Steven A. Bank

UCLA Law

“Tax, Corporate Governance, and Norms:  Lessons from the New Deal”


This paper examines the use of federal tax policy to effect changes in state law corporate governance during the New Deal.  It focuses on two particular measures enacted in this period – the undistributed profits tax in 1936 and the overhaul of the tax-free reorganization provisions in 1934 – and considers why the former was so much more controversial and less sustainable than the latter.  While some of the difference can be explained by the different political and economic circumstances surrounding each proposal, this paper argues that the divergence in the degree of opposition can be explained in part by an examination of the extent to which each provision threatened an underlying norm, or longstanding standard, of corporate behavior.  In the case of dividends, managers were accustomed to virtually unfettered discretion and it was considered good practice to maintain healthy retained earnings.  By contrast, mergers had never been within the exclusive purview of the board of directors.  In order to pursue such transactions, managers had to seek the approval of shareholders and were subject to the restrictions of state corporate and federal antitrust law.  As a consequence of this difference in underlying standards, it is not surprising that managers reacted so much more strongly to oppose the undistributed profits tax than they did the proposal to abolish or radically reform the tax-free treatment for mergers and acquisitions. 

