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Abstract 
Thanks to congressman Rangel’s corporate tax proposal we can examine the economic consequences of 
corporate tax brackets and how they could be improved to encourage small business growth instead of 

discouraging it. 

Over the last 20 years why have C corporations1 declined so much as a percentage of business entities? 
Clearly the tax consequences cause small business to avoid C corporation status. This choice is anything 
but benign. For growth to occur, most firms must increase equity by retaining earnings. Outside investors 
or venture capitalists are not interested in most small businesses.2 Even if investors were interested, many 
owners would decline offers that meant ceding control of a business. And retaining earnings is difficult 
for LLCs and S corporations, particularly when there are multiple owners. 

It isn’t just the issue of double taxation that causes owners to avoid C corporation status. The 39% tax 
bracket, commonly known as the “nasty notch”3, has a huge effect on the perception that small business 
should always avoid C corporation status.4  And as another lure, S corporation owners can avoid most 
employment taxes by taking profits primarily as earnings.  

However, even when a business elects to become a C corporation, owners are advised to minimize 
earnings and therefore taxes. Most owners pay themselves enough salary to keep corporate earnings 
below $100,000, and sometimes to take advantage of the 15% rate on the first $50,000 they will avoid the 
25% and certainly the 34% rate brackets as well. Where is the harm in these strategies? It is in the lost 
opportunities. Growing a business beyond the limited scale allowed by the initial investment often takes 
great sacrifice. For many years small businesses have been lauded as engines for growth, but tax policy 
gives business incentives to write off expenses wherever possible and encourages owners to expand their 
education through various educational seminars at posh resorts. Tax policy specifically discourages 
retaining earnings and therefore inhibits growth.  

How did we get such a perverse corporate tax system? Its roots go back to the 1980 White House 
Conference on Small Business whose number-one recommendation was to graduate the corporate income 
tax table up to $500,000, including rates that would only exceed 20% above $200,000 in small business 
income. And remember that those were 1980 dollars. Though some graduation was achieved, by 1985 the 
tax rate was 46% above $100,000. As a delegate to the White House Conference in 1986, I badgered the 
leaders about the priority from the 1980 conference. They assured me that the need for more graduation 
had been achieved by broadening the eligibility for S corporation status. Their interpretation was that 
broadening the S corporation eligibility was the same as achieving a more drawn out graduation. The 

                                                 
1 C Corporations pay tax on their earnings. Other financial structures pass earnings through to the owners and the owners pay 
taxes on their share of the earnings.  
2 Common lore is that venture capitalists are only interested in firms that could deliver at least 10 times the original investment 
within 5 years.  
3 The 39% tax rate between $100,000 and $335,000. 
4 A local attorney and CPA says that for any professional to suggest a C corporation for small business is malpractice!  

 



leaders of the conference simply didn’t understand the economic implications of discouraging small 
businesses from becoming C corporations.  

At about the time of the 1986 Conference, consumer groups as well as some staff members of the Senate 
Small Business Committee became fixated on information that showed that there were many high net 
worth small business owners. Perhaps they were also influenced by those naïve arguments from graduate 
school about corporate tax incidence. “While we may start with a working assumption that 
individual income taxes or sales taxes are borne by the people that are legally 
responsible for them, for example, there is no comparable assumption for the corporate 
income tax, given the cardinal rule of incidence analysis that only individuals can bear 
the burden of taxation and that all tax burdens should be traced back to individuals.5” 
(That in reality corporations did not pay tax). Not recognizing the different business strategies implied by 
personal and corporate income, they were determined that the tax law to benefit small business would not 
unfairly reward these well to do owners. Thus was born the idea that while truly small business might get 
some tax breaks, the government should make sure that those with additional wealth should not benefit. 
They determined to get back the effect of the lower rates from these well to do owners. Thus was born the 
philosophy that led to what is now the 39% rate.6  

Today, the idea that someone could start a business in their basement or garage with a few thousand 
dollars and grow the business doesn’t even register with most tax experts. HP was started by two young 
engineers who decided that one would continue working and the other devote full time to the business, 
but today we would expect them to pitch their idea to venture capitalists.  

Not only does the tax code discourage internal growth, advisors and other experts seem to have lost the 
idea that an opportunity to encourage growth exists. Hence there is little support for changing the rate and 
freeing small business from a philosophy that stifles growth. Small business advisors counsel owners to 
avoid taxes at all costs even if this necessitates additional spending. You can also see this mindset at work 
in the expensing legislation that supposedly benefits small business. But these benefits are phased out for 
larger corporations. And the threshold for “larger” is quite low.  

No one in government now seems to recognize the perverse effect on growth caused by rapidly escalating 
corporate tax rates or the especially perverse 39% bracket.7 Although there was ample research in the 
1980s showing that small business was a very important engine in the growth of the economy, and 
particularly in employment growth, the connection between retaining earnings and growing a business 
seems to have been missed. Those making the point about high net worth individuals simply didn’t 
understand that small business owners normally minimized corporate earnings in order to avoid taxes, and 
that ability of business to write off many expenses is a way to minimize taxable income and that when 
taxable income exceeds one of the bracket thresholds the business owner is usually advised to pay 
themselves an extra bonus to avoid the corporate tax. While individually reductions from stated income 
seem harmless enough, over the long run a business that pays bonuses instead of retaining earnings 
severely limits its own growth prospects.  

                                                 
5 Auerback, Alan 2006 “Who Bears the Corporate Tax?” In Tax Policy and the Economy. In Tax 
Policy and the Economy Vol 20, ed J Poterba, 1040. Cambridge. MIT Press 
6 As if the perverse effects of the nasty notch were not enough, a simple 1% reduction from 35% 
to 34% for medium size business results in another jump to 38% at the fifteen million dollar level.  
7 Thirty years ago I incorporated a small business I’d started with $2,000. I chose to pay the extra 
tax penalty attached to a C corporation. Since that time the company has retained almost 10 
million in earnings, and supports a work force of over 80 while often having inventories over 6 
million and almost 4 million in accounts receivable. It is doubtful if such growth could have been 
achieved with another corporate structure.  



 


