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Executive Summary

In May 2003, President George W. Bush signed into law his investment tax cut.  This package in-

cluded accelerated reductions in income tax rates, a cut in the dividend tax from 39.6 percent to 15 percent 

and a reduction in the capital gains tax from 20 percent to 15 percent.  The purpose of the Bush tax cut 

was to provide an incentive for more domestic capital investment, more business spending and a turn-

around in the stock market, which lost $6 trillion in value after the technology bubble burst in 1999-2000.  

The terrorist attacks of September 11, 2001, caused a further plunge in the stock market, a drought of 

business investment and job layoffs.  Bush declared that a change in fiscal policy — particularly tax policy 

— was necessary to stimulate a fragile economy and avert a long and deep recession similar to what the 

United States experienced in the late 1970s and early 1980s.  

This study examines how the economy has responded to this investment tax stimulus, with special 

emphasis on the reduction in the tax on capital gains (income from the sale of an investment).  It also ex-

amines the historical evidence of how the economy has responded to changes in the capital gains tax rate.  

It concludes that the lower capital gains tax rate has had positive effects on the economy and government 

finances.  The most important of these effects are as follows:

l	 The rate of business capital investment has undergone a U-turn — from negative business in-

vestment spending in the two years before the tax cut to an average annual increase in business 

investment of more than 10 percent in the three years after the tax cut.

l	 Contrary to forecasts of revenue decline, federal revenues overall and from the capital gains tax 

increased in the four years since the investment tax cuts.  Total federal revenues increased $740 

billion (2003-07), and capital gains tax revenues increased from $55 billion the year before the 

tax cut (2002) to an estimated $110 billion in 2006 (all figures adjusted for inflation to constant 

2006 dollars).  



l	 There was a sizable “unlocking effect” from the lower tax rate, meaning that investors volun-

tarily sold stock and other assets at a much higher volume once the tax rate was reduced.  The 

amount of capital gains realizations more than doubled, from $301 billion in 2002 to an esti-

mated $683 billion in 2006.    

l	 The rich did not get a huge tax cut from the capital gains cut; in fact, the percentage of income 

taxes paid by the rich increased from 34 percent to 39 percent from 2002 to 2005 (the most 

recent year for which data are available).   

l	 The capital gains tax cut did not only benefit wealthy Americans; more than half of all tax fil-

ers with capital gains had incomes of less than $50,000 in 2005 and more than two-thirds had 

incomes of less than $100,000.  

These findings validate the Bush Administration’s original case for the investment tax cut, particu-

larly the reduction in the rate of tax on capital gains.  These tax cuts are scheduled to expire after 2010.  

This would mean that the capital gains tax would rise from 15 percent to 20 percent and the dividend tax 

from 15 percent to 39.6 percent or higher.  Two of the major Democratic presidential candidates, Barack 

Obama and John Edwards, have suggested raising the capital gains tax rate all the way to 28 percent 

— higher than the rate when Bill Clinton left office.  This analysis suggests that raising the capital gains 

tax rate would have negative effects on the U.S. economy and on the federal budget deficit in both the 

short term and long term.  

We conclude that it is not only critical that Congress extend the life of the tax cuts by making them 

permanent, but also that it do so sooner rather than later, to help boost the economy now and to reduce the 

growth-dampening effects of economic and fiscal policy uncertainty.  
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Introduction
Over the past two decades, no single economic issue has caused more 

controversy than the capital gains tax. Ever since the capital gains tax rate 
was raised from 20 percent to 28 percent as part of the 1986 Tax Reform Act, 
Republicans and many centrist Democrats tried repeatedly to enact a capital 
gains tax cut to stimulate job creation and economic growth.  [See the sidebar, 
“What Is a Capital Gain?”]  For 10 years, those efforts were stymied by the 
criticism that the tax cut would be a “giveaway to the rich.” 

In 1997 the political logjam was finally broken.  The dramatic results 
proved the critics of the capital gains cut wrong; investment, new business 
creation, economic growth and job creation soared to record levels, and the 
United States enjoyed historic prosperity.  Federal receipts from the capital 
gains tax cut of 1997 increased by 75 percent after four years. 

Capital gains receipts fell during the economic slowdown beginning 
in 2001.  Then, in 2003, the Bush administration argued for an investment 
stimulus package.  As part of the tax bill that was signed into law in May 2003, 
the capital gains tax was lowered from 20 percent to 15 percent.  

The issue of capital gains taxes is again in the spotlight as Democrats 
in Congress and in the presidential campaign call for raising the rate back to 20 
percent, with some presidential candidates, such as John Edwards and Barack 
Obama, endorsing a return to the 28 percent rate.  If Congress does not act to 
extend the Bush tax cuts, the tax law will automatically revert to the 2001 law 
and the capital gains rate will climb back to 20 percent.  

This study examines the effects of the 2003 capital gains tax reduction.  
After four years, the tax cut has had universally beneficial effects, and it would 
be a policy mistake to raise the tax rate to 20 percent or higher.  Making the 
Bush tax cuts permanent now would: 

l	 Increase stock values.

l	 Increase the rates of capital formation, economic growth, job cre-
ation and real wages over the next five to 10 years.

l	 Lead to very minimal (if any) long-term revenue losses for the gov-
ernment.

l	 Help entrepreneurs raise money for new ventures and products. 

l	 Promote a more efficient flow of capital in the financial markets by 
reducing the lock-in effect of the capital gains tax.

The Capital Gains Tax and Revenue
For all the controversy surrounding the tax treatment of capital gains, 

it is not a major revenue source for the government — although paradoxically, 
as the tax rate on capital gains has been reduced, the revenues raised from 

“Some presidential candi-
dates want to nearly double 
the tax on capital gains.”
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 What Is a Capital Gain? 

A capital gain is income derived from the sale of an investment.  The 

capital gain is the difference between the money received from selling the 

asset and the price paid for it.  A capital investment can be a home, a farm, 

a ranch, a family business or a work of art.  In most years, slightly less than 

half of taxable capital gains are realized on the sale of corporate stock.  The 

Joint Tax Committee defines a taxpayer’s net capital gain for the year as “the 

excess of the net long-term capital gain over the net short-term capital loss. 

Gain or loss is treated as long-term if the asset is held for more than one 

year.” 

Some types of capital gains are exempt from capital gains taxes.  For 

instance, most home sales are not subject to capital gains taxes when the 

seller purchases another home.  Moreover, pension funds, which purchase 

stocks and other assets, are exempt from paying taxes on capital gains.

the tax have increased.  In the early 1990s, capital gains tax collections 
amounted to between $35 billion and $50 billion per year.  Since the 1997 and 
2003 reductions in the capital gains tax rate — to 20 percent and 15 percent, 
respectively — receipts have skyrocketed, and now stand at more than $100 
billion.  But even with this substantial increase, capital gains taxes account 
for less than 5 percent of total federal revenues, as Table I shows.  Even if the 
capital gains tax were abolished entirely with no offsetting receipts, the federal 
government would still collect 95 percent of the total tax receipts each year it 
would otherwise. 

How the Capital Gains Tax Is Unlike Other Taxes
The capital gains tax is different from almost all other forms of federal 

taxation in that it is a voluntary tax.  Since the tax is paid only when an asset 
is sold, taxpayers can legally avoid payment by holding on to their assets — a 
phenomenon known as the “lock-in effect.”  Today there are still trillions of 
dollars in unrealized capital gains that have not been taxed.  Over the past 40 
years, the appreciation of capital assets has outpaced realized capital gains 
40-fold.  That suggests that a capital gains tax reduction could potentially 
“unlock” hundreds of billions of dollars in stored-up wealth.1 

“A capital gain is the differ-
ence between the price paid 
for an asset and the money 
received when it is sold.”
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TABLE   I

2006 Sources of Federal Revenue

Note: Columns do not add because all sources of federal revenue are not shown. 
Source: Historical Tables: Budget of the United States Government, Fiscal Year 2008 

(Washington, D.C.: Government Printing Office, 2007), Table 2.1, page 30. 

 Billions of Dollars Percent of Total

Capital Gains Tax $110 4.6%

Corporate Income Tax $354 14.7%

Personal Income Tax $1,044 43.4%

Social Security Taxes $838 34.8%

Total Revenues $2,407 100%

There are many unfair features in the current tax treatment of capital 
gains.  One is that capital gains are not indexed for inflation:  the seller pays 
tax not only on the real gain in purchasing power, but also on the illusory gain 
attributable to inflation.  The inflation penalty is one reason that, historically, 
capital gains have been taxed at lower rates than ordinary income.  In fact, 
Princeton University economist Alan Blinder, a former member of the Federal 
Reserve Board, noted in 1980 that up until that time, “most capital gains 
were not gains of real purchasing power at all, but simply represented the 
maintenance of principal in an inflationary world.”2 

Another inequity of the tax is that individuals are permitted to deduct 
only a portion of the capital losses they incur, whereas they must pay taxes on 
all of the gains.  That introduces an unfriendly bias in the tax code against risk- 
taking.3  When taxpayers undertake risky investments, the government fully 
taxes any gains realized if the investment has a positive return.  But the 
government allows only a partial tax deduction (of up to $3,000 per year) if the 
venture goes sour and results in a loss. 

At least one other large inequity of the capital gains tax is that it 
represents a form of double taxation on capital formation.  This is how 
economists Victor Canto and Harvey Hirschorn explain the situation:

A government can choose to tax either the value of an 
asset or its yield, but it should not tax both.  Capital 
gains are literally the appreciation in the value of an 
existing asset.  Any appreciation reflects merely an 

“Taxes on capital gains are 
a minor source of federal 
revenue.”
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increase in the aftertax rate of return on the asset.  The 
taxes implicit in the asset’s aftertax earnings are already 
fully reflected in the asset’s price or change in price.  
Any additional tax is strictly double taxation.4 

Take, for example, the capital gains tax paid on pharmaceutical stock.  
The value of that stock is based on the discounted present value of all the 
company’s future proceeds.  If the company is expected to earn $100,000 a 
year for the next 20 years, the sales price of the stock will reflect those returns.  
The “gain” that the seller realizes from the stock’s sale will reflect those future 
returns, causing the seller to pay capital gains tax on the future stream of 
income.  But the company’s future $100,000 annual returns will also be taxed 
when they are earned.  So the $100,000 in profits is taxed twice — when the 
owners sell their shares of stock and when the company actually earns the 
income.  That is why many tax analysts argue that the most equitable rate of 
tax on capital gains is zero.5 

In addition to the federal tax levy on capital gains, many states impose 
their own capital gains tax (see Table II).  In California, Iowa and New Jersey, 
the combined federal-state capital gains rate can reach around 24 percent.

Recent Trends in Capital  
Gains Tax Rates and Receipts 

In 1997 President Bill Clinton and a Republican Congress reached 
an agreement to lower the capital gains tax from 28 percent to 20 percent.  
According to Congressional Budget Office tax collection data, in 1996, the year 
before the capital gains tax rate cut, the total amount of net capital gains on assets 

TABLE   II

States with the Highest Capital Gains Taxes*

* Includes top federal marginal capital gains rate of 15 percent.
Source: Castle United, “Capital Gains State Tax Rates,” 1031 exchange.  Available at 

http://www.1031x.com/capital-gains-state-tax-rate.cfm.

California 24.3%

Iowa 23.98%

New Jersey 23.97%

District of Columbia 23.7%

Hawaii 23.25%

Minnesota 22.85%

“Some state capital gains 
taxes add more than 50 per-
cent to the federal tax.”
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sold was $335 billion.  A year later, capital gains had jumped to $459 billion.  
(The tax cut was retroactive to May 1997.)  In 1998 they climbed to $562 billion.  
In 1999, total capital gains exceeded $669 billion.  A similar process occurred 
with the 2003 reduction; in 2002, realizations were at $301 billion; by 2006, they 
reached $683 billion.6

Of course, a big part of this surge in realized capital gains was a result of 
the stock market gains in the late 1990s and then in the 2003-2006 period.  When 
the stock market high-technology bubble burst in 2000, capital gains realizations 
and revenues declined sharply.  But the capital gains tax means that the after-
tax rate of return on stocks rises, so the value of the stock market is inversely 
affected by the rate of taxation on capital gains.  The two events, a higher stock 
market and the lowering of the capital gains tax, are not independent phenomena.  

The CBO data also indicate that capital gains revenues have exploded.  In 
1996, the last year with the 28 percent rate, the government collected $85 billion 
in capital gains receipts.  Table III shows what has happened since.

It is clear from these data that the lower tax rates changed people’s behav-
ior, stimulated economic growth and thus created more, not less, tax revenues.  
This was neither a temporary, one-year effect, nor a historical aberration. 

TABLE   III

Federal Capital Gains Taxes

* Years 2005-2006 are estimates from the Congressional Budget Office’s Fiscal Year 2008 Budget and Economic Outlook, 
page 86.

Source: Office of Tax Analysis, U.S. Department of the Treasury, February 9, 2007.  

Year Tax Rate
Capital Gains Taxes Capital Gains Realizations

(Billions of 2006 Dollars)
1996 28% $85 $335
1997 20% $100 $459 
1998 20% $110 $562
1999 20% $135 $669
2000 20% $149 $753
2001 20% $75 $397
2002 20% $55 $301
2003 20%/15% $56 $354
2004 15% $79 $533 
2005* 15% $100 $642
2006* 15% $110 $683

“More assets were sold, and 
federal revenues soared, after 
the 1997 and 2003 tax cuts.”
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After the 1981 capital gains cut from 28 percent to 20 percent, capital 
gains revenues leapt from $30 billion in 1980 to $38 billion by 1983 — a 27 per-
cent increase.  More importantly, slashing the income and capital gains tax rates 
in 1981 helped launch what we now appreciate as the greatest and longest period 
of wealth creation in world history.  In 1981 the stock market cratered at about 
1,000, compared to 13,500 today. 

Conversely, the perverse action in 1986 of raising the capital gains tax 
rate caused total asset sales of taxable capital gains to evaporate from $603 bil-
lion in 1986 to $283 billion in 1989.  

Some Effects of the 2003  
Capital Gains Tax Rate Cut

How is it that lowering capital gains taxes leads to more revenues?  As 
noted before, the capital gains tax is a voluntary and easily avoided tax.  When 
the tax rate is high, investors simply delay selling assets — stocks, properties, 
businesses and so forth — to keep the tax collector away from their door.  When 
the capital gains tax is cut, asset holders are inspired to sell.  Moreover, because 
a lower capital gains tax substantially lowers the cost of capital, it encourages 
risk-taking and causes the economy to grow faster, thus raising all government 
receipts in the long term.  So the torrent of new revenues into government coffers 
was really no mystery at all; in fact, it was predictable.  

An Increase in Tax Revenues.  There are now at least three years of data 
to test the effect of the capital gains tax on capital gains receipts.  Figure I shows 
that from 2002 through 2005, capital gains receipts nearly doubled (from $55 
billion to $100 billion).  The latest estimate for receipts in 2006 is $110 billion.7  
This is an increase of more than a 100 percent over four years.  

These gains in tax receipts were not expected by the Congressional 
Budget Office and the Joint Committee on Taxation, which officially score tax 
changes.  Figure I compares capital gains revenues with the forecast made when 
the tax cut was proposed.  Again, a lot of the increase was due to the sizzling 
stock market over the past three years.  But a lower capital gains rate increases 
the after-tax return on capital, helping create the strong market.  

The lesson here is that the impact of tax changes cannot be properly 
predicted without assessing how the tax policy changes will influence the 
behavior of workers, entrepreneurs and investors.  The static economic models 
used by the Joint Tax Committee and the Congressional Budget Office have 
had limited predictive powers.    

Stimulating Investment and Capital Formation.  Virtually all 
economists agree that capital formation is an essential component of a strong 
U.S. economy.  So it is worth investigating whether the 2003 tax cut had a 
positive effect on the rate of business investment and capital formation.

The capital gains tax is vol-
untary — investors can avoid 
it by holding on to assets.”
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In theory, one would expect lower capital gains tax rates to inspire a 
chain reaction of greater investment spending and higher asset values.  When 
Congress chops the capital gains tax, it increases the after-tax rate of return on 
real assets (like plant, equipment and technology), and thus the value of the stock 
rises.  Remember:  a capital gains tax is merely a punitive second layer of tax; 
the value of a capital asset is no more nor less than the discounted present value 
of the revenue stream it produces.  A rational tax system would tax the income 
stream or the asset value, but not both.   

U.S. industry experienced a rise in the cost of capital as a result of 
changes in the 1986 Tax Reform Act.  Although a number of factors (including 
the institution of the corporate alternative minimum tax, changes in deprecia-
tion allowances and elimination of the Investment Tax Credit) have contrib-
uted to rising capital costs in the United States, one of the most important 
tax penalties on capital was the hike in the capital gains tax.8  Altogether, the 
added tax burdens imposed on capital investments in 1986 widened the gap be-
tween the income derived from a capital project, such as investment in a new 
plant, and the after-tax return to the firm and its stockholders.

America’s unfavorable tax treatment of capital investment after 1986 
caused an observable slowdown in the rate of growth in U.S. capital formation.  

FIGURE   I

Capital Gains Tax Revenue 
Forecast vs. Actual
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Source: U.S. Department of the Treasury; Congressional Budget Office.  

“Capital gains revenues more 
than doubled over four years, 
following the 2003 tax cut.”
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Between 1986 and 1992, business fixed investment fell by half.  Business 
investment in equipment fell by one-third over the same period.  Investment 
rebounded somewhat beginning in 1992, but really accelerated with the 1997 
cut.  

After falling again at the beginning of the current decade, investment 
increased sharply following the 2003 tax cut, as shown in Figures II and III.  
Business investment experienced a U-turn.  For two years, 2001-02, business 
investment in equipment and software was negative, but in 2003-06 the num-
bers were highly positive, with an average annual increase in business invest-
ment of more than 10 percent.

Many of the economic models had predicted this recovery in business 
capital spending.  For example, the model for a U.S. Chamber Foundation 
study, which estimated the impact of rolling back the capital gains tax to 
15 percent, predicted that the cost of capital to the corporate sector and 
noncorporate business sector would fall, and the tax-exempt bond rate would 
rise.9  The researchers found that those economic responses to the tax cut 
would have the following consequences for capital formation:

FIGURE   II

Investment Before and After  
the 2003 Capital Gains Tax Cut 

(billions of dollars)

Note:  Investment in Private Fixed Assets, Equipment and Software, and Structures.
Source: Bureau of Economic Analysis, NIPA Table 2.7.

$1,681 $1,644
$1,569

$1,647

$1,822

$2,033
$2,156

2000 2001 2002 2003 2004 2005 2006

“Lower tax rates reduced 
the cost of capital, spurring 
investment.”
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FIGURE   III

Bush’s Supply-Side Recovery 
(Real Annual Percent Change)

Source: Bureau of Economic Analysis, NIPA Tables 2.3.2 and 5.5.1.  
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The size of the business capital stock, both corporate and 
non-corporate, expands relative to the size of the capital stock 
devoted to housing and consumer durables and to state and lo-
cal capital.  In the present model with a fixed aggregate capital 
stock, these results imply that the business capital stock in-
creases and the other elements of the capital stock decline.  In 
a growth context, of course, the business capital stock would 
simply grow faster than other components of the capital stock.10 

That is almost exactly what did happen after 2003.  The evidence sup-
ports the supply-side theory that lower capital gains rates stimulate more capital 
investment and growth.

Improving U.S. Global Competitiveness.  One indication of which 
nations will prosper economically in the future and which will fall behind 
is the flow of international capital.  In the 1980s, after marginal income tax 
rates were reduced by more than one-third, the United States attracted a net of 
nearly one-half trillion dollars of foreign capital.  That is, foreigners invested 
$520 billion more in the United States than U.S. citizens and companies 
invested abroad.   In recent years, nations have dramatically cut tax rates to 
become more competitive.  The average income tax rate is 20 percentage 

“Investment in technology 
(net of depreciation) went 
from negative to positive.”
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points lower than in 1985 and the average corporate tax rate is almost 25 
percentage points lower.  

How does the U.S. capital gains tax rate compare with that of other 
nations?  Today the United States, even with the 2003 rate cut, still has a 
higher capital gains tax than many industrial nations.  Table IV shows that 
many of America’s principal trading partners have lower rates on capital gains 
than the United States.  In fact, many of our major international competitors 
— including Germany and Switzerland — impose no tax on long-term capital 
gains. Australia and the United Kingdom have higher capital gains tax rates, 
but because both those nations allow for indexing the value of the base asset to 
account for inflation, the effective tax rate may still be lower than the U.S. tax 
rate.

What is of even greater concern is that if the United States were to 
repeal the Bush tax cuts, the U.S. capital gains rate would be well above the 
international average, according to data from the American Council for Capital 
Formation.  As Figure IV shows, returning to the 20 percent capital gains rate 
might repel foreign direct investment in America by increasing the cost of 
investment here.

Did the 2003 Tax Cut  
Increase the Budget Deficit?

The impact of a capital gains tax cut on federal revenue collections has 
long been an issue of contentious debate — both in the academic literature and 
in public policy circles.  In the current era of emphasis — at least rhetorical 
emphasis — in Washington on maintaining a surplus and paying down debt, 
it is predictable that the budgetary effect of capital gains tax changes would 
dominate public discussion.

In theory, a capital gains tax cut would create several countervailing 
positive and negative revenue effects.  The revenue-losing effects are:

1. A static revenue loss from asset sales that would have occurred 
without the tax cut but benefit from the lower rate; 

2. A reduction in trading in anticipation of changes in the tax rate, as 
was witnessed in 1986; and 

3. A paper shifting of reported income from ordinary sources — such 
as wages taxed at the “normal” rate — to capital gains income with 
lower rates. 

The revenue-gaining effects are:

1. A short-term unlocking of assets that would not have been sold 
otherwise (and might never have been sold, but instead bequeathed 
at death); 

“Tax cuts encourage revenue-
increasing activity.”
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TABLE   IV

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

* Includes federal, state and city taxes; the last two are based on Michigan and Detroit, 
respectively.

Source: Australian Treasury, “International Comparison of Australia’s Taxes,” April 2006, 
page 208. 

Australia 24.3%
Austria 0%

Belgium 0%
Canada 23.2%

Czech Republic 0%
Denmark 62.9%
Finland 29%
France 27%

Germany 0%
Greece 0%

Hungary 20%
Iceland 10%
Ireland 20%
Italy 12.5%
Japan 10%

Korea (South) 20%
Luxembourg 0%

Mexico 0%
Netherlands 25%

New Zealand 0%
Norway 28%
Poland 19%

Portugal 0%
Slovak Republic 19%

Spain 15%
Sweden 30%

Switzerland 0%
Turkey 0%

United Kingdom 40%
United States* 20.3%

Average 15.2%

“Germany, Switzerland and 
many other countries do not 
tax capital gains at all.”
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2. An increase in reporting of income (that is, less tax evasion);11 

3. An increase in the value of stock and other capital assets traded 
over the long run; and 

4. An increase in long-term economic growth from the higher capital 
formation, which would raise tax collections from income taxes, 
payroll taxes and other sources. 

FIGURE   IV

Individual Long-Term  
Capital Gains Tax Rates, 2005-2006 
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Congress has a choice to make – extend the cur-
rent 15% tax rates on capital gains and dividends
or allow them to expire at the end of 2008.  Does
it matter?  Yes, because the 2003 tax cuts on capi-
tal gains and dividends, by reducing the taxation
of saving and investment, have been a boon to the
U.S. economy.

A low capital gains tax rate has an important role to
play in fostering economic growth.  Since the 
historic reduction in capital gains taxes initiated in
1978 by the late Congressman Bill Steiger, lowering
taxes on capital gains has been a crucial element in
promoting the entrepreneurial drive on which the U.S.
economy thrives.  Entrepreneurs are a major force for
technological breakthroughs, new start-up compa-
nies, and the creation of high paying jobs.  Many
today believe that the ’78 cut in capital gains tax
rates not only helped make Silicon Valley the center
of technological breakthroughs but has also had a
strong, positive, and lasting impact on overall invest-
ment, economic growth and job creation in the U.S. 

How does the U.S., with its 15% capital gains tax
rate, stack up against other increasingly competi-
tive global economies?  The U.S. stands in the mid-
dle of the pack of the 30 member countries of the
Organization for Economic Cooperation and
Development (OECD).  In fact, 14 OECD countries
have no tax at all on capital gains.  Failing to
extend the current 15% rate on U.S. capital gains
risks slowing this country’s investment, impairing
our competitiveness, and damaging U.S. economic
growth and job creation.

For more information, contact 
Mark Bloomfield, ACCF President and CEO, 

at 202.246.1479 (cell) or 202.293.5811 (office).

Will Congress Allow the U.S. to Lose Its Competitive
Edge by Raising Taxes on Capital Gains? 

For nearly three decades the American Council for Capital Formation (ACCF) has been a leading
and effective advocate of sound economic policies to promote sustained economic growth, job creation,
and international competitiveness. Visit the ACCF website at www.accf.org.

Source:  American Council For Capital Formation, “Will Congress Allow the U.S. to 
Lose Its Competitive Edge?” February 2006. Available at http://www.accf.org/
publications/reports/comp-edge.html.

“If rates return to 20 percent, 
the United States will have 
higher capital gains taxes 
than most developed coun-
tries.”
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The issue is: Which effects dominate — the revenue-losing ones or the 
revenue-gaining ones?  Unfortunately, there is no consensus answer to that 
question in the academic literature and the economic modeling forecasts.  

Regression analysis has validated statistically that the 1969 rate 
increase lost revenue, the 1978, 1981 and 1997 rate reductions gained revenue, 
and the 1986 rate hike lost revenue.12  But the idea that lower rates generated 
higher revenues is by no means universally accepted.  A time-series regression 
analysis by Urban Institute economist Joseph Minarik contradicts the favorable 
assessment of the 1978 and 1981 tax cuts.  According to Minarik, 

The 1978 law experience gives no backing to claims of an 
ongoing revenue pickup [from the tax cut]... The 1981 capital 
gains tax cut was a revenue loser from day one.  The heart of 
the issue is revenue.  And here there is no doubt.13 

The only truly reliable predictor of the future is the past.  And here the 
evidence is fairly straightforward.  Over the past 30 years a consistent pattern 
has emerged:  every time the capital gains tax has been cut, capital gains tax 
revenues have risen.  Every time the capital gains tax has been raised, capital 
gains tax revenues have fallen.  Here are some prominent examples:

l	 In 1968, real capital gains tax receipts were $34 billion at a 25 
percent tax rate.  Over the next eight years the tax rate was raised 
four times, to a high of 35 percent.  Yet with the tax rate almost 10 
percentage points higher in 1972 than in 1968, real capital gains tax 
revenues were only $27 billion — 21 percent below the 1968 level.

l	 In 1978, when the top marginal tax rate was 35 percent, $28 billion 
in capital gains taxes were collected.  By 1984, after the tax had 
been cut to 20 percent, revenues from the lower tax rate were $41 
billion — 46 percent above the 1978 level. 

l	 In 1986, the tax rate increased by 40 percent, from 20 to 28 percent.  
Did tax revenues climb by 40 percent?  Just the opposite occurred.  
In 1990, the federal government took in 13 percent less revenue 
at the 28 percent rate than it did in 1985 at the 20 percent rate.  In 
1991 (and again in 1992), the government collected more than 15 
percent less revenue than it did in 1985.

l	 In 1996, the year before the capital gains tax rate was cut from 28 
to 20 percent, net capital gains on assets sold were roughly $335 
billion. A year later, capital gains had leapt to $459 billion.  (The 
tax cut was retroactive to May 1997.)  In 1996 the Treasury collect-
ed roughly $85 billion in capital gains revenues.  In 1997 those tax 
payments soared to $100 billion.  As Table V shows, capital gains 
revenues for the period from 1997 to 2000 were nearly double what 
they were during the preceding period.14 

“Government revenues rose 
after every capital gains tax 
cut of the last 30 years.”
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TABLE   V

Total Capital Gains Taxes 
(millions of 2006 dollars)

* Years 2005-2006 are estimates from the Congressional Budget Office’s FY2008 Budget and Economic Outlook.
Source: Office of Tax Analysis, U.S. Department of the Treasury, February 9, 2007.

Year Capital Gains 
Tax Rate

Capital Gains 
Taxes Year Capital Gains 

Tax Rate
Capital Gains 

Taxes

1955 25% $11,020 1981 24% $28,504
1956 25% $10,392 1982 20% $26,950
1957 25% $8,270 1983 20% $37,850
1958 25% $9,131 1984 20% $41,626
1959 25% $13,302 1985 20% $49,576
1960 25% $11,490 1986 20% $97,330
1961 25% $16,728 1987 28% $59,830
1962 25% $13,044 1988 33% $66,233
1963 25% $14,118 1989 33% $57,323
1964 25% $16,141 1990 28% $42,925
1965 25% $19,219 1991 28% $36,861
1966 25% $18,076 1992 28% $41,647
1967 25% $24,820 1993 28% $50,382
1968 25% $34,429 1994 28% $49,302
1969 25% $28,976 1995 28% $58,541
1970 29.5% $16,425 1996 28% $85,312
1971 32.5% $21,653 1997 20% $99,613
1972 35% $27,529 1998 20% $110,162
1973 35% $24,365 1999 20% $135,313
1974 35% $17,392 2000 20% $149,030
1975 35% $16,990 2001 20% $74,795
1976 35% $23,459 2002 20% $55,047
1977 35% $59,060 2003 20%/15% $56,251
1978 35% $28,149 2004 15% $78,552
1979 28% $32,636 2005* 15% $100,129
1980 28% $30,482 2006* 15% $110,000
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l	 After the 2003 capital gains tax cut, federal revenues increased 
in four years by $740 billion.  The budget deficit fell from $401 
billion in 2004 to $160 billion in 2007.  Capital gains revenues 
increased from $55 billion in 2002 to an estimated $110 billion 
for 2006.  Every indicator shows that the 2003 investment tax cuts 
helped increase growth, stock market values and federal tax re-
ceipts.15

The Lock-in Effect of Capital Gains Taxes
The major explanation for the lower tax collections at higher tax rates 

is the lock-in effect described earlier.16  Even opponents of a capital gains tax 
cut generally concede that there is a lock-in effect.  The Congressional Budget 
Office recently stated, “There is strong evidence that realizations of capital 
gains decline when tax rates on gains are increased.”17  Figure V shows the 
inverse relationship between capital gains realizations and capital gains tax 
rates from 1954 to 2005.

Figure VI illustrates the lock-in effect differently.  It shows, for 1954 
through 1990, the ratio of total capital gains earned each year to the amount of 

Capital Gains Realizations and Tax Rates
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Capital Gains Realizations and Tax Rates

Source: Congressional Budget Office.  

“Capital gains ‘locked in’ 
due to high tax rates were 
realized due to tax rate cuts.”
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those gains that was realized.18  The figure shows that when the capital gains 
tax rate is low, the ratio of unrealized capital gains falls (that is, investors are 
more likely to sell their assets).  After the increases in the capital gains taxes 
in the late 1960s and early 1970s, the unrealized capital gains ratio rose from 
about 35 percent to almost 60 percent.  After the 1978 and 1981 tax cuts, the 
60 percent ratio tumbled to a 40-year low in 1986 of 20 percent.  By 2000, the 
ratio was back up to 45 percent.19  

So again we ask:  Why is it that revenue estimators continue to 
overstate revenue losses and underestimate the unlocking effect from a lower 
capital gains tax rate?  Alan Reynolds, chief economist with the Cato Institute, 
explains the consistently misguided forecasts.  Reynolds notes, 

All of the many studies of the revenue effect of the capital gains 
tax simply assume that there is no effect at all on the price of 
stocks and bonds, and also no effect on business investment 
or real GNP.  That is, the revenue estimators ignore the most 
important effect.20 

FIGURE   VI

Ratio of Available Capital Gains Realizations,  
and Capital Gains Tax Rate, 1954-1994

* Data on available gains are from Robert Gillingham and John Greenlees, “The Effect of Marginal Tax Rates on 
Capital Gains Revenue: Another Look at the Evidence,” U.S. Department of the Treasury, Office of Economic 
Policy, December 1, 1990, p. 13.   

Source: Victor Canto and Harvey Hirschorn, “In Search of a Free Lunch,” Laffer and Canto Associates, San Diego, 
November 1994.

“More ‘locked in’ assets were 
sold after rate cuts.”
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If the government revenue forecasters were to incorporate even modest 
economic growth responses into their static models and appropriately estimate 
the lock-in effect, the computers would spew out substantially different 
conclusions.  That was the finding of a recent analysis by economist Martin 
Feldstein of the National Bureau of Economic Research on the sensitivity of 
government models to changes in economic growth.  Feldstein concludes that 
if:

the improved incentives for saving, investment and entrepreneur-
ship were to increase the annual growth rate of GNP [over five 
years] by even a microscopically small four one-hundredths of 1 
percent — for example, from the CBO’s estimate of an average 
2.44 percent real GNP growth per year to 2.48 percent — the ad-
ditional tax revenue would be about $5 billion a year and would 
turn CBO’s estimated revenue loss into a revenue gain.  In short, 
the potential economic gains from a capital gains [tax] reduction 
are substantial and the potential revenue loss is doubtful at best...
The slightest improvement in economic performance would be 
enough to turn [CBO’s] revenue loss into a revenue gain.21 

In sum, if one accepts the notion that a capital gains tax cut promotes 
economic growth (as, once again, the evidence suggests was the case after the 
2003 rate cut), then revenue losses from lower capital gains taxes will be much 
lower than anticipated.  In some cases the lower capital gains tax generates 
more revenues.  

Was the 2003 Capital Gains Tax Cut “Fair”? 
For nearly three decades, the so-called tax fairness issue has dominated 

the capital gains tax debate.  Who are the winners and who are the losers 
from a capital gains tax cut?  Every new analysis seems to provide a different 
answer to that question.

For example, when President Bush proposed the reduction in the 
capital gains rate in 2003, his critics argued that about 60 percent of the 
tax break would go to the richest 1 percent of Americans.  But if we start 
by looking at the impact of the investment tax cut as a whole, we find that 
the share of taxes paid by the richest 1 percent and 5 percent of Americans 
actually increased after the tax cuts were enacted [see Table VI].  In 2005, the 
percentage of income taxes (which includes dividends and capital gains) paid 
by the richest 1 percent hit an all-time high of 39 percent.  The top 5 percent 
paid nearly 60 percent of the income tax, close to an all-time record.  

Thus, the 2003 tax cuts continued the trend of the 1990s of increasing 
the share of income taxes paid by the wealthiest taxpayers [see Figure VII].

Examining just the taxes on capital gains, one finds that although 
the wealthy pay the most in capital gains taxes, millions of middle-income 

“Government revenue esti-
mates ignore the incentive 
effects of tax cuts.”
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TABLE   VI

Income Share versus Tax Share, 2000-2005

Source: Internal Revenue Service, “Statistics of Income: Individual Income Tax Rates and Tax Shares,” Table 5. 
Available at http://www.irs.gov/taxstats/indtaxstats/article/0,,id=133521,00.html.

Year
Top 1% Top 5%

Share of Income Share of Taxes Share of Income Share of Taxes

2000 21% 37% 35% 56%

2001 18% 34% 32% 53%

2002 16% 34% 31% 54%

2003 17% 34% 31% 54%

2004 19% 37% 33% 57%

2005 21% 39% 36% 60%

Income Share

Tax Share

1990 2000 2005

FIGURE   VII

Income Share versus Tax Share of the Rich 
(Top 1 Percent)

Source: Office of Tax Analysis, U.S. Department of the Treasury, February 9, 2007.
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“The share of taxes paid by 
the rich has risen.”
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Americans claim capital gains on their tax returns as well.  In fact, 2005 
Internal Revenue Service data indicate that 47 percent of all returns reporting 
capital gains were from households with incomes below $50,000 [see Figure 
VIII].  Seventy-nine percent of all returns reporting capital gains were for 
households with incomes below $100,000 and half had incomes below 
$50,000.22   Moreover, these tax return data overstate the income status of 
those with capital gains, since these sales of assets are often irregular or even 
once-in-a-lifetime events.  For example, when someone sells a home or ranch, 
the income from the sale may be $1 million, but the seller may have never 
earned more than $50,000 in his working life.  He appears “rich” in the income 
statistics because of the cash from the one-time sale.  

In the public finance literature, that is called “bunching.”  Minarik of the 
Urban Institute writes:

The bunching problem arises when a taxpayer realizes a long-
term gain relative to his average income.  Such a taxpayer bears 
a far higher liability on that gain upon realization than he would 
under accrual taxation or a proration or averaging provision.23 

Studies have found that the bunching problem creates an illusion that 
capital gains taxpayers are wealthier than they are in reality.  A more mean-
ingful measure of income, for the purposes of examining the equity effects 

FIGURE   VIII

Income Tax Returns with Capital  
Gains, by Income Level, 2005

Source: Internal Revenue Service, “Statistics of Income,” 2007, Table 1.4.
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“Nearly four-fifths of 
households reporting capital 
gains have incomes less 
than $100,000 and half have 
incomes below $50,000.”
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of capital gains taxes, is “recurring income” — that is, income received on a 
regular or recurring basis.  When income tax data excluding income from capi-
tal gains are examined, the share of capital gains income appears to be much 
more evenly distributed.  In 1985 only one-quarter of all capital gains were 
realized by those with incomes above $200,000, excluding the capital gains 
income.  Forty-five percent of the gains went to Americans with non-capital-
gains incomes below $50,000. 

Until recently, the bunching problem had long been recognized by 
policymakers and tax experts as a convincing justification for a capital gains 
differential.  A 1923 House of Representatives report on capital gains taxes 
identified the full taxation of capital gains as “an injustice to the taxpayer, in 
that an investment frequently accumulated over a period of many years was 
. . . arbitrarily attributed to the year the sale took place.”24  The introduction 
of a differential tax rate for capital gains three-quarters of a century ago was 
heralded as a victory for tax fairness.  Similarly, in 1982 the CBO argued that 
one rationale for the then-60 percent exclusion of long-term capital gains was 
“to reduce the burden on a taxpayer that occurs when a capital gain accruing 
over several years is realized, requiring the taxpayer to pay tax at progressive 
rates on several years’ income all in one year.”25 

Bunching is most common among people entering retirement.  A 
large percentage of capital gains beneficiaries are the elderly, who wind up 
selling a family business or a portfolio of stock that has accumulated over the 
individual’s working life and is meant to serve as a nest egg for retirement.  
The elderly are two and a half times more likely to realize capital gains in a 
given year than are tax filers under the age of 65.  The elderly are also likely 
to derive a larger share of their income from capital gains than are younger 
workers.  A study by the National Center for Policy Analysis examining IRS 
data from 1986 found that the average elderly tax filer had an income of 
$31,865, 23 percent of which was capital gains.  The average nonelderly filer 
had an income of $26,199, 9 percent of which was from capital gains.26 Hence, 
the high capital gains tax rates punish the elderly, not the rich.  The high tax 
rate is also a severe penalty against couples who have frugally saved during 
their working years to sustain themselves during retirement. 

Is It Fair to Tax Gains Due Solely to Inflation? 
One of the most unfair features of the capital gains tax, noted briefly 

earlier, is that it taxes gains that may be attributable only to price changes, not 
real gains.  The capital gains tax, unlike most other elements of the U.S. tax 
code, is not indexed for inflation, and that can have major distortional effects 
on what an individual pays in capital gains taxes.  According to the nonpartisan 
Tax Foundation it can — indeed, often does — lead to circumstances in which 
investors “pay effective tax rates that substantially exceed 100 percent of their 
gain.”27 

“High capital gains taxes 
punish the elderly, not the 
rich.”
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Figure IX, from a Tax Foundation report, shows the tax on real gains 
compared to inflationary gains on a stock purchased in 1956 and sold in each 
successive year.  The Tax Foundation has found that about $50 billion a year 
of capital gains in the past decade, or about 20 percent to 25 percent of total 
gains, have been due purely to inflation.28  It found that in some years during 
the late 1970s and early 1980s, 100 percent of the gains were due to inflation.  
This inflationary effect is one reason that capital gains are taxed at a different 
tax rate than ordinary income.  The lower rate on capital gains offsets some, 
but usually not all, of the phantom gains due to inflation.  

It is not at all uncommon for taxpayers to pay very high real capital 
gains tax rates.  Then-Federal Reserve Board governor Wayne Angell 
calculated in 1993 that the average real tax rate on investments in NASDAQ 
stocks from 1972 to 1992 had been 68 percent.29  The real tax rate on 
investments in the Standard & Poor’s Composite Index over the same time 
period had been 101 percent.  The average real tax on a portfolio of New 
York Stock Exchange stocks was 123 percent.  And the average real tax on 
the Dow Jones Industrial Average over that 20-year period was an astounding 
233 percent.  In other words, according to three of the four indices, investors 
paid capital gains taxes on investments that actually lost money after adjusting 

 
FIGURE   IX

Tax on Real vs. Inflationary Capital Gains

Source: Curtis Dubay, “Issues in the Indexation of Capital Gains,” Tax Foundation, Special Report No. 148, 
November 2006.  Available at http://www.taxfoundation.org/files/sr148.pdf.

“Inflation causes illusory 
gains in asset prices.”
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for inflation — and thus the tax simply diminished the principal. Angell 
concluded, 

If we are to reduce the damaging effects that we know are 
caused by all capital taxation, it makes sense to eliminate the 
worst aspect of the most damaging tax on capital — the tax on 
phantom gains.  The tax on real capital gains is a middle-of-
the-road bad tax.  But the tax on nominal capital gains without 
regard to whether the gain is real or only the effect of inflation 
is truly the worst tax.30 

Conclusion 
By every objective measure, the 2003 capital gains tax cut has had 

positive economic and fiscal effects.  Even the argument that the capital gains 
tax change would only benefit rich people has been proven to be inaccurate 
given that more than half the tax returns with capital gains income are from 
filers with adjusted gross incomes of $50,000 or less.  Whether the tax cut will 
pay for itself in the long term is an open question, but what is irrefutable is 
that the capital gains cut, so far, has increased collections from this tax after 
four years.  The stock market and real estate market booms have been the 
major factors in the doubling of capital gains revenues, but the higher asset 
valuations have been partly due to investors seizing on the lower taxes on 
capital assets. 

The Treasury Department recently provided a concise summary of the 
2003 capital gains cut experience:

The lower tax rates on dividends and capital gains lower the 
cost of equity capital and reduce the tax biases against dividend 
payment, equity finance and investment in the corporate sector.  
All of these policies increase incentives to work, save and in-
vest by reducing the distorting effects of taxes.  Capital invest-
ment and labor productivity will thus be higher, which means 
higher output and living standards in the long run.31 

The Treasury’s analysis is by no means a modern revelation.  In 1963 President 
John F. Kennedy clearly understood the fundamental importance of capital 
investment’s role in the economy: 

The tax on capital gains directly affects investment decisions, 
the mobility and flow of risk capital . . . the ease or difficulty 
experienced by new ventures in obtaining capital, and thereby 
the strength and potential for growth in the economy.32

Finally, circumstantial evidence suggests that the political uncertainty 
of the direction the capital gains tax is headed may now be hurting the stock 

“Lower capital gains tax 
rates increase asset values 
and encourage investment.”
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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.

market and reducing the value of U.S. assets, which may be exacerbating the 
dollar’s fall relative to the euro and other currencies.  After 2010, the capital 
gains tax is scheduled to rise back to 20 percent.  This reduces the value of 
stocks today, because the after-tax rate of future returns on stocks is lower 
with the possibility of this coming tax hike.  Moreover, the Wall Street Journal 
reports that investors are already beginning to sell stocks and other assets in 
anticipation of the higher tax rate in 2011.  

In our opinion, it is not only critical that Congress extend the life of the 
tax cuts by making them permanent, but also vital to do so sooner rather than 
later.  This would help boost the economy now and reduce the bearish nature 
of economic and fiscal policy uncertainty.  

“Congress should perma-
nently reduce taxes on capital 
gains.”
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Taxes & Economic Growth.  The NCPA helped shape the progrowth approach to tax policy during the 
1990s.  A package of tax cuts designed by the NCPA and the U.S. Chamber of Commerce in 1991 became the core 
of the Contract with America in 1994.  Three of the five proposals (capital gains tax cut, Roth IRA and eliminat-
ing the Social Security earnings penalty) became law. A fourth proposal — rolling back the tax on Social Security 
benefits — passed the House of Representatives in summer 2002.  The NCPA’s proposal for an across-the-board tax 
cut became the centerpiece of President Bush’s tax cut proposals. 

NCPA research demonstrates the benefits of shifting the tax burden on work and productive investment to 
consumption.  An NCPA study by Boston University economist Laurence Kotlikoff analyzed three versions of a 
consumption tax:  a flat tax, a value-added tax and a national sales tax.  Based on this work, Dr. Goodman wrote a 
full-page editorial for Forbes (“A Kinder, Gentler Flat Tax”) advocating a version of the flat tax that is both progres-
sive and fair. 

A major NCPA study, Wealth, Inheritance and the Estate Tax, completely undermines the claim by propo-
nents of the estate tax that it prevents the concentration of wealth in the hands of financial dynasties.  In reality, the 
contribution of inheritances to the distribution of wealth in the United States is surprisingly small.  Senate Majority 
Leader Bill Frist (R-TN) and Senator Jon Kyl (R-AZ) distributed a letter to their colleagues about the study.  In his 
letter, Sen. Frist said, “I hope this report will offer you a fresh perspective on the merits of this issue. Now is the 
time for us to do something about the death tax.”

Retirement Reform.  With a grant from the NCPA, economists at Texas A&M University developed a model 
to evaluate the future of Social Security and Medicare, working under the direction of Thomas R. Saving, who for 
years was one of two private-sector trustees of Social Security and Medicare.

The NCPA study Ten Steps to Baby Boomer Retirement shows that as 77 million baby boomers begin to 
retire, the nation’s institutions are totally unprepared.  Promises made under Social Security, Medicare and Medic-
aid are completely unfunded.  Private sector institutions are not doing better — millions of workers are discovering 



The NCPA is a 501(c)(3) nonprofit public policy organization.  We depend entirely on the financial support of individuals, 
corporations and foundations that believe in private sector solutions to public policy problems.  You can contribute to our 
effort by mailing your donation to our Dallas headquarters or logging on to our Web site at www.ncpa.org and clicking “An 
Invitation to Support Us.”

that their defined benefit pensions are unfunded and that employers are retrenching on post-retirement health care 
promises.

Pension reforms signed into law include ideas to improve 401(k)s developed and proposed by the NCPA 
and the Brookings Institution.  Among the NCPA/Brookings 401(k) reforms are automatic enrollment of employees 
into the companies’ 401(k) plans, automatic contribution rate increases to ensure that as workers’ wages grow, so do 
their contributions, and stronger default investment options for workers who do not make an investment choice.

The NCPA’s online Social Security calculator allows visitors to discover their expected taxes and benefits 
and how much they would have accumulated had their taxes been invested privately. 

Environment & Energy.  The NCPA’s E-Team is one of the largest collections of energy and environmental 
policy experts and scientists who believe that sound science, economic prosperity and protecting the environment 
are compatible.  The team seeks to correct misinformation and promote sensible solutions to energy and environ-
ment problems.  A pathbreaking 2001 NCPA study showed that the costs of the Kyoto agreement to reduce carbon 
emissions in developed countries would far exceed any benefits.

Educating the next generation.  The NCPA’s Debate Central is the most comprehensive online site for free 
information for 400,000 U.S. high school debaters.  In 2006, the site drew more than one million hits per month.  
Debate Central received the prestigious Templeton Freedom Prize for Student Outreach.   

Promoting Ideas.  NCPA studies, ideas and experts are quoted frequently in news stories nationwide. 
Columns written by NCPA scholars appear regularly in national publications such as the Wall Street Journal, the 
Washington Times, USA Today and many other major-market daily newspapers, as well as on radio talk shows, on 
television public affairs programs, and in public policy newsletters.  According to media figures from Burrelle’s, 
more than 900,000 people daily read or hear about NCPA ideas and activities somewhere in the United States. 

What Others Say About the NCPA

“The NCPA generates more analysis per dollar than any think tank in the country.  It does 
an amazingly good job of going out and finding the right things and talking about them in 
intelligent ways.” –Newt Gingrich, former Speaker of the U.S. House of Representatives 

***

“We know what works. It’s what the NCPA talks about: limited government, economic 
freedom; things like health savings accounts. These things work, allowing people choices. 
We’ve seen how this created America.”  –John Stossel, co-anchor ABC-TV’s 20/20 

***

“I don’t know of any organization in America that produces better ideas with less money 
than the NCPA.”  –Phil Gramm, former U.S. Senator

***

“Thank you . . . for advocating such radical causes as balanced budgets, limited govern-
ment and tax reform, and to be able to try and bring power back to the people.”  –Tommy 
Thompson, former Secretary of Health and Human Services


