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Abstract 

This paper reviews the literature on the revenue implications of a 
lower capital gains tax rate in the United States. The existing empiri- 
cal research indicates that the timing of realizations is sensitive to 
tax changes but is inconclusive on the long-run revenue implications. 
No study claims that tax revenues would increase very much on a perma- 
nent basis. The paper concludes that other aspects of a lower capital 
gains tax rate deserves more attention, in particular its impact on 
resource allocation and tax arbitrage. 
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Summary 

This paper reviews the Literature on the revenue implications 
of changes in capital gains taxation in the United States and briefly 
considers some implications of the capital gains tax for resource 
allocation. The background is the lJ.S. Administration's proposal to 
reduce the capital gains tax rate and the subsequent debate over whether 
this proposal would generate additional revenues. Under the proposal, 
the effective tax rate on qualified capital gains would be reduced to 
a maximum of 15 percent. The holding period to qualify for the exclu- 
sion would increase in steps from one year to three years. 

Reducing the tas rate on capital gains would increase the pace 
at which investors realize capital gains in the short sun. However, 
whether tax revenues would increase in the long run depends on whether 
the response of realizations is large enough to offset the revenue effect 
of the lower tax rate. The existing empirical research indicates that 
the timing of realizations (and thus tax re-venue) is sensitive to tax 
changes (or the announcement of tax changes), but is inconclusive on the 
subject of whether these is likely to be a long-run increase in revenue; 
no study claims that tax revenues would increase by very much on a perma- 
nent basis. Concerning the Administration's specific proposal, while tax 
re-:lenue may be positively affected in the short run, the phasing-in of a 
longer holding period to qualify for the lower capital gains tax rate is 
likely to result in lower tax revenues in the mid-1990s. 

While the revenue implications of the Administration's proposal are 
clearly important: the proposal also has the potential for a significant 
impact on resource allocation. The current system for taxing capital 
gains in the United States distorts investor decisions in a number of 
ways . For example, capital gains taxes are levied on realizations 
rather than accruals and on nominal rather than real gains. In addition! 
different assets tend to face differing tax treatments; the current 
capital gains tax system is embedded in a structure that, for example, 
already grants preferential tax treatment to some assets, such as owner- 
occupied housing, and, moreover, that affects the source of financing 
as a result of the differential tax treatment of debt and equity. 

Lowering the capital gains tas rate might serve to mitigate some 
of the adverse resource allocation effects of the current structure, 
but only at the expense of exacerbating others. For example, it might 
serve to mitigate distortions stemming from the taxation of nominal 
rather than real capital gains while at the same time creating an 
incentive for tax arbitrage out of more heavily taxed forms of capital. 
If the concern is with insulating the capital gains tas from the impact 
of infation, indesing the tax system might well be preferable to relying 
on ad hoc adjustments to tas rates. The paper concludes by arguing that 
these types of considerations, in addition to its revenue implications, 
are relevant when evaluating the Administration's proposal. 





I. Introduction 

A reduction of the tax rate on capital gains was proposed by the 
new U.S. Administration in its February 1989 budget plan 1/ and was then 
discussed in Congress as one of the possible measures to raise $5.3 bil- 
lion in revenue as specified in the “Bipartisan Budget Agreement” of 
April 1989. 21 No legislation was enacted during 1989 but the capital 
gains tax rate is likely to be discussed again in 1990. The question of 
how such a tax cut would affect government revenues has been the focus 
of much empirical research in the United States. This paper reviews 
that research and concludes that the revenue implications are not clear. 
Moreover, it is suggested that greater attention should be given to a 
range of efficiency considerations when reforming the capital gains 
tax. In this latter connection, the paper notes that the lock-in effect 
of a tax based on realizations, rather than on accruals, and the impact 
of inflation on the effective level of taxation need to be evaluated. 
In addition, any evaluation of a change in capital gains taxation should 
recognize that the existing tax system treats various capital assets 
differently. 

The paper is organized as follows. Section 2 reviews how the 
taxation of capital gains differs from the taxation of other kinds of 
income. Section 3 describes the empirical studies of the revenue impact 
of a lower capital gains tax rate classified by the type of data used, 
namely, cross-sectional, time series, and panel data. Section 4 dis- 
cusses some other considerations which may be important when the struc- 
ture of the capital gains tax is under review. Section 5 provides some 
concluding observations. 

II. Background 

A number of features of the current tax system in the United States 
is worth noting as background to the current debate concerning the 
merits of reducing the capital gains tax rate. First, in contrast to 
other forms of income, in the United States capital gains are taxed when 
realized and not on an accrual basis. Tax rate fluctuations over time 
(either due to changes in the tax code or to individual circumstances) 
thus are an important consideration for the investor who is free to 
choose when to realize his gains. By holding on to an asset it is 
possible to defer taxation and lower the effective tax rate. 31 Upon 
realization, capital gains taxes reduce the amount the investor can 
invest in another asset. This of course means that the investor is 
induced to sell an asset and reinvest the proceeds only if the alterna- 
tive asset yields a rate of return which also compensates for the tax 

l/ The White House (1989a). 
T/ The White House (1989b). 
?I A capital gains tax rate which increases by the holding period 

would reduce the gains of deferral. 
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liability incurred. This effect of the capital gains tax is referred 
to as the ‘Lock-in’effect. 

Second, there is no capital gains tax on an investor’s unrealized 
gains at death. Should the heirs sell the assets, the capital gains tax 
is based on the difference between the selling price and the price at 
the time of inheritance. This provision reinforces the lock-in effect 
(especially for older individuals), encouraging individuals to hold 
appreciating assets. i/ For example, when liquidating assets there will 
be an incentive for the elderly to cash in their bond holdings before 
reaLizing the value of their equity holdings. The tax therefore dis- 
torts economic decisions. 

Third, taxes are Levied on nominal rather than real capital gains. 
This implies that, all else equal, an increase in the rate of inflation 
will tend arbitrarily to increase the effective tax rate on capital 
gains. The Tax Reform Act of 1986 (TRA) did not index capital gains for 
inflation. A lower capital gains tax rate would mitigate the problem 
but all assets would receive the same relief irrespective of the extent 
to which the realized capital gain is overstated by inflation. 

Fourth, taking a broader perspective, capital incomes from differ- 
ent sources are still treated differently for tax purposes, despite the 
fact that the TRA removed a large number of tax preferences. For exam- 

ple, the tax code retains preferential treatment of housing. Investment 
in housing receives a beneficial income tax treatment since mortgage 
interest payments are tax deductible despite the fact that imputed ren- 
tal income is not included in the tax base. Furthermore, capital gains 
on sales of residences are excluded from taxation if the owner purchases 
a home of equal or greater value within two years. In addition, home- 
owners aged 55 and older may once in their lifetime exclude $125,000 of 
gains from taxation. In contrast, dividends, which are paid out of 
after-tax corporate profits, are taxed at the individual level as well, 
while retained earnings are taxed when realized as capital gains. An 
increase in the stock value due to retained earnings is therefore gener- 
ally taxed more favorably than dividends but less favorably than capital 
gains on housing. 2/ 

l/ Reducing or eliminating the benefits from deferral with a deferral 
charge based on holding period would reduce the lock-in effects. For a 
description of a possible construction of such a charge, see Pechman 
(19771, p. 152. 

21 For a description of the tax treatment of housing, see Andersson 
(1589). 
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Fifth, the TRA eliminated the preferential treatment accorded long- 
term capital gains by eliminating the 60 percent exclusion. The tax 
rate increased from 20 percent to 28 percent. l/ This reduced an 
incentive to convert ordinary income into capital gains. 21 However, 
some income shifting is still likely due to the advantages of deferral. 

Sixth, the current U.S. tax system is asymmetric in its treatment 
of capital gains and losses. It might be argued that capital losses 
should be deductible in full against other income. However, since the 
taxpayer can time his sales so as to take losses promptly while defer- 
ring capital gains for as long as possible, it has been considered 
necessary to have different tax treatment for losses and gains. While 
realized capital gains are fully taxed, only $3000 of capital losses in 
excess of realized capital gains are deductible against other income. 
Any capital losses in excess of $3,000 can be carried over to future 
years to offset capital gains or other income. Furthermore, the volun- 
tary nature of realizations and possibilities of transferring income 
from one source to another has resulted in legislation against so called 
wash sales. J/ While a flat rate capital gains tax with full deducti- 
bility of capital losses against other income would increase the incen- 
tive for risk-taking, 4/ a progressive capital gains tax adversely 
affects risk-taking. The limitation of the deductibility of capital 
losses reduces the present value of the tax savings and a preferential 
rate is required to make the tax neutral with respect to risk-taking. 

Table 1 provides a summary of the treatment of capital gains under 
the individual income tax in the United States from 1978 until today. 
Table 2 shows an international comparison of individual taxation of 
capital gains. 

l! In the United States, realized long-term capital gains were origi- 
naily taxed as ordinary income, but following the Revenue Act of 1921 
they were subject to preferentially Low rates. However, the provisions 
applying to such gains have changed substantially. The increase of the 
capital gains tax rate in the Tax Reform Act of 1986 was considered part 
of the deal for obtaining lower marginal tax rates, especially for high 
income earners. 

21 In 1985, individual taxpayers reported total long-term gains of 
$168.7 billion (after deduction of long-term losses and loss carryovers) 
while only $6.1 billion was reported in short-term gains. Source: 
Statistics of Income for 1985: Individual Income Tax Returns, table 
1.4, U.S. Internal Revenue Service. 

21 The purpose of this legislation is to bar taxpayers other than 
corporations from selling stock or securities and promptly repurchasing 
substantially identical property. The time limit is 30 days. 

4/ The variability of after-tax income is reduced (See Auten (19891, 
p.-69). 
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Table 1. Treatment of Capital Gains Under the 
Individual Income Tax 

Top Bracket Long-Term Capital Gains 
Marginal Rate Inclusion Minimum and Maximum Holding 

Period Ordinary Inc. Rate Tax Provisions Period 

- 

1978 
1980 

70 percent Reduced to 
40 percent 
(from 50 per- 
cent) starting 
October 31, 
1978 

1981 
1986 

1987 

50 percent 40 percent 
(20 percent 
top rate 
after June 9, 
1981) 

38.5 percent Raised to 
for 1987, 28 100 percent 
percent sub- 
sequently l/ 

Top rate of 
25 percent 
starting in 
1979 

Top rate under 
alternative 
minimum tax 
reduced to 
20 percent 
in 1981 

N/A Six months 

12 months 

Reduced to 
six months 
for assets 
acquired 
after 
June 22, 
1984 

Source : Y. Henderson (1989). 

L/ While the top statutory rate is 28 percent, the effective rate at 
some income ranges can reach 33 percent due to the phasing out of the 
lowest tax rate and personal exemption for high-income taxpayers. 

Table 2 suggests that the capital gains tax rate in the United 
States is in the middle range among the included countries. Interna- 
tional comparisons, however, can be misleading when only specific statu- 
tory tax parameters are considered. The capital gains tax rate is only 
one component in capital income taxation and the overall picture of 
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Table 2. 411 IntemationqJ. Canparison of Individual Tamtion elf 
Capital CYkins on Portfolio Stock Tnvestwnts in I%9 

Cmmtry 

?kuimon 
Tlaximm~ Short- ‘laxinlm T~nr Period to Annual 

Ten Capit Ten Capital Cuality for Fkt :.‘ortt1 
Cain Tax ;iate Cain Tax ?dte TmyTe n Tax ‘ate 

(Dercent) 1/ (Percent) 1/ Cain Treatwnt (Percent) - 

l’nitec! States ?/ 
,?ustralia 3/ - 
l?el*-yiuq 
ranzta 41 
Frmce 5! 
~Germny-,lb/ 

ItaP; - 

.Tapm 71 

~Jetlwr%n& 

Sweden 

Ikite Kingdon :3/ - 

33.f’ 33.9 
50.3 31.3 
~mlpt rk3rlp t 
17.5 17.5 
16.0 14.n 
54.0 Exempt 

rwmp t Fjtempt 

5.0 5.0 
?k?lllp t 3mp t 
45.0 18.0 
4n.o 40.!3 

Cm yfar 
Che year 
?,bne 
>bne 
rbne 
Six months 

‘Jane 
None 
Yone 
lko years 
None 

Yone 
I,Jon e 
‘brie 
None 
TJOIF 
0.5 
~ixle 
?Jone 
0.53 
3.0 
Vow 

Sources: C. Maker and V. Kloanfield, 1989, p. 1021; and nat inwl sources. 

l/ State, provincial, and local taxes are not included. They can in sow cases be 
substantial. %rthetm>re, in saw caIntries exclusion n~les might apply. 

2/ The nominal tax rate for long- and short-ten capital gains is 28 percent. ‘Ihe - 
marTiw1 mte, however, rises to 33 percent For _jint returns ktween S74,85n and $155,37n 
anal for sinple returns ktwen .$$4,9M and $93,130 for calendar year 1989. 

3/ Indesiq is allwed on long-ten capital Rains. 
T/ Gwadian residents are .aLl& an annual capital. pins exemption of k-i$3n,OW 

sllhject to a alwlative ewmption of lip to CAn$5M,W9. Tn 1990, the Life-time capit.? 
,yains exemption is reduced to SlCC,OOO, except for owner/operators of farw and ~11 
business cot-pot-at ions who iwy continue to Tplv the $5W,KO limit. 

5/ *Gains from proceeds of up to F 272,(X1 Rre exempt from taxation in a aiwn taxable - 
year. 

(I/ Tne first !%l l,nOn of short-term capitsl gains is exempt Errm tax. 

T/ Japan’s tax reform plan, which takes effect in 1989, imposes a wkdmm tax of - 
approximtely 5 percent on the sale of securities. Capital ,7ains are subject to a special 
dedlrtion of 9 5O,ooC, (approximately $3,ooO) on an anralal basis. 

KS/ 0nI.y )in< and losses ~crued since 13.52 till k taxed; pqi.ns since 1982 are - 
indexed. Individuals are exeTt on the first a,(300 IIf capital ,Tins per year. Gains 
derivefl Frwq the s;-lle ilf rrrain residence is exempt from tax. 
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corporate and personal taxes needs to be considered. I/ Furthermore, 
different taxpayers in a country may face different exemptions or rates 
and some of the countries levy rather substantial state and local income 
taxes which are not shown in the table. 

The Administration’s proposal called for an exclusion from taxation 
of 45 percent of capital gains for all taxpayers. Taxpayers with incomes 
under $20,000 would be able to exclude all capital gains from taxation. 
For those in the 28 percent and 33 percent effective tax brackets, the 
remaining capital gains would be taxed at a maximum of 15 percent. To 
be eligible for the Lower capital. gains tax rate, assets would need to 
satisfy the following holding periods: more than 12 months for assets 
sold between 1989 and 1992; more than 24 months for assets sold in 1993 
and 1994; and more than 36 months for assets sold in 1995 and thereafter. 
Moreover, collectibles and depreciable assets used in trade or business 
would not be included. Capital Losses would be defined in the same way 
as under current law; however, long-term capital losses that do not 
offset long-term capital gains could offset only 50 percent of non- 
capital gains income. 

Advocates of a lower capital gains tax rate argue that not only 
would a reduction of the tax rate raise revenue, but that it would also 

promote savings and investment, channel more resources to risky ven- 
tures, promote entrepreneurial activity, and mitigate the problem of 
taxation of nominal as opposed to real capital gains. Critics of the 
proposal argue that these goals could be met by more direct means and 
that a decrease in the capital gains tax would increase the complexity 
of the tax code, encourage tax shelter activity, and distort savings and 
investment decisions. Since capital gains are concentrated in the top 
income groups, many have argued against the cut for equity reasons. 21 
In 1985, the fraction of capital gains going to taxpayers with income 
exceeding $200,000 was 47 percent, 25.9 percent, or 13 percent, depend- 
ing on which concept of income is used. 31 However, if losses are 
excluded from the concept of AGI net of capital gains, the fraction 
increases from 25.9 percent for 34.1 percent. 4/ Slemrod et al. (op. 
cit.) report that in 1985, more than half of total net gains were real- 
ized by the 0.11 percent of taxpayers whose net gain during the year was 
greater than $200,000. 

l/ An IMF working paper concluded that in the 1980s a U.S. saver 
faced a heavier tax burden than a Japanese saver while the tax burden 
on investments in Japan exceeded that in the United States. See 
Bovenberg, et al. (1989). 

2/ Pechman (1989a) argued that a capital gains tax cut would be a 
bonanza for the rich and would undermine the tax reform achieved in 
1986. 

3/ Slemrod et al. (1989). 
41 Pechman (1989b). 
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In assessing the revenue implications of a lower capital gains tax 
rate it is important to keep in mind that corporate stock comprises only 
about 28 percent of all realized capital gains while 21 percent of gains 
stemmed from personal residences that are untaxed. l! The next section 
reviews some of the studies related to the revenue rmplications of a 
change in capital gains tax rate. 

III. Empirical Studies of the Revenue Implications 

When there is a change in the capital gains tax, two opposing effects 
come into play: the static revenue effect and the dynamic effect. The 
static revenue effect is the change in revenues caused by a change in the 
tax rate at a given level of realizations while the dynamic effect refers 
to the change in behavior as when to realize capital gains. When evalu- 
ating the revenue implications of a change in the capital gains tax rate, 
the empirical issue is to determine which of these two opposing effects 
will be strongest and whether the relative strength varies over time. 

Empirical studies of changes in capital gains taxation have yielded 
inconclusive results for a number of reasons. Firstly, there is no clear 
theoretical model on which to base the studies, and time series and cross- 
sectional data yield different results. Secondly, it is difficult to 
translate the fact that capital gains are not independent of income into 
an empirically meaningful expression. Thirdly, capital gains are not 
homogenous. 21 Even within one type of capital gcins, e.g. gains from 
stocks, the change in value can be decomposed into three components, 
related to inflation, the change in real market valuation, and the change 
in value due to retained earnings. Moreover, a change in the capital 
gains tax rate could have a significant macroeconomic impact with the 
implication that variables typically held exogenous in empirical studies 
should in fact be viewed as endogenous. This would of course raise 
simultaneity problems. 

The two basic methods used in empirical work on the revenue impact 
of changes in capital gains tax are cross-sectional studies and time 
series studies. A third method involves panel data as discussed below. 

1. Cross-sectional studies 

Cross-sectional studies compare the behavior of individual taxpay- 
ers or groups of taxpayers in the same year to determine how different 
tax rates affect realizations, while controlling total income, divi- 
dends, age, and family status. The different estimated behavior of 
different groups of individuals is then used to infer how individuals 
would react to a lower tax rate. These studies use individual tax forms 

l/ Clark, B., and D. Paris (19841, p. 65. 
?/ As pointed out earlier, neither is the tax treatment of capital 

garns arising from different sources. 
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as the source of data. This approach can draw on a large body of data 
so that multicollinearity is not a problem. However, the resulting 
studies are limited by the information provided on the tax form. Most 
importantly, a proxy (usually some measure of income) must be used as 
an explanatory variable for accrued gains since data are not available 
on either accrued capital gains or wealth. 

Aside from the data problems just mentioned, cross-sectional stud- 
ies on capital gains taxation face the major econometric problem that 
the marginal tax rate, the explanatory variable used to infer the impact 
of a change in the tax rate, is not independent of realized capital 
gains. The behavior which leads to low marginal tax ra-,s may also lead 
to frequent realization of capital gains. For example, a taxpayer who 
holds stocks with high dividends and does not invest in tax shelters 
will have high income and a high marginal tax rate. He may also have a 
low rate of realizations. An individual who has a more risky portfolio 
comprising “growth stocks” and assets for tax shelters may have a lower 
marginal tax rate and at the same time he may realize more gains. In a 
cross-sectional study, the difference would be attributed to the differ- 
ent marginal tax rate. Another problem with cross-sectional studies is 
the difficulty in distinguishing transitory effects from permanent 
effects. In general, cross-sectional studies may tend to overestimate 
the effect of tax rates on realizations. 

Feldstein, Slemrod and Yitzhaki (1980, 1984) and Minarik (1981, 
1984) performed cross-sectional studies on a special sample of the 
1973 tax returns called the Capital Assets Study. This sample gives 
information about asset sales but over-represents high-income earners. 
Feldstein et al. conducted two experiments on the basis of this sample, 
with the results indicating that a lowering of the capital gains tax 
rate from 45 percent (the top rate at that time) to 25 percent would 
raise revenue while the removal of the exclusion for long term capital 
gains would lead to a revenue loss. 

Minarik obtained opposing results using an experiment that repli- 
cated the 1978 tax reform. In particular, he found that revenues moved 
in the same direction as tax rates. Minarik argued that the Feldstein 

al. et result was biased upward because it did not correct for the over- 
representation of high income earners. Feldstein et al. defended their 
results by pointing out that tax changes affect highincome earners 
more. It is possible that both studies overestimate taxpayer response 
because of their failure to differentiate between permanent and transi- 
tory changes. 

2. Time-series studies 

The historical evidence from the revisions to the capital gains tax 
laws in the 1970s and 1980s gives no clear answer to the revenue impli- 
cations of lowering the capital gains tax. There was a large increase 
in realizations in 1979 after the reduction of tax rates passed in 1978. 
There was also a large increase in 1986 before the increase in taxes in 
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iming of realizations is affected by 1987. This suggests that the t 
changes of the tax rate. 

Time series studies consider the effect of different tax rates on 
realizations over time controlling for real income, wealth and the price 
level. Information from many different sources is aggregated into a 
representative taxpayer. Because this method looks at changes over 
time, it considers actual changes in the tax law and avoids the problem 
of individual behavior affecting the tax rate. By getting information 
from different sources, it is able to incorporate data about the economy 
and the corporate sector. Wealth is used to represent accrued capital 
gains. 

However, changes in the sample over time create aggregation prob- 
lems. Moreover, the number of observations is severely limited. Data 
typically are only available from 1954 and during that time there have 
only been a few capital gains tax changes. Furthermore, for a number of 
reasons, it is difficult to determine the timing with which tax changes 
actually affect investors’ behavior. To begin with, it can take indi- 
viduals some time to adjust their behavior to the new tax rate so there 
might be some lag before the new tax rates lead to changed behavior. 
The ability to carry forward previous losses also may result in a time 
lag. On the other hand, individuals may expect a change in the tax laws 
and change their behavior in advance. A final problem is the question 
of nonstationarity of the time series. If the time series used is non- 
stationary, standard statistical tests, such as t-ratios, will not be 
estimated correctly. i/ 

Auten (1983) performed experiments examining the 1978 and 1981 tax 
reforms using time series data on all taxpayers from 1951-1980. He used 
an average marginal. capital gains tax rate for taxpayers with over 
$50,000 of adjusted gross income (this group is 10% or less of all tax- 
payers but they represent a large share of capital gains). His experi- 
ments suggest both a direct and an indirect effect. The indirect effect 
refers to the effect of the tax change on asset prices, and it was esti- 
mated to account for 10 percent of the response of realizations to a 
change in the capital gains rate. Taking into account both of these 
effects, the tax reductions of 1978 were shown to increase revenue and 
the tax reform of 1981 to lose revenue. 

The time series study performed in 1985 by the Treasury Depart- 
ment 2/ used data from 1954 to 1982. In this study, the tax rates were 
based-on those for individuals with real income of $200,000 or more. 
They used two variables to proxy accrued gains: the value of corporate 
stock and personal income. The study looked at explained changes from 

1/ Auerbach (1988). A series is stationary if its stochastic proper- 
ties are invariant with respect to time. Many time series are nonsta- 
tionary. For example, GNP is nonstationary because of its growth trend. 

2/ Office of the Secretary of the Treasury (1985). - 
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year to year instead of each year's level. They found that the 1978 
reform increased revenue but that the 1981 reform lost revenue. 

The Congressional Budget Office (CBO) l/ used the same time series 
data as the Treasury Department but extended the sample period through 
1983. A constructed average of the capital gains tax rate for all 
income groups was used as the capital gains rate. Instead of looking at 
changes of realizations (like the Treasury Department), CBO looked at 
levels of realizations of net long term gains in excess of short-term 
losses. They found that revenues would move in the same direction as 
tax changes. 

In a 1988 study, 2/ the CBO used aggregate time series data and a 
weighted average marginal tax rate with weights based on predicted capi- 
tal gains realizations to avoid simultaneity. Salient conclusions of 
the study included: capital gains taxes cannot be raised too high with- 
out decreasing revenues; the 1986 tax reform increased revenues while 
the reduction of the top marginal. rate to 15 percent would reduce them; 
and very high income individuals have a much higher realization response 
than other income groups. The study also found the revenue maximizing 
capital gains tax rate to be between 26 percent and 32 percent; however, 
the standard errors on these estimates were so high that rates between 
17 percent and 100 percent could not be statistically ruled out. 

The Treasury Department (June 1988) 2/ estimated a similar equation 
to the CBO study but defined the dependent variable (realized capital 
gains) and the tax rate variables differently. The Treasury study tried 
to explain net short- and long-term gains whereas the CBO study only 
considered long-term gains. The tax rate used by the Treasury study is 
the average marginal tax rate of a sample of taxpayers who had more than 
$200,000 in adjusted gross income. The study found that the 1978 and 
the 1981 tax reforms produced large revenue gains. The long run elasti- 
city was estimated to between minus 0.62 and minus 1.55. 

Auerbach (1988) 41 concludes in his study that tax considerations 
influence heavily the-investor's decisions about when to realize capital 
gains but there is little convincing evidence of a strong permanent 
effect. Furthermore, the changes in individual capital gains tax pay- 
ments are a poor indicator of the efficiency or incidence of the policy 
and other changes of the tax treatment of capital gains may be better 
suited to achieve efficiency objectives. 

An examination of the econometric problems connected with time 
series studies of the effects of capital gains reductions was carried 
out at the U.S. Treasury by J. Jones, 5/ using times series data for - 

l! Congressional Budget Office (1986). 
?/ Congressional Budget Office (1988). 
?/ Darby et al. (1988). 
4/ Auerbach, op. cit. 
z/ Jones, J.D. (1989). 
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1948-1985. His dependent variable is total realized nominal capital 
gains and the tax rate is that of upper income taxpayers. Two basic 
measures of wealth were used: one is equity holdings and the other 
tradable wealth. The results were sensitive to the time period, and the 
measure of wealth. The elasticities he found were minus 1.2 for the 
short run elasticity and minus .9 for long-run elasticity. l/ The long- 
run elasticity found in his study is greater than those of most studies. 
Jones concludes that the lack of robustness in his estimates suggests 
that time-series data should not be used. Instead he suggests panel 
studies. 

3. Panel studies 

Using panel studies allows researchers to capture the heterogeneity 
of responses to tax changes while also allowing examination of the dyna- 
mic nature of the problem. The researcher is also able to use average 
income as a proxy for permanent income and wealth. Finally the exis- 
tence of lagged values for relevant variables provides useful instru- 
ments for regressions. 

Auten and Clotfelter (1982) carried out a study using data from a 
seven year panel study of taxpayers which includes all tax returns filed 
by a sample of taxpayers over the period from 1967-1973. The main pur- 
pose of their study was to distinguish between permanent and transitory 
responses. The data base contains a small sample of high income earners 
who are affected by capital gains tax changes and are responsive to such 
tax changes. The study found a very high transitory response and a 
permanent response yielding increased revenues. The 1978 and 1981 Tax 
Reform Acts were both replicated and were found to raise revenue. 

The Treasury Department in 1985 analyzed the result of the 1978 
capital gains tax reduction using a panel of cross sectional data, based 
on a sample of individuals from 1971-75. 2/ It found that both the 
transitory and permanent responses are large. The results suggest that 
revenues would increase with a tax decrease (and decrease with a tax 
increase). Both the 1978 and the 1981 acts would raise revenue according 
to this study. 

In a study combining cross-sectional and time series data, Lindsey 
(1986) divided taxpayers into six adjusted gross income classes and 
examined data for the years 1965-1982. He found that realizations were 
very sensitive to tax rates and that the revenue maximizing rate lies 
between 14 and 20 percent. In another study, 31 Lindsey found that the 
1986 tax reform reduced tax revenues from capital gains. 

l/ An elasticity above 1 in absolute value would lead to an increase 
in-revenues when the tax rate is lowered. 

2/ Office of the Secretary of the Treasury (September 19851, op. cit. 
J/ L. Lindsey (1987). - 



- 12 - 

Gillingham et al. carried out a panel study on the effects of 
lowering the capital gains tax. l-1 They use several years of taxpayer 
data from the Internal Revenue Service Statistics of Income. They 
pooled cross-sectional data from independent observations of a larger 
group. The time span of the data reflected the Revenue Act of 1978 and 
the Economic Recovery Tax Act of 1981. In this data set, high-income 
earners are heavily over-represented. 21 Gillingham et al. divided 
capital income into five sources: interest, dividends, business income, 
and short- and long-term capital gains. Since both gains and losses are 
considered, the problem that capital gains realizations may be clustered 
at zero is avoided. 31 The empirical results do not show evidence of 
income shifting from high to low taxed sources. 

The paper does not attempt to simulate any specific tax proposal. 
It instead simulates the effect of a one percent increase in each tax- 
payers marginal tax rate on long-term gains. It is assumed that the 
taxpayer remains in the same tax bracket and that his inframarginal 
rates are unaffected. The results are point estimates of the elasticity 
of realizations that indicate that a simulation study of any capital 
gains tax reduction should show revenue increases. 

Auten et al. 41 use data from a panel of federal income tax 
returns for 12,000-taxpayers over the period 1979-83. This set includes 
detailed information on individuals for the period during which tax 
changes took place. The panel was stratified to over-represent high- 
income taxpayers. When reviewing previous studies, the authors point 
out that a substantial part of the past variance in estimated realiza- 
tion elasticities may have been due to the simultaneity between marginal 
tax rates and capital gains realization and the failure to correct for 
sample-selection bias. Elasticities estimated by a number of specifica- 
tions are reported but they do not lend themselves to an unambiguous 
conclusion. The authors observe that the panel they used probably did 
not track individuals for a sufficiently long period to permit defini- 
tive results, and that without further knowledge about the effects of 
capital gains tax policies on GNP, interest rates, dividend payouts, and 
assets values, predictions about revenue consequences must be viewed as 
tenuous. 

l/ Gillingham et al. (1989). 
T/ Thus, there would be a sample selectivity bias on the estimated 

regression parameters. They correct for this by using weights that 
reflect the probability to be put into the data set based on income 
level. 

2/ To avoid the problem of endogeneity of the last dollar marginal 
tax rate, this study uses an instrumental variables approach. It 
entails deriving an exogenous measure of annual income, then calculating 
marginal tax rates and virtual income corresponding to the alternative 
income level. These are used as instruments for the observed values in 
the behavioral equation. 

4/ Auten et ai. (1989). - 
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4. A summary of the empirical. studies 

Table 3 summarizes some of the empirical studies reviewed in this 
paper. From the table it is obvious that there does not exist conclu- 
sive empirical evidence that a reduction in the capital gains tax rate 
would raise tax revenue in the long run. To be sure, several studies 
have demonstrated that realizations will increase if the tax rate is 
lowered, but these results are far from establishing that a reduction 
in the capital gains tax rate leads to a permanent increase of tax 
revenues. l/ - 

l/ A simple calculation demonstrates how much the frequency of 
realizing capital gains has to increase in order for the revenues to 
increase (see Auerbach, 1989). Assume that assets appreciate annually 
at a rate of 10 percent, one fourth of all assets are held until death 
and therefore never sold and that the remaining assets are sold once 
every ten years. Under these conditions the annual ratio of realized 
gains to assets would be 4.7 percent. Doubling this ratio, as suggested 
by the Treasury Department’s estimates, would require that all assets be 
sold and all capital gains be realized every year. The calculation may 
be unrealistic but it suggests that some of the revenue impact is Likely 
to be transitory rather than permanent. 
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Table 3. Capital. Gins Realization Elasticities 

Studies w-a T\?rpe 

Fe1 dstei n, Skmrod, 
and Yitzhaki (1980) 

X narik ( 1981) 

T. Individual Tax-Gtum Studies 

Cross-sect ion hi,yh-incow Brporate stocks 
sample, 1973 

Cross-section hi,@-incnrw 

sample, 1973 

Auten and Clotfelter Panel da ta3 mi Mle-incow 
(1982) sample, 1967 to 1973 

U.S. Treasury (1985) 

1-J. S. Treasury (1985) 

1J.S. Treasllry (1985) 

Lindsey (1987) 

Da+, Rllin,ghan, 
and (Creenlees (1988) 

Congressiow!l Rrtiget 
Office (15SS) 

Auer!wch (1988) 

Corporate stocks 

.All capita! 
assets 

Panel data 1971 to 1975 All capital 
assets 

Panel data 1971 to 1975 Corprate 
real estate 
other assets 

II. Aggregate Time-Series Studies 

Time series 1954 to 1985, 
all taspayet-s 

Pooled cross-section and 
tire series 1965 to 1982 

Tim2 series 1054 to 13315, 

a11 taxpayers 

The series 1954 to 1985, 
a11 taxpayers 

‘JIM series 1954 tfl 1986, 
all taxpayers 

All capital 
assets 

Al 1 capital 
asset 5 

Al 1 wpital 
assets 

All capi tql 

assets 

All capital 
assets 

-3.75 

-.44 to 

-.7o 

Short run: 
-.91 to -3.46 
Jnng run: 
-.3h to -1.45 

long nm: 
-1.16 to -?.? 

Tlq run: -2.07 
T,onp run: -.71 
L4mf; run: -.43 

Short nJn: -2.14 
L>np nln: -1.37 

!nnp nln: 
-.h:! to -1.55 

Inns Pni: 
-.79 to -.93 

Source: kpartwnt of the Treasurv, nffiw af TX Analvsis, ?~rch 1989. 
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5. Estimates of the possible revenue impact 
of the Administration’s proposal 

The Administration’s proposal for capital gains is more complex 
than a simple reduction in the capital gains tax rate. As already 
noted, the proposal also envisages a stepped phasing in of a longer 
holding period to qualify for the preferential capital gains. This is 
likely to result in an uneven revenue impact over the phasing-in period. 
Table 4 presents the Treasury Department evaluation of the Revenue 
impact of the proposal. 

Table 4. Revenue Effects of The President’s Capital 
Gains Proposal, Fiscal Years 1989-1999 

(Billions of dollars) 

Year 

Revenue Implications 
Phased-In 

Increased Three-Year Total 
Tax Rate Real i- Holding Other Revenue 
Reduction zations Period Factors l/ Effect 

1989 -1.6 2.4 
1990 -11.9 17.1 
1991 -17.6 21.8 
1992 -19.1 21.5 
1993 -20.2 22.3 
1994 -21.0 22.3 
1995 -21.5 22.9 
1996 -22.0 23.4 
1997 -22.5 23.9 
1998 -23.0 23.9 
1999 -23.5 24.5 

-- 

-- 

0.4 
1.0 

-7.4 
-2.3 

-11.7 
-0.1 

1.5 
1.5 

-0.1 0.7 
-0.4 4.8 
-0.7 4.9 

0.7 3.5 
-0.9 2.2 
-0.7 -6.8 
-1.1 -2.0 
-1.0 -11.3 
-1.1 0.2 
-0.6 1.8 
-0.7 1.8 

Source: Department of the Treasury (1989b). 

l/ Include effects of delaying gains until the effective date, the 
efTect of conversion of ordinary income to capital gain income, the 
effect of excluding depreciable assets and coLlectibLes, and the effect 
of 100 percent exclusion for certain Low income taxpayers. 



- 16 - 

These estimates indicate that the revenue effect of the President’s 
proposal will be positive not only in the short run but also in the 
Long-run (after the phase-in of the three-year holding period require- 
ment has been completed). In particular, the long-run revenue impact 
is estimated to be in the range of $1 billion to $2 billion annually. 
This estimate, however, is predicated on a significant response by tax- 
payers to the new tax regime, an assumption which is questioned by many 
researchers. Furthermore, the phasing-in requirement could Lead to 
substantial revenue losses in the medium term as taxpayers choose to 
postpone realization. The efficiency losses due to the lock-in effects 
could be rather substantial though such effects would be temporary. 

The revenue impact of capital gains tax rate reductions depends on 
the net efFects of two Large but offsetting factors (the loss in revenue 
from the rate cut and the gain in revenue from increased realizations), 
and therefore tends to be very sensitive to assumptions concerning those 
two underlying factors. In that connection, the Joint Committee on 
Taxation (JCT), by assuming a slightly different projected increase in 
the realization rate, estimates a revenue loss of $67 billion over the 
period 1989-99 I/ compared with the Treasury Department’s estimated 
revenue Loss of $0.2 billion. 

Some alternative proposals have been put forward. In particular, 
the House Ways and Means Committee proposed a 60 percent exclusion for 
capital gains. The top tax rate for capital gains would therefore be 
19.6 percent. The Joint Committee on Taxation (JCT) has issued a report 
on the distribution of the tax benefit of a 60 percent exclusion for 
capital gains and of indexing the basis for capital assets for infla- 
tion. The report finds that the indexation proposal is significantly 
less regressive than the capital gains exclusion (see Table 5). Both 
proposals are highLy regressive but since less wealthy individuals tend 
to purchase assets where a higher portion of the gains are inflationary, 
indexation is more favorable than exclusion for this group. 

1/ Ross D. and R. Peachman (1989). - 
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Table 5. Percentage Distribution of the Aggregate Tax Change 
of a Capital Gains Exclusion and a Proposal to Index 

the Cost Basis of Certain Capital Assets 

Income Class l/ 
(Thousands of-Dollars) 

Capital Gains Indexation of 
Exclusion 21 the Cost Basis 3/ 

(Percent)- (Percent) - 

Less than 10 0.2 0.3 
10 - 20 0.5 1.2 
20 - 30 1.4 2.6 
30 - 40 1.4 2.6 
40 - 50 1.9 4.6 
50 - 75 6.3 11.7 
75 - 100 6.3 10.5 
100 - 200 13.9 20.7 
Over 200 68.1 45.9 

Total 100.0 100.0 

Source : Hoerner (19891, et al. 

l/ Adjusted gross income plus excluded capital gains. 
71 Assumes the 60 percent exclusion that was in effect for 1985. 
31 Indexation of the cost basis for capital gains only, for inflation 

occurring from the time the property was acquired or 1914, whichever is 
later. 

IV. Some Other Considerations When Reforming 
the Capital Gains Tax Rate 

The focus of this paper has been on the revenue implications of 
changes in capital gains tax rates. The revenue implications are, how- 
ever, but one aspect, albeit important, of the impact of capital gains 
taxation. This section briefly reviews some of the other aspects of 
that impact, with particular attention being devoted to the implications 
of the various features of the tax system noted earlier for the effi- 
ciency of resource allocation. 

Lowering the capital gains tax rate would mitigate the lock-in 
effects associated with capital gains taxation, and wouLd ameliorate the 
arbitrary changes in the tax burden arising from interactions between 
the nominal tax base and changes in inflation. However, substantial 
Lock-in effects would likely remain due partly to other provisions of 



- 18 - 

the tax, including the step-up provision at death. l/ In addition, a 
single tax rate is unlikely to correct for the compiex interaction 
between inflation and effective tax rates that arise in a general 
equilibrium context. 

I,evying the tax on an accrual. rather than on a realization basis 
would address the Lock-in problem. Moreoqler, to the extent that taxing 
nominal rather than real capital gains may be the source of some of the 
lock-in effects--specifically, investors currently have an incentive to 
defer realizations whether gains are real. o.r nominal--placing the tax on 
an accrual basis wilL mitigate some of the problem arising from the use 
of a nominal base for capital gains taxation. However, the lack of a 
market value for all assets and the existence of liquidity constraints 
would make implementing such a reform difficult. 2/ In addition, this 
reform would not resolve the main issue arising fyom taking nominal 
gains, namely that of how to insulate effective tax rates against 
changes in inflation. All OECD countries tax capital gains when they 
are realized rather than as they accrue. 

The problem of taxing inflationary gains can be addressed by index- 
ing the tax base. 3/ The United Kingdom and Australia index capital 
gains. However, iT the system continued to be based on realizations, 
deferral problems arising from the fact that the investor can implic- 
itly earn interest on his tax liabilities by postponement would still. 
remain. 4/ Moreover, other forms of capital income might also have to 
be indexed to avoid creating new incentives to shift capital income from 
other sources to capital gains. Some increased tax arbitrage would be 
possible if only capital gains are indexed. For example, nominal inter- 
est could be deducted to finance an investment yielding capital gains 
income. However, if capital gains were indexed the Likelihood of other 
income to be indexed may increase. 

Proposals to index capitai gains and place the tax base on a reali- 
zation basis are broadly consistent with that approach to tax reform 
which emphasizes the elimination of the preferential tax treatment of 
various assets. Moreover, since they directly address some of the 
problems arising from the current tax treatment of capital gains, such 
reform proposals would appear to be preferable to resorting to a cut in 

.- 

1/ This specific provision could be eliminated either by requiring 
realization at death or by assuming the heirs acquired the relevant 
assets at the same cost basis as the original owner. 

21 An alternative would be to continue to base the tax on realiza- 
tions, but to have the tax rate increase over time reflecting the value 

of the deferral. However, under that scheme the problem of the tax 
being based on nominal gains would remain since the inflationary compo- 
nent varies across assets and over time. 

3/ It should be noted that the choice of index would likely prove 
controversial. 

4/ For a discussion of this issue, see Pechman (1987). - 
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the capital gains tax rate. However, one of the stated reasons for 
introducing a Lower capital gains tax rate is that it would stimulate 
entrepreneurial activity and investment patterns that favor innovations 
and Long-term growth. Since the fraction of realized capital gains out 
of venture capital to the overall Level of capital gains is very small, 
other more direct methods of eliminating some of the tax burden for 
these projects in conjunction with the elimination of tax preferences 
might be considered as an alternative. A/ 

In this connection, one of the effects of resorting to a cut in the 
capital gains tax rate is that that would tend to create additional 
incentives to transform relatively highly taxed income into Lower taxed 
capital gains with revenue, allocative, and equity implications. Speci- 
fically, a lower tax burden on capital gains than on dividends would 
tend to encourage firms to alter their financial policies in favor of 
reducing dividends and increasing retained earnings. Furthermore, there 
might be an increased incentive for corporate restructuring or share 
repurchases. 2/ 

V. Conclusion 

Reducing the tax rate on capital gains would increase realizations. 
Moreover, it is Likely that some gains will be realized which otherwise 
would have been transferred at death with adverse tax revenue implica- 
tions. However, whether long-run tax revenues would increase depends on 
whether the Long-run (dynamic) response of realizations is Large enough 
to offset the direct (static) revenue effect of the Lower tax rate. 
Existing empirical research indicates that the timing of realizations is 
sensitive to tax changes (or the announcement of tax changes 3/) but is 
inconclusive on the subject of whether there is Likely to be a Long-run 
increase in revenue, although no study claims that tax revenues would, 
on a permanent basis, increase by very much. In this connection, the 
Administration estimates that their proposal would result in a revenue 
increase of $4.9 billion in fiscal 1991 but that the phasing in of a 
Longer qualifying holding period may substantially decrease revenues 
during the transition years. 

l/ This argument presumes that entrepreneurial activity deserves 
preferential treatment. 

21 Instead of paying out dividends, a firm could pay out its retained 
earnings by acquiring another company. When another company buys the 
stocks in a cash transaction, the capital gains are realized and capital 
gains taxes may have to be paid. However, with a Lower capital gains 
tax rate, the stock owners may be more inclined to accept an offer Lead- 
ing to corporate restructuring. 

3/ A temporary revenue effect could also be achieved by announcing - 
an increase in the capital gains tax rate to take place some time in 
the future. 
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While the revenue implications of the Administration’s proposal are 
clearly important, that proposal also has the potential for a signifi- 
cant impact on resource allocation. In this connection, it was pointed 
out above that in the United States the current system for taxing capi- 
tal gains has a number of features which alter investor incentives and, 
further, different assets tend to face differing tax treatments. For 
example, concerning the former, capital gains taxes are Levied on 
realizations rather than accruals and on nominal rather than real gains. 
The first tends to lower the effective tax rate while the second serves 
to increase the tax burden-- in times of high inflation, the tax may even 
result in negative real rates of return. Concerning the latter, the 
point is that the current capital gains tax system is embedded in a 
structure which, for example, already grants preferential tax treatment 
to some assets such as owner-occupied housing and which moreover affects 
the source of financing as a result of treating debt and equity differ- 
entially. 

Against that complex background, Lowering the capital gains tax 
rate might serve to mitigate some of the adverse resource allocation 
effects of the current structure but only at the expense of exacerbating 
others. For example, it might serve to ameliorate the fact that nominal 
rather than real capital gains are subject to taxation while at the same 
time creating an incentive for tax arbitrage out of more heavily taxed 
forms of capital income. Underlying this result is the more general 
observation that direct rather than indirect solutions to sources of 
resource misallocation may be preferable--for example, if the concern 
is with insulating the capital gains tax from the impact of inflation, 
indexing the tax system might well be preferable to relying on ad hoc 
adjustments to tax rates. These types of considerations, in addition to 
its revenue implications, should be kept in mind when evaluating the 
Administration’s proposal. 
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