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Capital gains taxes have long been considered tax breaks for the wealthy. The fact is that
lowering these tax rates ““unlocks™ unrealized wealth, reduce unfairness of tax rulings, stimulates
economic growth, distributes income to lower income groups, and may raise tax revenue. Although
zero rates are the most economical taxation, minimum rates are probably the most realistic choice.
l. Overview

Capital gains are profit that you earn from selling a capital asset such as corporate stock, real
estate, residence, land or a business'. Tax rates on these gains vary according to investment types,
assets holding period, and taxpayers’ tax bracket.

For most investment types that are held between one and five years by investors in a higher
than 15 percent? tax bracket, capital gains rate is 20 percent. If assets are held more than five years,
investors in the same tax bracket pay 18 percent rate. Assets with less than a year holding period are

taxed as ordinary income. If investors incur capital losses in excess of any capital gain, they can use

!'In 1985, 42% of taxable capital gains are realized from sales of corporate stock (Auten and Cordes, 1991).
Z Investors in the 15 percent tax bracket are taxed at 10% rate. For assets that are held more than five years, the same
investors are taxed at 8% rate (Tax Planet, 2001).



up to $3,000° as a deduction for ordinary income. In addition to these rulings, capital gains taxes are
different from any other forms of federal taxation in two ways.
1. Lock-In Effect

First, capital gains are taxed only when assets are sold. This gives taxpayers incentives to
avoid tax payments by holding on to their assets, a phenomenon known as “lock-in effect”. Second,
capital gains are not taxed when asset holders are dead. This feature gives the asset holders more
incentives to hold onto their assets for lifetime, which enhances the lock-in effect.

Evidence of this effect is strong. When tax rates on gains are increased, we see a decline in
capital gains realizations (see Appendix A). By lowering capital gains tax rates, we can “unlock”
potentially billions of dollars of unrealized wealth, especially with an estimated $7.5 trillion in
unrealized capital gains that have not been taxed today (Jude Wanniski, 1995). Moreover, lower
rates reduce unfairness that are embedded in the capital gains taxation.

I11.  Tax Unfairness

Capital gains are not indexed for inflation. Consequently, asset holders pay not only the real
gain in purchasing power but also on the illusory gain attributable to inflation. During high
inflationary periods, effective tax rate actually exceeds 100 percent (see Appendix B); meaning that
investors pay taxes on capital loses. This intensifies the lock-in effect even more as investors hold
onto their assets to avoid paying taxes on inflationary gain. Unfortunately, introducing a
comprehensive indexing scheme may not be easy* and certainly complicates the taxpaying process
even further. It is much easier to lessen this unfairness by lowering the tax rates

The unfairness of the taxes can be extended to companies where they are considered a

double taxation of corporate income. First, when companies earn income, they are taxed at the

® Any excess losses can be carried over to a future year (Tax Planet, 2001).
* Tax lawyers oppose indexing more than economists on administrative grounds (Auten and Cordes, 1991)



corporate level. Second, when these incomes are issued to shareholders as dividends or retained in
the form of higher stock value or realized capital gains, they are taxed at the individual level. In
comparison, incomes from debt-financed investment are taxed only once because interest expenses
are tax deductible. Therefore the double taxation penalizes equity investment, distorts corporate
financial structure toward debt financing, and thus creates excess burden. A 1987 report by Randall
Pozdena confirms this financing distortion, “An increase in ... the tax on capital gains (after 1986
tax reform) increases the use of debt generally and low grade (risky or “junk’) debt specifically.”
This corporate shift to debt and leverage buyouts eventually increases default risk of companies.
Lower tax rates discourage this type of financing and improve companies’ financial standings.

The limited deduction of capital losses contributes to the unfairness of the taxes as well.
Taxpayers are allowed to deduct only a limited amount of capital losses, but must pay taxes for all
their capital gains. Such unfair treatment can deter risk taking and entrepreneurship, because
winning investments are taxed but losing investments do not incur a symmetric loss offsets. By
lowering the tax rates, investors are more willing take a higher risk in allocating funds to new
business start-ups. The evidence shows that, since 1987 capital gains tax rate hike, number of
companies who received venture capital funding has declined steadily from 1,740 to just 792
companies in 1991 (Judge, 1991). This impact on business creation leads us to suspect that capital
gains taxes may have macroeconomic implications.

IV.  Macroeconomic Effects

There is no doubt that capital formation is essential for economic growth. The real question
is whether lower capital gains tax rate raises capital formation to fuel economic growth. We can
think of capital gain taxes as tax burdens that are imposed on capital investment, thus lowering

after-tax return of investment and raising cost of capital. Yolanda Henderson (1989) estimates that



roughly half of the increase in the corporate cost of capital is directly attributable to higher capital
gain taxes. Rising cost of capital depresses investment and capital formation which then reverberate
throughout the economy in the form of lower economic growth and job creation. Studies by Allen
Sinai (1997) and DRI/McGraw-Hill (1997) estimate the impact of 50 percents exclusion of long-
term capital gains for individuals and a 25 percent tax rate (from 35 percent existing rate) for
corporations. Both studies conclude that a capital gains tax reduction lowers cost of capital, rises
capital spending, and increases real GDP growth rate (see Appendix C). Overall, a lower capital
gains tax cut is good for economy. But this economic analysis is incomplete without considering
who bears the tax burden.
V. Tax Incidence

Opponents of capital gains tax cut usually portray it as a windfall for the rich. Statistical data
shows that over a third (38%) of all taxable capital gains between 1942 and 1992 were reported by
taxpayers with under $100,000 in annual income (see Appendix D). But these taxpayers paid just
under a third (30%) of the capital gains taxes. The opposite is true for high-income taxpayers with
earning over $200,000. They bear a heavier tax burden (52%) in comparison to their taxable gains
(47%). It is clear that capital gains taxation actually distributes incomes to lower income groups.
This income distribution will be enhanced if we later find that lower tax rates increase total tax
revenue.
VI.  Tax Revenue

In spite of this controversy surrounding who bears tax burden, capital gain taxes raise
surprisingly little revenue for the federal government. In 1992, these taxes account for only 6% of
combined personal and corporate income taxes and 3% of total federal revenues (see Appendix E).

Even if we abolish the tax entirely, federal government still collects 97% of its total tax receipts.



Contrary to our intuition, reduction in capital gains tax rates tend to raise tax revenue
because of increased realization (unlocking effect), positive economic growth impact, and higher
asset valuation. If we take into account just the unlocking effect, an NBER study indicates that
revenue maximizing of capital gains tax rates fall somewhere between 9 and 21 percent®. Historical
evidence shows that when these tax rates were lowered in 1978, and again in 1981, revenue climbed
steadily. When rates increases were enacted in 1987, revenue began to decline (see Appendix F). If
lower tax rates are at least neutral for tax revenue, the next question is how low should we set the
rates.

VIl. Optimal Tax Rate

If we compare capital gains tax rates among industrial nations, United States has one of the
highest capital gains tax rates. In fact, Germany, Taiwan, and Singapore exempt long-term capital
gains from taxation. Only United Kingdom and Australia have higher tax rates because they index
their capital gains for inflation (see Appendix G). For U.S. to gain a competitive advantage in global
capital market, optimal rates are perhaps close to zero percents. Aldona and Gary Robbins (1994),
who compares six capital gains tax proposals, conclude that zero rates proposal has by far the most
positive impact on the U.S. economy. But these rates may not be feasible when we consider public
opinions. Since capital gain taxes are considered taxes for riches, a proposal to minimize the tax
rates is probably the optimal choice at the moment.

VIIl. Summary

So far we have learned that lower tax rates are more efficient and equitable. And zero

percent tax rates are most likely the most economical choice. But public opinions will probably

change that to minimum rates as a more realistic choice.

® Testimony by Mark A. Bloomfield prepared for the Senate Finance Committee, February 15, 1995, p.10.



Appendix A:

Capital Gains Tax Rates & Realizations (1977-1992)
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Appendix B:

Figure 4
Taxes Paid on Real vs.
Inflationary Capital Gains
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Source: Tax Foundation, Special Report April 1995,
Note: Capital Gains for stock bought in June of designated year and sold in June of 1994,




Appendix C:

Allen Sinai’s Estimates (1)

of the Effects of a Capital Gains Tax Reduction

(Average per Year, 1997- 2002)

DRI/McGraw-Hill’s Estimates (2)

of the Effects of a Capital Gains Tax Reduction

(Total, 1998 — 2007)

Real GDP Real GDP

level (in 1992 $billion) $51 | (% change from baseline) 0.4

growth (%) 0.1

Business Capital Spending Real Capital Spending

total (in 1992 $billion) $17.6 | (% change) 15
total (in $billion) $18

Productivity Growth Productivity

(% change) 0.1 | (% change) 0.4

National Savings

(in $billion) $44.1

Employment

(payroll, millions) 0.356

Unemployment rate -0.2

S&P 500

(% change) 0.8

Household Net Worth

(% change) 2.1

Cost of Capital -2.7 | Net Cost of Capital -3.0

composite, % change % change

Federal Tax Receipts $4.5 | Total Federal Tax Receipts

change from baseline, JCT* (in $billion) $7

Sources:

1. Testimony of Allen Sinai before the Senate Finance Committee, March 13, 1997.
2. DRI/McGraw-Hill, “The Capital Gains Tax, Its Investment Stimulus, and Revenue Feedbacks,” (April

1997).

Both studies are mentioned in “The Economic Effects of Capital Gains Taxation”, Shahira EI Bogdaddy

Knight, June 1997.
* JCT - Joint Committee on Taxation.




Appendix D:

Income Groups' Shares of Taxable Capital Gains (1942-1992)
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12.0%
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31.7%
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Source: Tax Foundation



Appendix E:

Sources of Federal Revenue
Fiscal Year 1992

Capital Gains Tax
3% ($32 bil.)

Corporate Income Tax
10% (100 bil.)

Social Security Taxes
46% ($476 bil.)

Personal Income Tax
41% ($414 bil.)

Source: Budget of the U.S. Government (Washington D.C.: Governement Printing Office)
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Appendix F:

Figure 3
Taxes Paid on Capital Gains vs.
Capital Gains Tax Rates
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Appendix G:

Capital Gains Tax Rates around the World (assets held more than one year)

Countries Capital Gains Tax Rate (%0)
United States 28.0
Australia* 48.3
Belgium 0.0
Canada 23.8
France 18.1
Germany 0.0
Hong Kong 0.0
Italy 25.0
Japan 0.0
Netherlands 0.0
Singapore 0.0
South Korea 0.0
Sweden 16.8
Taiwan 0.0
United Kingdom* 40.0

* Both countries allow inflation indexing

Source: American Council for Capital Formation, Moore and Silvia (1995)
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