
Reforming Capital Gains Taxation
By Alan J. Auerbach

Growing income inequality and the (once again)
impending expiration of the 2001 and 2003 tax cuts
combine to renew our attention to the favorable tax
treatment of capital gains. While the discussion may
sometimes be expressed in terms of whether
wealthy individuals should face a higher tax rate on
their incomes overall, we should be clear that
whether done directly or indirectly (as through a
new minimum tax), raising tax rates on high-
income individuals will almost certainly involve
raising the rates on long-term capital gains. That is
especially true if the tax increase is targeted toward
those with low average income tax rates, for those
rates are low primarily because of the favorable tax
treatment of long-term gains, which have a top rate
of just 15 percent, compared with a top rate of 35
percent on ordinary income.

There are many arguments for maintaining a
relatively low tax rate on capital gains, some of
which are coherent when taken in context. But a
debate about what the capital gains tax rate should
be within the current tax structure is hardly worth
having. The capital gains tax is an awful way to
raise tax revenue, so we first should think about
how to reform it.

The problems with the way we tax capital gains
can largely be traced to the realization doctrine, a
standard dictating that income should be taxed only

when a realization event occurs, which for capital
gains is typically the sale of assets. From the appli-
cation of that principle comes many unattractive
elements of capital gains taxation, including the
limit on capital losses (seen as necessary to prevent
cherry-picking), the lock-in effect that discourages
sales by investors who can lower their effective tax
burdens by waiting to realize gains, and the com-
plexity associated with attempts to construct trans-
actions to liquidate or hedge positions without
actually triggering realization. The ability to defer
taxes also provides an incentive for the recharac-
terization of other income as capital gains. How-
ever, the bigger advantage of recharacterization
comes from the lower rate of tax on capital gains,
which in turn is sometimes justified by the desire to
reduce distortions like the lock-in effect.

Fundamental tax reform, such as a shift to pro-
gressive consumption taxation, would have as a key
attraction the replacement of the current approach
to taxing capital income, including the messy sys-
tem of taxing capital gains. Fundamental tax reform
is a valuable objective, and its potential benefits
should not be underestimated; but we have many
options for reforming the capital gains tax without
waiting for fundamental reform to occur. Packaged
together, the following options could make the tax
system more progressive while reducing the distor-
tions associated with capital gains taxation.

Change the Treatment of Capital Gains at Death
With interest rates as low as they are today, one

might question the significance of deferral, but its
big advantage comes when assets are held until
death, at which point capital gains tax is perma-
nently forgiven using the section 1014 basis step-up.
One alternative is the carryover basis approach.
Another is constructive realization, or treating
death as a realization event and imposing tax at that
point on all unrealized gains. Either alternative
would sharply reduce incentives for deferral and
hence the lock-in effect. While reforming the treat-
ment of capital gains at death is often considered in
conjunction with changes in the estate tax, those
issues need not be tied together.

Focus on the Cost of Capital, Not the Tax Rate
Capital gains taxes, like other capital income

taxes, discourage investment. But relative to other
capital income taxes, capital gains taxes have a
relatively weak effect on the cost of capital and the
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incentive to invest because a large share of capital
gains tax revenues is associated with income not
generated by new investment. Only a small portion
of the capital gains that will be realized over the
next several years will result from current and
future investment; the rest will represent income,
much of it already accrued but not yet realized,
from past investments. Tax provisions that are
targeted toward new investment produce a bigger
bang for each buck of tax reduction. Thus, offsetting
an increase in the capital gains tax rate with a
revenue-neutral tax reduction that targets new in-
vestment is likely to reduce the cost of capital.
Moving the focus of taxation from new investment
to existing assets is progressive because it shifts the
tax burden from wages (which will benefit from
added capital investment) to wealth.

What provisions might be used to target new
investment? One alternative would be an expansion
of business investment incentives like bonus depre-
ciation. Another, which would have the additional
advantage of reducing tax-based incentives for cor-
porate borrowing, would be to exempt from tax a
specific amount of income (received in the form of
dividends or capital gains), based on some normal
rate of return, earned on newly issued corporate
equity.

Reform Realization-Based Taxation

There are basically two arguments in favor of
taxing gains on realization. One is that gains are
unknown until they are realized, and so would be
difficult to assess at an earlier date. The other is that
taxpayers may lack the liquidity necessary to pay
taxes before asset sales, and so might have to
liquidate whole positions simply to pay tax. Those
are both arguments for deferral of tax until realiza-
tion, but not for interest-free deferral. Simply adding
an appropriate charge for interest once gains are
realized can offset the advantage of deferral; that
interest charge can be implemented effectively even
if the pattern of accrual of gains cannot be ascer-
tained by the government after realization.1 A com-
bination of taxation on accrual for liquid assets that
can easily be marked to market and reformed
realization-based taxation for other assets will es-
sentially do away with the deferral advantage and
the lock-in effect. In turn, that type of reform would
allow us to relax the existing limits on capital losses,
which would no longer be needed to protect the tax
base from selective realization.

Don’t Let the Tail Wag the Dog
Some argue for low tax rates on capital gains to

spur the formation and development of new enter-
prises. But only a small fraction of the economy’s
capital gains are associated with new ventures, and
many of those gains accrue to nontaxable investors
or to principals that benefit significantly from the
opportunity to defer and convert labor income, just
as occurs with carried interest. Even if a low capital
gains tax rate is the best way to encourage entre-
preneurial activity — which is doubtful — that is an
argument for a very targeted capital gains prefer-
ence, and hence is basically irrelevant to the ques-
tion of what the general treatment of capital gains
should be. Note that a relaxation of limits on capital
losses, which as just discussed would be feasible
with a reform of realization-based taxation, would
help promote risk-taking activities without any
change in the capital gains tax rate.

Summary
By shifting the capital gains tax from new invest-

ment to existing assets (including those held until
death) and by modifying the method of realization-
based taxation, we can construct a progressive tax
reform that reduces the lock-in effect, the limits on
capital losses that discourage risk-taking, the incen-
tives for recharacterizing other income as capital
gains, and the incentives for corporate borrowing.
Yet reform need not reduce the incentive to invest.
As an alternative, of course, we can continue a
largely unproductive debate of limited scope about
what the capital gains tax rate should be.

1See William Vickery, ‘‘Averaging Income for Income Tax
Purposes,’’ 47 J. Pol. Econ. 379 (1939); see also Alan J. Auerbach,
‘‘Retrospective Capital Gains Taxation,’’ 81 Am. Econ. Rev. 167
(1991).
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