marginal income tax rates, in Illinois and Michigan.
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TABLE 7. Employment at and Number of S Corporations, Sole Proprietors, and Partnerships with Employees, 
by Adjusted Gross Income, in Michigan and Illinois, 2010

I  L  L  I  N  O  I  S M  I  C  H  I  G  A  N

Adjusted Gross Income 
(AGI) # of Filers Companies Employees # of Filers Companies Employees

Less than $1 7,604 10,286 101,903 5,711 7,809 68,809

$1 to $25,000 23,782 32,170 81,594 18,147 24,816 66,784

$25,001 to $50,000 11,805 15,968 42,151 9,154 12,518 34,974

$50,001 to $75,000 15,091 20,413 66,466 12,038 16,461 59,362

$75,001 to $100,000 11,500 15,556 54,470 8,556 11,700 48,239

$101,000 to $200,000 28,923 39,125 195,444 18,412 25,178 155,090

$201,000 to $500,000 25,634 34,675 324,750 13,900 19,009 226,781

$501,000 to $1,000,000 8,722 11,799 248,371 4,158 5,686 139,690

More than $1,000,001     6,412     8,674    583,727   2,307     3,154    332,574

TOTAL 139,471 188,666 1,698,876 92,382 126,331 1,132,302

Analysis: Anderson Economic Group, LLC
Note: Number of companies and employment only include S corporations, partnerships, and sole proprietorships. 
Number of filers includes only those who are owners of these types of companies that employ workers.
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State Snapshot: Michigan and Illinois
Between the two states, over 1.2 million employees work at firms whose owners 
paid the alternative minimum tax (AMT). Rate increases will likely fall on at least a 
portion of these business owners. Also, we estimate that 377,000 employees in Illi-
nois and 227,000 employees in Michigan work at firms whose owners paid the top 
income tax rate and did not pay the AMT.

Given these values, we estimate that, in all, over 600,000 workers in Michigan and 
over 1.0 million workers in Illinois are employed by firms whose earnings are taxed 
as income for owners that have adjusted gross income above $250,000. Earnings 
from a majority of these companies are affected by the increase in marginal rates 
and the phase-out of deductions and exemptions contained in the recently-passed 
legislation. Nationally, 22.5 million workers are employed at such firms, or about 
21% of all private sector employment.

TABLE 8. Employment at and Number of S Corporations, Sole Proprietors, and Partnerships with Employees, 
by Top Marginal Tax Rate of Owner, in Michigan and Illinois, 2010

I  L  L  I  N  O  I  S M  I  C  H  I  G  A  N

Top Marginal Tax Rate # of Filers Companies Employees # of Filers Companies Employees

No Income Taxes Paid 23,713 32,077 136,882 18,069 24,710 94,552

10% 12,221 16,531 43,604 9,376 12,821 36,295

15% 27,979 37,848 118,584 21,616 29,560 104,223

25% 23,835 32,243 143,924 15,945 21,805 116,504

28% 9,750 13,189 75,770 6,206 8,487 61,982

33% 3,859 5,220 38,506 2,099 2,871 27,161

35% 10,489 14,188 377,024 5,105 6,981 227,256

AMT 26% 3,806 5,148 41,384 2,207 3,019 29,858

AMT 28%   23,820   32,221    723,198 11,757   16,078    434,472

TOTAL 139,471 188,666 1,698,876 92,382 126,331 1,132,302

Analysis: Anderson Economic Group, LLC
Note: Number of companies and employment only include S corporations, partnerships, and sole proprietorships. 
Number of filers includes only those who are owners of these types of companies that employ workers.

TABLE 9. Number of Businesses and Employees Potentially Impacted by Federal 
Income Tax Changes

Number of 
Businesses 

that Employ 
Workers

Number of 
Employing 
Businesses 
Impacted

Number of 
Employees at 

Impacted 
Businesses

Share of Total 
Non-Farm 

Private Sector 
Employment

Nation 4,297,824 1,043,952 22,530,733 21%

Illinois 188,666 49,633 1,041,162 22%

Michigan 126,331 25,064 629,139 19%

Analysis: Anderson Economic Group, LLC
Note: Estimates are based on 2010 figures. Businesses include only sole proprietorship, S 
corporations, and partnerships.
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Impact of Higher Rates on Businesses
Impact of Higher Rates on Businesses

There are at least three plausible ways in which changes in individual tax rates can 
affect the choices of business owners to invest or hire:

• Business owners will have less capital for investment after taxes. Ideally, 
business owners are able to borrow money if they can exhibit a strong return from 
investing further in their business. However, business owners are often liquidity-
constrained, and can only invest and hire by using their own funds. Similarly, 
entrepreneurs are often only able to start up their own companies through personal 
funds or funds from friends and family. Particularly in recent years, it has been 
difficult for small businesses to get a loan.

• Investment in business will yield a lower after-tax return. When investors make 
investment decisions, they tend to distribute their capital so as to increase their 
after-tax returns. If a certain type of investment is taxed relatively higher than 
other investments, this will marginally shift investment toward the lower-cost 
option. As the rates for multiple taxes have shifted under the recent compromise 
passed by Congress, it is unclear what the relative change in taxation will be for 
top earners. The impact is also ambiguous because certain business expenditures 
count as losses and lower an individual’s adjusted gross income. This could cause 
those who want to lower their short-term tax bill to spend more now.

• Incentives to start a business or remain a conventional employee change. 
Given the fact that individual income taxes fall on wages and business income 
alike, there are some ways in which higher tax rates in fact encourage 
entrepreneurship. First, business owners and the self-employed can count certain 
expenses as losses, lowering their taxable income, insofar as those expenses are 
business-related. Also, higher tax rates cushion the impact of profits as well as 
losses. When tax rates are higher, owners of businesses with volatile earnings will 
have less-volatile after-tax income. Insofar as volatile earnings are a disincentive 

to become self-employed, higher taxes reduce this disincentive.11 On the other 
hand, progressivity of the tax code might decrease the incentive for 
entrepreneurship because high profits are taxed at a higher level, yielding lower 
benefits to success.

We can divide these impacts into two general types. The first, which applies to the 
top two impacts described above, is the response of current business owners and the 
self-employed to changes in taxation. That is, for those who already operate a busi-
ness, to what extent will a change in taxes affect their investment and hiring behav-
ior? There is little research on the extent to which current entrepreneurs alter their 
behavior in response to changes in taxation. In this section, we rely on a series of 
papers by Robert Carroll, Douglas Holtz-Eakin, Mark Rider, and Harvey S. Rosen, 
that investigate the effect of the 1986 tax reforms on sole proprietorships.

The second category, applying mainly to the third impact described above, captures 
the extent to which potential owners decide to start a business or current owners 
decide to close a business. There has been extensive research on how the ranks of 

11.This effect was first postulated in a seminal paper by Evsey Domar and Richard Musgrave in 
1944.
E. Domar and R. Musgrave, “Proportional Income Taxation and Risk-Taking,” The Quarterly 
Journal of Economics, vol. 58, no. 3 (May 1944), pp. 388-422.
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Impact of Higher Rates on Businesses
the self-employed and entrepreneurs increase or decrease in response to a tax 
change. In the remainder of this section, we investigate each of these two types of 
impacts.

CHANGES IN HIRING 
AND INVESTMENT BY 
CURRENT BUSINESS 
OWNERS

Because income taxes alter the after-tax return on investment and the amount of 
available capital for business owners, it is plausible that changes to the top income 
tax rate will affect current business owners’ hiring and investment decisions. There 
is limited research on this topic, but the research that is available suggests that there 
is a significant impact of changes in taxation on entrepreneurs’ investment deci-
sions and use of labor.

In two papers where they estimate the impact that changes in tax rates had for sole 
proprietors after the implementation of tax reform in 1986, Robert Carroll, Douglas 
Holtz-Eakin, Mark Rider, and Harvey S. Rosen find that lower tax rates have a pos-
itive impact on capital investment, hiring, and wages paid by sole proprietors.

Employment. The researchers found that, for every ten percent increase in the tax 
price (tax price is one minus the marginal tax rate), there was a 12 percent increase 

in the likelihood that a firm employed workers.12 In other words, as the marginal 
tax rate goes down, there will be a significant increase in the share of firms that 
employ workers. If this is accurate, then the increase in the top tax rate will result in 
an 8.5% decrease in the number of employing firms in the top tax brackets, or a 
1.3% decrease in the number of S corporations, partnerships, and sole proprietor-
ships that hire workers in the nation. In other words, 55,000 out of the approxi-
mately 4.3 million firms of this type would no longer employ workers.

Wages. The researchers also found that, for every ten percent increase in the tax 
price (tax price is one minus the marginal tax rate), there was a 3.7% increase in 
wages at firms that continued to employ workers. The increase in the top tax rate 
would result in a 2.6% decrease in wages at employing firms under these condi-
tions.

Capital Investment. Without further information, it is difficult to discern the magni-
tude of the impact of a change in tax rates on capital investment. In the sample that 
Carroll, et. al., use, they find that a 5-percentage point increase in marginal tax rates 

would reduce investment expenditures by nearly 10 percent.13 We do not have 
enough information to apply their results to the current tax changes, but their results 
suggest unambiguously that an increase in top rates would discourage capital 
investment at S corporations, partnerships, and sole proprietorships.

We should note that all of these results are based on only two studies, which investi-
gate the impacts of tax changes on sole proprietorships following the 1986 tax 
reforms. Though the methodology in these studies is rigorous, the result from one 

12.R. Carroll, D. Holtz-Eakin, M. Rider, H.S. Rosen, “Income Taxes and Entrepreneurs’ Use of 
Labor,” Journal of Labor Economics, vol. 18, no. 2 (April 2000), pp. 324-351.

13.R. Carroll, D. Holtz-Eakin, M. Rider, H.S. Rosen, “Entrepreneurs, Income Taxes, and Invest-
ment,” National Bureau of Economic Research, Working Paper No. 6374 (Jan. 1998).
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paper that studies a particular time period cannot necessarily be applied to all simi-
lar scenarios. Also, skepticism may be warranted due to the fact that the response of 
business owners to changes in taxation in these studies is considerably higher than 

elasticities found in broader studies.14

EXIT AND ENTRY INTO 
SELF-EMPLOYMENT 
AND 
ENTREPRENEURSHIP

A change in tax rates can alter the incentives to start or close a business. The ability 
to lower your adjusted gross income through business-related expenses can make 
opening a business more attractive when income tax rates are higher. Also, higher 
tax rates reduce volatility in after-tax income. Unpredictability of income is a deter-
rent for many potential entrepreneurs, and higher tax rates can mitigate this issue.

While higher average tax rates might encourage entrepreneurship, more progressive 
tax rates might discourage it. When the tax rate on those with considerable success 
are higher, this reduces the expected returns to entrepreneurship. On the other hand, 
in years where a company realizes net losses, unless an entrepreneur is able to 
stretch those losses over several years (which they often are able to do), the owners 
of that company are not compensated through negative taxation. Once all these fac-
tors are considered together, the effects on entrepreneurship of increasing only the 
top tax rate is ambiguous, because it both increases tax rates and makes the tax code 
more progressive.

A robust field of research on this topic yields ambiguous results.15 Until recently, 
nearly all research into the subject suggested that higher tax rates yielded greater 
entry into entrepreneurship activities, evidenced by more start-up businesses or 
people entering self-employment. However, more recent studies that have used 
more sophisticated methods have challenged those findings. These studies have 
sometimes found slightly negative, but often insignificant impacts of individual 
income tax rates on self-employment. Other studies have corroborated the theory 
that higher average tax rates increase self-employment, while more progressive tax 
rates discourage it. The most one can say of these studies is that, in aggregate, they 
are inconclusive.

Intuition suggests, and at least one rigorous empirical study confirms, that the 
impact of payroll tax rates is considerably greater than that of individual income tax 

rates on the decision to be self-employed or start a business.16 The burden of pay-
roll taxes falls on employees or on sole proprietors’ labor income. It does not fall on 
net business income, so business owners are subject to lower effective tax rates if 
they receive compensation in the form of business income, as opposed to wages. 

14.A comprehensive literature review on the impact of income tax rate changes can be found in:
J.G. Gravelle, “Issues in Dynamic Revenue Estimating,” Government and Finance Division, 
Congressional Research Service, CRS Report RL31949 (May 2007).

15.Herbert Schuetze and Donald Bruce perform a comprehensive review and rigorous meta-anal-
ysis in the following article:
H.J. Schuetze and D. Bruce, “Tax Policy and Entrepreneurship,” Swedish Economic Policy 
Review, vol. 11 (2004), pp. 233-265.

16.D. Bruce and M. Mohsin, “”Tax Policy and Entrepreneurship: New Time Series Evidence,” 
Small Business Economics, vol. 26 (2006), pp. 409-425.
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Another notable result of the fiscal cliff negotiation was the expiration of a two per-
centage point reduction in the payroll tax. Even if there is some effect due to the 
changes on individual income tax rates, it may be dwarfed by other changes to the 
tax code, such as the change to the payroll tax.
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Methodology

We relied primarily on three sources to perform the analyses contained in this 
report: a 2009 article by Patrick Anderson on the value of private businesses in the 
United States, the Internal Revenue Service’s Statistics of Income, and the Treasury 
Department’s 2011 study, “Methodology to Identify Small Businesses and Their 

Owners.”17

ESTIMATING NUMBER 
OF BUSINESS 
OWNERS

The Internal Revenue Service provides individual income and tax data, by state and 
adjusted gross income, for the year 2010, through its Statistics on Income database. 
This data includes two categories of interest for determining the number of owners 
of S corporations, sole proprietorships, and partnerships, respectively. It contains a 
category called “Business or profession net income,” which includes all sole propri-
etorship income, as well as a category called “S Corp/Partnership net income.”

We divided these values into four categories: owners of only sole proprietorships, 
owners of partnerships, owners of S corps, and owners of multiple types of compa-
nies. Due to a lack of available data on the overlap between certain entities, we 
made the assumption that one-third of all S corp and partnership owners also had 
income from a sole proprietorship. When we subtracted this amount from the num-
ber of returns containing “Business or profession net income,” we were left with the 
number of filers who own only a sole proprietorship.

For the remainder, we used Treasury data from the 2011 study to determine the 
extent to which there is overlap between owners of S corporations and partnerships, 
and the number of owners of only partnerships compared to S corporations. For 
example, the Treasury report finds that, of all S corporation shareholders and part-
ners in partnerships, there is an overlap of 12%. That is, 12% of these owners have 
shares in both.

In addition, there are 3.5 million partnerships and 4.5 million S corps in the nation. 
This implies, using a combination of Treasury data and IRS data to estimate the 
average number of filers per company, a total of 4.22 million owners of partnerships 
and 4.15 million owners of S corporations. After removing the 12% of owners who 
own more than one company, the remaining owners are distributed using a ratio of 
4.22 to 4.15 for partnerships to S corporations.

17.P.L. Anderson, “The Value of Private Businesses in the United States,” Business Economics, 
vol. 44, no. 2 (2009).
M. Knittel, S. Nelson, J. DeBacker, J. Kitchen, J. Pearce, and R. Prisinzano, “Methodology to 
Identify Small Businesses and Their Owners,” Office of Tax Analysis, Department of the 
Treasury, Technical Paper 4 (August 2011).
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SEPARATING 
BUSINESSES FROM 
NON-BUSINESSES 
AND EMPLOYERS 
FROM NON-
EMPLOYERS

Once the number of owners of each type of entity were estimated, we applied ratios 
from Treasury findings to each category of owner to estimate the number of owners 
who owned a company engaged in business activity, as well as the number of own-
ers who owned a company that employed workers. For example, 84% of S corpora-
tion shareholders own a company that engages in business activity, according to 
Treasury data, while only 23% own an S corporation that employs workers. These 
ratios were applied to our estimate for the total number of tax filers who own only S 
corporations to estimate the number of filers who own only S corporations that are 
engaged in business activity, as well as only S corporations that employ workers.

The same method was applied to all categories of business owners, including those 
with ownership in multiple types of entity. We had, separately, the share of business 
owners who owned more than one type of business that owned a company engaged 
in business activity, as well as the share that owned more than one type of company 
that employed workers.

ESTIMATING 
BUSINESS INCOME

We used a similar method as outlined in the section above to impute business 
income to various types of entities. We did not have to worry about the overlap 
between businesses because income is additive (we were not “double-counting” 
income if the same owner received money from both an S corporation and a part-
nership).

Estimating sole proprietorship net income was straightforward. IRS data provides 
sole proprietorship net income for all filers directly. We then used results from the 
Treasury study to estimate the share of this income that would occur at sole propri-
etorships engaged in business activity and at sole proprietorships that employ work-
ers, respectively.

Separating S corp from partnership net income was somewhat more complex 
because these categories are combined in IRS data. We used data from the Treasury 
study to derive the average net income from a S corporation and a partnership per 
filer, respectively, for three separate categories: all S corps and partnerships, S corps 
and partnerships that engage in business activity, and S corps and partnerships that 
employ workers. Using our previously derived estimates for the number of filers for 
each company type (S corps and partnerships), we then derived an estimate for what 
the “hypothetical total net income” from these combined entities would be, given 
this average net income per filer.

This total provided a relative estimate, which we used to normalize our estimates 
for how much combined S corp and partnership income was attributable to S corpo-
rations, as opposed to proprietorships. Specifically, we multiplied our estimated 
number of filers who owned S corporations by the average net income from an S 
corporation per filer derived in the paragraph above. We then multiplied this 
amount by the ratio of total net income for S corps and partnerships and the “hypo-
thetical total net income” described in the paragraph above. This method was 
repeated for partnerships. It was then repeated for all companies that engaged in 
business activity, as well as all companies that employed workers, using separately 
derived values for average net income per filer and hypothetical total net income.
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NET BUSINESS 
INCOME BY 
ADJUSTED GROSS 
INCOME OF FILER

The IRS provides comprehensive data on individual income tax returns from filers 
by the adjusted gross income (AGI) of the filer. Total number of filers and adjusted 
gross income are pulled directly from these figures. Furthermore, the IRS provide 
number of filers and total net business income for sole proprietors and S corps/part-
nerships, separately, by the adjusted gross income of the filer. To get the total num-
ber of filers receiving money from pass-through entities, we simply added these 
together for each category of AGI, after subtracting 1/3 of total filers who received 
S corps/partnership income to account for assumed overlap with sole proprietor 
ownership. We added together the total net incomes for each category of AGI to get 
net business income from all entities.

Once the total number of filers receiving pass-through business income were esti-
mated, we estimated the share of these filers that owned entities engaged in busi-
ness activity and the net income from entities engaged in business activity, by 
adjusted gross income level. Similarly, we estimated the share of filers that owned 
entities that employed workers and the net income from entities that employed 
workers, by adjusted gross income level. To derive these numbers, we multiplied 
our estimates for the number of filers receiving income from a pass-through entity 
and net income for each AGI level by the percentages derived from the Treasury 
report. These percentages are shown in Table 10 below.

NET BUSINESS 
INCOME BY TOP 
MARGINAL TAX RATE 
OF FILER

We estimated the net business income by top marginal tax rate in order to estimate 
the amount of business activity impacted by changes in rates. We also use these esti-
mates later in our analysis on the number of employees impacted by changes to the 
tax code.

The mapping of AGI onto the top marginal tax rate for a taxpayer is not straightfor-
ward for three reasons. Firstly, the cutoff point for marginal tax rate varies by tax-
payer status (single vs. joint vs. married filing separately, etc.). Secondly, taxpayers 
apply deductions and credits after they have calculated AGI. Finally, many taxpay-

TABLE 10. Share of Total Pass-Through Income and Number of Filers with Pass-Through Income That Receive 
Income from Companies Engaged in Business Activity and Companies that Employ Workers, by AGI Level

Share Engaged in Business 
Activity

Share of Companies that 
Employ Workers

Adjusted Gross Income # of Filers Net Income # of Filers Net Income

Less than $1 86.0% 86.3% 20.8% 38.4%

$1 to $50,000 51.3% 59.5% 6.1% 9.5%

$50,000 to $100,000 58.0% 85.7% 10.5% 27.0%

$100,000 to $200,000 66.3% 87.8% 16.9% 40.8%

$200,000 to $500,000 83.8% 91.9% 36.3% 58.8%

$500,000 to $1,000,000 91.0% 92.6% 51.1% 69.1%

Greater than $1 million 94.0% 91.9% 60.4% 73.3%

Source: M. Knittel, S. Nelson, J. DeBacker, J. Kitchen, J. Pearce, and R. Prisinzano, “Methodology to Identify 
Small Businesses and Their Owners,” Office of Tax Analysis, Department of the Treasury, Technical Paper 4, 
August 2011.
Analysis: Anderson Economic Group, LLC
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ers are subject to the alternative minimum tax, where they are required to pay an 
additional tax (called the AMT) above their normal income tax payment in order to 
ensure that they pay at least a given rate on their income rather than the marginal 
rate that they would otherwise pay after deductions.

We have utilized data from the Treasury study to approximate the share of filers 
from each level of adjusted gross income that will be subject to a given marginal 
income tax rate. Essentially, we used their separate data on number of filers within 
different AGI groups and number of filers subject to separate marginal tax rates to 
assign groups of filers to AGI groups and marginal tax rates, simultaneously. An 
example, which reflects the share of total filers by AGI group and marginal tax rate, 
is shown in Table 11 on page 28. We also utilized data from the Brookings Institu-
tion’s Urban Institute on the incidence of the alternative minimum tax in the year 

2011 to inform our analysis.18

This same process was performed to estimate the top marginal tax rate paid by 
range of adjusted gross income for tax filers that received any business income, tax 
filers that received business income from a company engaged in business activity, 
and tax filers that received business income from a company that employed work-
ers. Once these percentages were determined, we applied them to our previously 
derived estimates for number of tax filers within each AGI range category to esti-
mate the number of filers subject to each respective marginal tax rate.

To estimate the total net business income going to filers at each respective marginal 
tax rate, the process was more complicated. Our primary assumption was that, if 

18.“Alternative Minimum Tax: Who Pays the AMT?” Tax Policy Center, Urban Institute and 
Brookings Institution, June 2011, http://www.taxpolicycenter.org/briefing-book/key-elements/
amt/who.cfm, accessed on December 23, 2012.

TABLE 11. Estimated Top Marginal Tax Rate Paid by Range of Adjusted Gross Income, All Tax Filers

Share of Filers with This Range of AGI...

...That Pay This Top 
Marginal Tax Rate

Less than
$0

$0 to
$50,000

$50,000 to
$100,000

$100,000 to
$200,000

$200,000 to
$500,000

$500,000 to
$1 million

Greater than
$1 million

No Income Taxes Paid 100% 33%

10% 30%

15% 37% 53%

25% 46% 68%

28% 27%

33% 2% 8%

35% 11% 20% 40%

AMT 26% 0.4% 4% 16%

AMT 28% 64% 80% 60%

Source: “Methodology to Identify Small Businesses and Their Owners,” U.S. Treasury; “Alternative Minimum Tax: Who Pays the 
AMT?” Tax Policy Center, Urban Institute and Brookings Institution, June 2011; AEG Estimates
Analysis: Anderson Economic Group, LLC
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taxpayers within the same range of AGI pay under separate marginal tax rates, those 
taxpayers at the lower end of that range will pay the lower marginal tax rate, and 
those at the higher end will pay the higher marginal tax rate.

Since we do not know the exact AGI for all tax filers, we estimated a distribution of 
AGI across tax filers using the data we have available on the number of taxpayers 
and total net income within each AGI range. First, consider income for all tax filers. 
For each range of AGI, we calculated an average AGI per tax filer. Then, we esti-
mated a linear distribution of AGI within that range such that it would be centered 
around the average AGI per filer. The distribution we chose within each range had 
endpoints that would equal the endpoints of adjacent ranges. The resulting esti-
mated distribution of AGI among all filers is shown in Figure 9 below.

FIGURE 9. Estimated Distribution of AGI Among All National Tax Filers, From 
Lowest to Highest

Once we had an estimate for the distribution of AGI across tax filers, we applied it 
to our estimates for number of tax filers subject to each marginal income tax rate in 
order to estimate the net income going to filers subject to that marginal income tax 
rate. For example, we estimate that the number of national filers that paid no 
income taxes (marginal rate of 0%) was 33.8 million. To find the total net income 
for these filers, we added up the net incomes for all of the first 33.8 million people 
in the distribution shown in Figure 9. In other words, we calculated the area under 
the curve in the figure from zero to 33.8 million. We estimated that the number of 
filers that were subject to the next highest rate, 10%, was 27.5 million. We calcu-
lated their total net income by adding up the net incomes from the 33.8 millionth tax 
filer all the way up to the 61.3 millionth tax filer (61.3 is the sum of 33.8 and 27.5). 
We continued this process until we had accounted for all tax brackets.

The exception to this rule was our estimate of how much net income was made by 
filers subject to the AMT. For these filers, we assumed that their incomes were ran-
domly distributed across their AGI range. Therefore, to estimate the amount of net 
income going to a given number of people within an AGI range subject to the AMT 
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of 28%, we simply multiplied the share of people within that AGI range subject to 
the AMT of 28% by the total net income of people within that AGI range. These 
people were excluded from our calculation to determine the distribution of filers for 
the non-AMT rates, as described above.

We performed this same process for filers with business income, filers with busi-
ness income from entities engaged in business activities, and filers with business 
income from entities that employ workers. Note that applying this method to busi-
ness income requires the further assumption that a tax filer who has a higher net 
business income than someone else will always be in a tax bracket higher than or 
equal to that person’s tax bracket. This is likely not to be exactly the case since fil-
ers have many varying sources of income besides business income, but it is a rea-
sonable estimate given that average net business income varies little among the 
middle range of business owners.

ESTIMATING 
EMPLOYMENT AT S 
CORPORATIONS, 
PARTNERSHIPS, AND 
SOLE 
PROPRIETORSHIPS

Employment numbers for different types of companies, such as partnerships and S 
corporations, are not available from public data sources such as the U.S. Census 
Bureau or the Bureau of Labor Statistics. However, using IRS Statistics of Income 
data, we can obtain the number of returns, salaries and wages, and net income for C 
corporations, sole proprietorships, partnerships, and S corporations, respectively, in 
the year 2008. We can also glean total non-farm private sector employment and 
average weekly earnings in that same year and future years from the Bureau of 
Labor Statistics; however, this average weekly earnings figure includes total pay-
roll, while IRS data on salaries and wages does not include payments to officers. 
Per-employee salaries and wages from IRS data are considerably lower than aver-
age employee earnings from BLS data.

To estimate the amount of employment by type of firm in 2010, we started with the 
number of companies and net income returns for S corporations, partnerships, and 
sole proprietorships. We also had the number of returns from C corporations, but 
not net income, for the year 2010. Given that the share of returns from C corpora-
tions went up from 5.7% to 7.1% from 2008 to 2010, we estimated C corporation 
net income by assuming it went up by nearly the same proportion, from 40.3% to 
47.4%.

Again, IRS data provided the share of total business returns, net income, and sala-
ries and wages paid by C corporations, S corporations, partnerships, and sole pro-
prietorships, respectively, in 2008. Also, we have share of returns for each entity in 
the year 2010 and an estimate of share of net income, as well, in that year. We 
applied the average proportional change in net income and returns from 2008 to 
2010 for each of these types of entities to the share of salaries and wages in 2008 to 
arrive at an estimate for the share of salaries and wages at each type of company in 
2010.

Then, to get total salary and wages, we multiplied estimated total earnings in 2010 
(2010 employment times 2010 average earnings from BLS) by the ratio of total sal-
ary and wages (IRS) to total earnings (BLS) in 2008. We then allocated these sala-
ries and wages to the various types of business entities, using the percentages 
derived in the process outlined in the last paragraph.
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Finally, to estimate the share of employment at each type of entity, we assumed a 
given level of average wage for each type of entity. We assumed that the average 
salary and wage for employees of sole proprietorships was 60% of the average sal-
ary and wage at C corporations. Similarly, we assumed that the average salary and 
wage at partnerships and S corporations was 85% of that at C corporations. Once 
we had these estimates, along with an estimate for total employment, total salaries 
and wages, and salaries and wages by type of entity, we had enough information to 
estimate the total number of employees at each type of entity.

ALLOCATING 
EMPLOYEES TO AGI 
RANGES AND TAX 
BRACKETS OF 
BUSINESS OWNERS

Once we had an estimate for the amount of employees at each type of business 
entity, we could estimate the distribution of employees at non-C corporations to 
businesses owned by taxpayers of various income ranges. We also estimated how 
many employees work at companies whose business owners are taxed at various 
marginal rates.

We restricted our analysis to those tax filers who owned businesses that employed 
workers. The method for estimating the number of these tax filers and their net 
business income from employing businesses is shown in “Net Business Income by 
Adjusted Gross Income of Filer” on page 27 and “Net Business Income by Top 
Marginal Tax Rate of Filer” on page 27. We assumed that the number of companies 
owned by business owners within each tax bracket and AGI range was constant. 
That is, if there were twice as many business owners in one AGI range than another, 
then business owners in that AGI range would own twice as many companies as 
owners in the other.

Finally, to estimate total number of employees, we assumed that, beyond the first 2 
employees at each company, the remainder of employees would be proportional to 
the absolute value of net income at companies whose owners were within a given 
AGI range or subject to a given top marginal tax rate. This method is motivated by 
the assumption that, among businesses that we know have employment, beyond 
some minimal base of employment, the profit of that business roughly scales with 
its number of employees. Regarding the use of “absolute value,” companies that 
declare massively negative earnings within a given year are likely to be larger com-
panies and therefore hire more people than a company that loses only a little.

To illustrate this method, for national companies, we estimate that there were 
approximately 750,000 companies that employed workers and were owned by filers 
whose adjusted gross income was between $0 and $25,000. These companies 
accounted for an estimated $4.4 billion in net business income. We start by allocat-
ing two employees per company for a total of 1.5 million employees. In addition, 
we find that distributing the remaining employees based on net income across AGI 
ranges results in an additional 9 employees per $100,000 in net income. For $4.4 
billion in net income, that suggests approximately an additional 400,000 employ-
ees. The total number of employees we estimate at companies owned by business 
owners who have AGI within this range is then approximately 1.9 million employ-
ees.
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