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Executive Summary

Proponents of cutting the capital gains tax rate cite economic studies showing increases in

economic growth and realizations of gains, and even higher revenue for government.  Opponents argue

that a capital gains tax cut is unfair because it only benefits the rich.  But neither side argues from a

position of principle.  The real question is: Are gains in the value of assets income like any other form of

income — such as wages, dividends, rent and interest?  Or are they not income?

For most of American history, the question was moot, because the definition of income is

important only if income is taxed.  However, during the Civil War, Congress instituted an income tax and

the question of taxing capital gains arose.  In the case of Gray v. Darlington, the U.S. Supreme Court

ruled that capital gains are not income:

The advance in the value of property during a series of years can, in no sense, be

considered the gains, profits, or income of any particular year of the series, although the

entire amount of the advance be at one time turned into money by sale of the property....

It constitutes and can be treated merely as increase of capital.

Even after the 16th Amendment authorized an income tax, several Supreme Court decisions

indicated that capital gains are not income.

� In Lynch vs. Turrish, 1918, the Court ruled that realizing a capital gain did not constitute in-

come.  “Indeed,” the Court said, “the case decides that such advance in value is not income at

all, but merely increase of capital and not subject to tax.”

� And in Eisner vs. Macomber, it ruled stock dividends were not taxable income, holding that

“Enrichment through increase in value of capital investment is not income in any proper mean-

ing of the term.”

But then, in a series of decisions beginning in 1921, the Court stated definitively that capital gains

are taxable as income.  Since capital losses were fully deductible against gains, taxation of capital gains

netted little revenue for the federal government, and may even have lost it money.  Because income tax
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rates were so high, up to 73 percent in 1921, there was a lock-in effect as investors held on to appreciating

assets until they had losses to offset the income tax.  So in 1921 Congress created a preferential tax rate on

capital gains of 12.5 percent.

Since then, the debate has centered mainly on whether or not capital gains should be taxed as

ordinary income.  Proponents of this approach depend primarily on the definition of income developed by

economists Robert M. Haig and Henry Simons, which defines income as all consumption during the

course of a year plus the change in net worth.

The Haig-Simons definition of income implicitly supports the double taxation of capital.  Capital

gains only arise in the case of an income-producing asset (with the exception of collectibles).  Thus an

asset’s value is simply the discounted present value of the future flow of income (rent, interest or

dividends) associated with it.  Taxing both the income stream from a capital asset, and the value of the

underlying asset, is taxing the same income twice.

The Haig-Simons definition of income is an ideological opinion supporting a more egalitarian

society.  It ignores the crucial distinction between capital and the income produced by it.  Furthermore, it

suggests gains should be taxed as they accrue, whether or not the asset is actually sold!  However, Haig-

Simons supports the full deductibility of losses in capital value, and the adjustment of capital gains for

inflation.  If these two adjustments were allowed, most capital gains would disappear.

� Indeed, from 1917 to 1921, when capital losses were fully deductible from ordinary income, the

federal government had negative revenue from the capital gains tax.

� Economist Robert Eisner found there were no real capital gains whatsoever from 1946 to 1977.

� After adjusting for inflation, households suffered a real loss of $321 billion on nominal capital

gains of $3 trillion during this period.

Insofar as a reduction in the capital gains tax is a move toward ultimate exclusion of capital

gains from taxable income, it is welcome.  But supporters of a lower rate would greatly strengthen their

case if they argued that capital gains should not be taxed at all as a matter of principle.
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Introduction
Later this year, there is likely to be a renewed effort in Congress to cut

the capital gains tax rate — something conspicuously absent from the re-
cently-passed tax bill.  Proponents of this change will cite economic studies
showing increases in economic growth, realizations of gains and even higher
revenue for the government.1  Opponents will dispute these points, but mainly
argue that a capital gains tax cut is unfair because it only benefits the rich.2  If
history is any guide, neither of these arguments will be decisive.  In the end,
whether the capital gains tax rate is cut or not will be solely a function of
politics.

Thus whether the capital gains tax is cut or not, it will remain a politi-
cal football, as it has been almost continuously since 1921 when the first
capital gains preference was enacted.  It would be far better for Congress to
resolve once and for all whether capital gains are income like any other form
of income — such as wages, dividends, rent and interest — or are not income
at all.  If it accepts the former, it should move not only to tax capital gains as
ordinary income, as was the case from 1914 to 1921 and from 1987 to 1990,
but also to tax accrued capital gains on an ongoing basis, regardless of
whether such gains are realized.  If it accepts the latter, then capital gains
should be completely removed from the tax base and not taxed at all.  The
alternative is to keep raising and lowering the capital gains tax rate depending
simply on which way the political winds are blowing.

Are Capital Gains Income?
The issue of capital gains taxation was of no importance during most

of our nation’s history because there was no income tax and therefore no effort
to tax capital gains by the federal government.  It became a problem when an
income tax was imposed for the first time during the Civil War.3  During the
time this legislation was in effect, the government taxed capital gains as
ordinary income.

Supreme Court Decision in Darlington.  After the war, a case came
before the Supreme Court in which it was argued that capital gains did not
constitute income within the meaning of the law because, unlike wages or
other forms of income, capital gains often accrued over many years.  It was
incorrect, therefore, to tax such gains as if they arose entirely within the course
of a single year.  The Court agreed with this argument, concluding that capital
gains are not, in fact, income.  In the case of Gray v. Darlington the Court
ruled as follows:

The question presented is whether the advance in the value of the
bonds, during this period of four years, over their cost, realized by their
sale, was subject to taxation as gains, profits, or income of the plaintiff
for the year in which the bonds were sold.  The answer which should

“It would be better for
Congress to resolve once and
for all the issue of whether
capital gains are income.”
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be given to this question does not, in our judgment, admit of any doubt.
The advance in the value of property during a series of years can, in no
sense, be considered the gains, profits, or income of any particular year
of the series, although the entire amount of the advance be at one time
turned into money by sale of the property....

The mere fact that property has advanced in value between the date of
its acquisition and sale does not authorize the imposition of the tax on
the amount of the advance.  Mere advance in value in no sense
constitutes the gains, profits, or income by the statute.  It constitutes and
can be treated merely as increase of capital.4

The case had no practical effect, however, because the same year the
decision was handed down Congress refused to reauthorize the income tax and
it ceased to exist.  Nevertheless, an important precedent was established.

In 1894, another income tax became law, but before any capital gains
cases could be heard, it was declared unconstitutional in the case of Pollock v.
Farmers’ Loan and Trust Co.5  This case concluded that an income tax was a
direct tax and thus must be apportioned among the states according to Article I
of the Constitution.

Supreme Court Decisions under the 16th Amendment.  Passage of
the 16th Amendment to the Constitution in 1913 opened the way for enactment
of the present income tax.6  It was not long before a capital gains case was
brought to the Supreme Court.  In 1918, the Court heard a case identical to
Darlington, Hays v. Gauley Mountain Coal Co.  It concluded that capital gains
by a corporation were taxable under the corporate income tax, but only by
making a very fine distinction between the precise wording of the current law
and the previous law.

“Gains, profits, and income for the year ending the thirty-first day of
December next preceding” (Act of 1867) conveys a different meaning
from “the entire net income...received by it...during such year” (Act of
1909).  The former expression, as this court held (15 Wall. 65), denoted
“such gains or profits as may be realized from a business transaction
begun and completed during the preceding year” with the exceptions
already mentioned.  The expression “income received during such
year,” employed in the Act of 1909, looks to the time of realization
rather than the period of accruement, except as the taking effect of the
act on a specified date (January 1, 1909), excludes income that accrued
before that date.7

A commentator at the time said that the Court had dealt with
Darlington in a “high-handed manner,” and “redefined income” in Gauley
Mountain.8  A more recent commentator has noted, “The distinction between
income ‘for’ a year ending on a certain date and income received ‘during’ the
year seems extremely technical as there is no income at all ‘for’ a year unless
some conversion of increased value to cash, or its equivalent, has occurred.”9

“The issue of capital gains
taxation was of no impor-
tance during most of the
nation’s history because
there was no income tax.”
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Adding to the confusion, just a few days after the Gauley Mountain
decision, the Supreme Court handed down another decision going in almost
the opposite direction.  In Lynch v. Turrish, the Court decided that realizing a
capital gain did not constitute income because it was merely an asset conver-
sion from one form to another, from unrealized gain to cash.  “Indeed,” the
Court said, “the case decides that such advance in value is not income at all,
but merely increase of capital and not subject to tax.”10

This ruling seems to uphold the earlier decision in Darlington that
capital gains are not income.  In the words of a recent commentator, “Turrish
thus provided strong support for the belief that Darlington was valid precedent
and that capital gains occurring outside the business context were not in-
come.”11

The following year, 1919, the Supreme Court again revisited the
capital gains question.  In Eisner v. Macomber, the Court was asked to decide
whether a stock dividend constituted taxable income.  It concluded that such
dividends are not income.  “Enrichment through increase in value of capital
investment is not income in any proper meaning of the term,” the Court held.12

Despite these rulings, the federal government continued to collect
income taxes on capital gains.  This gave rise to a Federal District Court case
in 1920, Brewster v. Walsh.  Following the logic of the earlier Supreme Court
cases, the District Court held that capital gains are not income.  As Judge
Thomas wrote:

The sale of capital results only in changing its form and, like the mere
issue of a stock dividend, makes the recipient no richer than
before....Therefore, under the authority of Gray v. Darlington, which
is approved in Lynch v. Turrish, I feel constrained to hold that the
appreciation in value of the plaintiff’s bonds, even though realized by
sale, is not income taxable as such.13

Commenting on this case, the New York Times agreed wholeheartedly
with the philosophy.  Capital gains, it stated firmly, are not income.

Income is an addition to capital value, something which may be
severed from it and still leave the capital undiminished, like a crop from
land.  Income is a flow.  Capital is a fountain.  Profit from a sale is not
a flow.  It cannot be repeated, the transaction being final.  An income
tax is a recurring tax, and ought to be confined to the tax period....The
economic distinctions between capital and income is one of natural
law, independent of either statutes or Constitutions.  The Constitution
controls the procedure of Congress, but the Constitution and Congress
together would find difficulty in defeating natural law.14

Supreme Court Decides Gains Are Taxable.  Finally, the Supreme
Court moved to resolve the question of whether capital gains were taxable
once and for all.15  In a series of cases, the leading one being Merchants Loan

“In a series of flip-flops, the
Supreme Court held that
capital gains are income, then
that they are not, and then
again that they are.”
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and Trust Co. v. Smietanka, the Court stated definitively that capital gains are
taxable under the income tax.16  At this point, in 1921, the capital gains ques-
tion ceased to be one for the courts and entered the realm of politics and
economic analysis, which have governed the debate ever since.

This is not to say that the Court decided the case correctly.  At the time,
the Court was criticized for not taking economic analysis into account when
defining the term “income.”  Said one commentator, “The Supreme Court has
evinced slight regard for the science of economics when solving purely consti-
tutional problems.  Just as they refused in differentiating direct and indirect
taxes to apply the economic tests of shiftability, incidence, and consciousness
of paying, so in determining meaning of income, they will have none of the
economists’ analogies to ‘tree and fruit,’ ‘fund and flow.’”17  Fred Rogers
Fairchild of Yale probably spoke for most economists of the day when he said,
“the weight of economic authority supports the theory that mere growth in
value of capital is not income.”18

More recent commentators have been equally critical of the Court’s
reasoning.  In the words of Van Mayhall:

A clear case may be made for the proposition that in the early
development of our capital gains tax structure, this country chose the
wrong path, from which no return has been possible.  In short, it may
be argued that the country adopted an incorrect approach to the taxation
of capital transactions, resulting in a needlessly complex taxation
system.19

Marjorie Kornhauser believes that the Court’s precedents would have
supported a decision against taxing capital gains under the income tax.  What
tipped the balance was not logic or precedent, but the political, economic,
administrative and constitutional concerns of 1921.  The nation had just come
out of World War I, the debt was large and the economy in a recession.  De-
priving the government of its ability to tax capital gains would have reduced
federal revenue at a time when it was needed and put the Court at odds with
the Congress on an issue — taxation — to which it has historically deferred.20

Deductibility of Capital Losses.  In truth, eliminating capital gains
from the tax base might not have deprived the government of any revenue at
all.  Indeed, during the period from 1917 to 1921, the federal government had
negative revenue from the capital gains tax, since capital losses exceeded gains
by $213 million.21 It is important to remember that at this time capital losses
were fully deductible from ordinary income.  Thus it is not surprising that
investors simply held onto their gains free of tax, while realizing all of their
losses for tax purposes, resulting in a net revenue loss for the government.

Full taxation of gains as ordinary income — at rates that went as high
as 73 percent in 1921 — combined with full deductibility of losses also created

“In 1921, the capital gains
question ceased to be one for
the courts and entered the
realm of politics and eco-
nomic analysis.”

“During the period from
1917 to 1921, the federal
government had negative
revenue from the capital
gains tax, since capital losses
were fully deductible from
ordinary income.”
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a massive lock-in effect.22  Investors were stuck in their investments, unable to
trade or reinvest their gains because of the punitive tax situation.  This is what
led Congress to establish a preference for capital gains for the first time.  In
the 1921 tax act, Congress provided that net gains over losses on assets held at
least two years could be taxed at a flat rate of 12.5 percent.  This led to a very
sharp increase in capital gains realizations, with the government unquestion-
ably taking in more revenue at the new, low rate than at the old, high rates.
The data are presented above.

The 1921 legislation was unsatisfactory, however, owing to the asym-
metrical treatment of capital gains and losses.  Losses could still be deducted
against ordinary income at rates that went as high as 58 percent in 1922 and
1923, while gains were taxed at a maximum of 12.5 percent.  Treasury Secre-
tary Andrew Mellon, therefore, asked Congress to resolve this asymmetry and
either treat gains and losses alike or stop taxing capital gains altogether.
Mellon made it clear that the latter was his preference:

“After 1924, there was a pre-
ferential rate for gains, and a
limit on deductibility of
losses.”

Capital Gains and Losses
(millions of dollars)

Source: Lawrence Seltzer, The Nature and Tax Treatment of Capital Gains and
Losses (New York: National Bureau of Economic Research, 1951), p. 367.

1917 318.2 70.0 248.2

1918 291.2 359.3 -68.1

1919 999.4 736.6 262.8

1920 1,020.5 1,037.0 -16.5

1921 462.9 1,102.0 -639.1

1922 991.4 759.6 231.8

1923 1,168.5 976.8 191.7

1924 1,513.7 476.8 1,036.9

1925 2,932.2 359.7 2,572.5

1926 2,378.5 212.8 2,165.8

1927 2,894.6 276.1 2,618.5

1928 4,861.8 357.4 4,504.4

1929 4,769.3 1,876.7 2,892.6

Year Net Gain Net Loss Total
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It is believed that it would be sounder taxation policy generally not to
recognize either capital gain or capital loss for purposes of income tax.
This is the policy adopted in practically all other countries having
income tax laws, but it has not been the policy in the United States.  In
all probability, more revenue has been lost to the government by
permitting the deduction of capital losses than has been realized by
including capital gains as income.23

In the 1924 tax act, Congress moved to fix the problem by allowing
only 12.5 percent of net capital losses against ordinary income.  Unfortunately,
no serious consideration was given to removing capital gains from the tax base
— then or since.24  Indeed, even many of those favoring preferential treatment
for capital gains refuse to take seriously the argument that they should not be
taxed at all.25

The British View of Capital Gains.  Mellon alludes to the fact that
capital gains historically were not taxed in other countries and this is true,
especially in Britain and many former British colonies such as Canada, Austra-
lia and New Zealand.26  The reason for not taxing capital gains in Britain
mainly derived from a different concept of income.  In Britain, income for tax
purposes emphasized its regular or annual nature.  Consequently, occasional,
extraordinary, or temporary sources of income were not considered income for
tax purposes.  Thus such things as lottery winnings, one-time payments for a
book or article, or occasional capital gains on the sale of stocks or land were
not considered taxable income and were not taxed.

It is hard to say how this concept arose.  It may have arisen from the
fact that for many years the income tax in Britain was considered a temporary
measure.  It was first imposed in 1799, but expired in 1802.  It was reintro-
duced in 1803 and repealed in 1816.  In 1842 another income tax was imposed.
Like earlier income taxes, it was widely viewed as a temporary measure.  In
fact, Prime Minister Robert Peel suggested at the time the tax was introduced
that it would be needed for just three to five years.27

Although the 1842 income tax proved, ultimately, to be a permanent
feature of British law, many of its features, as they developed, were based on
the assumption that it was temporary.  Consequently, there was a concern for
people who realized temporary income during the time the income tax was in
effect, such as the sale of an asset which had appreciated for many years before
the tax existed.  It was felt that it would be unfair to tax such one-time income
sources the same way that regular incomes, such as wages, rent or interest,
were taxed.

The British tax system had separate tax schedules for different types of
income.  Capital gains fell under Schedule D.  However, for income to be
taxable under this schedule it needed to arise on an annual basis.  A 1920
Royal Commission report explains why this requirement excluded capital
gains from taxation:

“In Britain, most capital
gains originally were not
considered income and not
taxed.”
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It will be noticed that the word annual is prominent, and although
“annual” sometimes means no more than “calculated by reference to
a year,” yet in fact this use of the term “annual profits” in the charging
words of Schedule D has had in general the effect of excluding from
Income Tax liability all profits that are not annual profits in the sense
of being likely to recur annually.  Casual, non-recurring or occasional
profits arising from transactions that do not form part of the ordinary
business of the person who makes them are accordingly held not to be
within the scope of the Income Tax, and consequently escape taxa-
tion.28

Of course, the distinction between casual and annual profits would
extend to other forms of income in addition to occasional capital gains.  It also
means that individuals who made their income primarily from capital gains on
a regular basis would pay tax on such gains, since for them such income
would be considered regular in nature.  The result was great confusion and
controversy about what was taxable income and what was not.  U.S. tax
reformers frequently called attention to these problems in the British practice
to argue against special treatment for capital gains in the U.S.29

Nevertheless, the British practice of not taxing occasional capital gains
survived for 120 years.  As recently as 1955, another Royal Commission
recommended retention of the system, despite heavy criticism from tax re-
formers.30  In the 1960s, however, the Labor Party finally abolished the tax-
free status of capital gains and introduced a U.S.-style tax system.31  Canada
soon followed.32

Still, the point raised by the historical British practice is a valid one:
Do occasional, unexpected gains constitute “income” in a meaningful sense?
Does not the concept of “income” imply regularity and consistency?  This was
certainly the view of many economists at the time the Supreme Court decided
that capital gains were “income.”  For example, in his presidential address to
the American Economic Association in 1923, Carl Plehn of the University of
California stated that, “Income is essentially wealth available for recurrent
consumption, recurrently (or periodically) received.  Its three essential charac-
teristics are: receipt, recurrence and expendability.”33

Before 1921, lower courts also ruled that regularity was an essential
quality of “income” that capital gains necessarily do not have.  For example,
in a 1918 case, Judge Learned Hand ruled that the discharge of a debt did not
constitute taxable income because it lacked regularity.  The term “income,” he
wrote, “unquestionably imports, at least so it seems to us, the current distinc-
tion between what is commonly treated as the increase or increment from the
exercise of some economically productive power of one sort or another, and
the power itself, and should not include such wealth as is honestly appropri-
ated to what would customarily be regarded as the capital of the corporation
taxed.”34

“Before 1921, lower U.S.
courts also ruled that regular-
ity was an essential quality of
‘income,’ a quality that
capital gains necessarily do
not have.”
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Is a Tax on Capital Gains a
Double Taxation of Capital?

Since the 1920s, theoretical arguments about capital gains taxation
have principally revolved around efforts by self-styled tax reformers to get rid
of the capital gains preference.  In general, the reformers have relied on a
definition of income developed by Robert M. Haig and Henry Simons to press
for full taxation of capital gains as ordinary income.  Known as the Haig-
Simons definition of income, it consists of all consumption during the course
of a year plus the change in net worth.35  Thus, under Haig-Simons, even
unrealized capital gains would be subject to taxation (and theoretically, unreal-
ized losses would be deductible).36

It is hard to say why the Haig-Simons definition of income achieved its
status as the “official” definition universally used by economists and tax
lawyers.  Part of it has to do with its simplicity and part to the vigor with
which some of its adherents have promoted it as the only theoretically pure
definition of income.  The latter would include especially economists associ-
ated with the Brookings Institution, such as Joseph A. Pechman and Richard
Goode.37

The Distinction between Income and Capital.  The central problem
with the Haig-Simons definition of income as it relates to capital gains is that
it implicitly endorses the double taxation of capital.  The fact is that capital
gains only arise in the case of an income-producing asset (except, obviously, in
the case of collectibles).  The value of the asset is simply the discounted
present value of the future flow of income associated with that asset (e.g., rent
in the case of real estate, interest in the case of bonds and corporate profits in
the case of stocks).  Thus, if the income stream (rent, interest profits/divi-
dends) is taxed, then any additional tax on the underlying asset (real estate,
bonds, stocks) must necessarily constitute a double tax on the same income.

Of course, asset values rise and fall all the time with no change in
income.  But permanent changes only come about because of a permanent
increase in income flows.  As the great economist E.R.A. Seligman put it,
“Capital is a capitalization not simply of present or actual income but of the
present worth of all future anticipated incomes.  There can be no permanent
change in the value of the capital unless there is at least an anticipated change
in future income.”38 More recent analyses confirm Seligman’s characterization.
As Richard Kopcke of the Federal Reserve Bank of Boston recently wrote in
the bank’s economic journal:

According to common financial theories, an asset’s price depends on
its prospective income.  In applying this description of asset prices, this
article concludes that capital gains are not necessarily a proper element

“Under the Haig-Simons
definition of income, an
increase in the value of an
asset would be subject to
taxation even if it’s not sold.”

“Decreases in the value of an
unsold asset would be
deductible.”
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of taxable income separate from ordinary income, because these gains
(or losses) reflect changes in the prospective income offered by assets.
When this income is itself taxed fully, the asset’s price, and any
changes in its price, tend to reflect the tax burden on this income.  In
these circumstances, a capital gains tax imposes an additional levy
beyond that on ordinary income, which effectively imposes a rela-
tively high tax rate on any changes in an asset’s earnings.  Conse-
quently, a levy on capital gains is a poor substitute for an income tax.
Only changes in an asset’s earnings generate taxable capital gains; the
initial earnings would remain untaxed.39

Double Taxation of Bonds.  Perhaps the clearest case of the capital
gains tax being a double tax relates to bonds.  Bonds are issued at par with a
fixed income flow that is determined by the market rate of interest at the time
of issue.  However, the price of the bond may rise and fall as market interest
rates change over the life of the bond.  Since the nominal income flow is by
definition unchanged, it is hard to see how selling a bond at a profit ever
creates income in the aggregate — any gain to the seller in terms of command
over resources is exactly offset by a loss to the buyer.  As Martin J. Bailey
explains:

Additions to wealth that result from a fall in the real interest rate are not
income.  Permanent income does include accruals to wealth due to all
other causes, because such accruals could be consumed without
impairing the ability to go on consuming at the same level forever.  In
contrast, consuming additions to wealth that result from a fall in the
interest rate would impair the ability to go on consuming at the same
level.  A change in wealth due to changes in the interest rate reflects a
price change, not a tangible change in goods available.40

Effect of Capital Gains on National Income.  Confirming the broad
acceptance of the principle that capital gains do not constitute income is the
fact that the National Income and Product Accounts of the United States, from
which the gross domestic product is calculated, have never included capital
gains as part of the nation’s economic income.  Nobel Prize-winning econo-
mist Simon Kuznets, father of the national income accounts, explains, “Capi-
tal gains and losses are not increments to or drafts upon the heap of goods
produced by the economic system for consumption or for stock destined for
future use, and hence they should be excluded.”41  In 1998, $414.2 billion of
capital gains included in adjusted gross income for tax purposes were ex-
cluded from personal income in the national income accounts.42

Neither Haig nor Simons ever addressed this argument.  In truth, their
rationalization for taxation of capital gains rested more on ideological grounds
than scientific analysis.  As Haig once put it, “an income tax which would
allow capital gains to escape unscathed would, in this country at least, be an

“If the income stream of an
asset is taxed, any additional
tax on the asset is a double
tax.”

“Capital gains and losses are
not counted in the calculation
of GDP.”
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ethical monstrosity.”43  Simons took the same basic view.  “The main and
decisive case for inclusion of capital gains rests on the fact that equity among
individuals is impossible under an income tax which disregards such items of
gain and loss,” he wrote.44

Thus, for all its presumed scientific precision, it turns out that the Haig-
Simons definition of income is nothing more than an opinion based on ideo-
logical preferences for a more egalitarian society.  In any event, the U.S. tax
system does not remotely correspond to a pure Haig-Simons tax base.  If it did,
there would, for example, be no corporate income tax, which even Simons and
other Haig-Simons adherents concede is a pure double tax when dividends are
also taxed.45

Thus, one can argue that while a pure Haig-Simons approach might be
an improvement — it would at least eliminate the lock-in effect, since the tax
would no longer depend on whether an asset was held or sold — it makes no
sense to argue that Haig-Simons demands full taxation of capital gains while
ignoring all the other exceptions to a comprehensive tax base in our current tax
system.46  If supporters of eliminating the preference for capital gains wish to
cite Haig-Simons in support of their position, they must also be willing to
accept all the rest of the definition as well, which would, among other things,
require taxation of unrealized gains, taxation of imputed income (such as the
rent one receives for living in one’s own home) and abolition of the corporate
income tax.  One cannot pick and choose.

Adjusting Capital Gains for Inflation.  Finally, regarding capital
gains, it is important to know that Haig and Simons both accepted the principle
that all gains should be adjusted for inflation before being taxed.  As Haig
wrote in 1921:

If income is defined as the total accretion in one’s economic strength
between two points of time, as valued in terms of money, it is clear that
his income will reflect every change in the value of money between
those two points of time in so far as the items entered on the balance
sheets at those times affect the computation.  If the level of prices goes
up 10 per cent the money value of my assets will ordinarily follow at
a like rate.  That particular increase in value does not really indicate an
increase in my economic strength.  My power to command economic
goods and services has not increased, for the money-value of these
goods and services has likewise increased….  If it were possible to
modify the concept of taxable income so as to eliminate this variation
it would certainly be desirable to do so.47

Simons conceded that most capital gains are “largely fictitious” once
inflation is taken into account.  In principle, he said, tax law should adjust

“Both Haig and Simons
agreed all gains should be
adjusted for inflation before
being taxed...[and] Simons
conceded that most capital
gains are ‘largely ficti-
tious.’”
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gains and losses for changes in the price level.  “Considerations of justice
demand that changes in monetary conditions be taken into account in the
measurement of gain and loss,” Simons wrote in 1938.48  Numerous studies
have documented that failure to index capital gains for inflation has subjected
taxpayers to significantly higher taxes.  [See Figure I.]

� In 1973, taxpayers realized nominal gains of $4.5 billion, but a real
loss of $1 billion.49

� In 1977, taxpayers paid taxes on $5.7 billion of nominal gains that
actually represented a real loss of $3.5 billion.50

� In 1981, taxpayers paid taxes on $17.7 billion of nominal gains that
represented a real loss of $5 billion.51

� In 1985, nominal gains amounted to $78.8 billion, but real gains
came to just $63.5 billion.52

FIGURE I

Taxable Capital Gains versus
Real Gains for Selected Years

Billions

Source: U.S. Treasury Department, Congressional Budget Office and others.
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� In 1993, nominal gains of $81.4 billion fell to $39.5 billion when
adjusted for inflation.  (Disregarding current limits on the deductibil-
ity of losses would produce a nominal gain of $71.9 billion and a real
loss of $19.4 billion.)53

� Over the entire period from 1946 to 1977, economist Robert Eisner
found that there were no real capital gains whatsoever.  On balance,
he found that households suffered a real loss of $231 billion on
nominal gains of almost $3 trillion.54  [See Figure II.]

Conclusion
In conclusion, there is a long line of analysis and court cases to the

effect that capital gains are not income.  And the main argument for taxing
gains from a theoretical point of view, Haig-Simons, is deeply flawed.  Yet
accepting Haig-Simons would at least require full adjustment of gains for
inflation, which would virtually wipe out all taxable gains in the aggregate.

FIGURE II

Taxable Capital Gains versus Real Gains
(1946-1977)

Source: Robert Eisner, “Capital Gains and Income: Real Changes in the Value of
Capital in the United States, 1946-77,” in Dan Usher, ed., Measurement of
Capital (Chicago: University of Chicago Press, 1980), p. 343.
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in, from 1946 to 1977
households suffered a real
loss of $231 billion on
nominal capital gains of
almost $3 trillion.”
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While there are many people who argue for a capital gains preference,
and even support lowering the tax rate to zero, few have grounded their case
on the fundamental principle that capital gains are not income.55  They should
make this argument consistently because it raises the case from the realm of
political expediency or even economic efficiency, to the level of principle.
Doing so at least gives advocates of lower capital gains a firmer foundation
when confronted by those making a principled argument for not doing do, on
the grounds that capital gains should really be taxed like ordinary income.

NOTE: Nothing written here should be construed as necessarily reflecting the
views of the National Center for Policy Analysis or as an attempt to aid or
hinder the passage of any bill before Congress.

“Capital gains are not
income, but accepting the
main argument for taxing
them would require fully
adjusting for inflation, which
would wipe them out.”
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