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C
apital gains are profits from the sale of a capital 

asset, such as shares of stock, a business, a parcel 

of land, or a work of art. A capital gain is realized 

when a capital asset is sold or exchanged at a price higher 

than its basis (an asset’s purchase price, plus commissions 

and the cost of improvements, minus depreciation). 

Similarly, a capital loss occurs when an asset is sold for 

less than its basis. Gains and losses (like other forms of 

capital income and expense) are all measured in nominal 

terms—that is, not adjusted for inflation. 

Capital gains and losses are classified as long term if 

the asset was held for more than one year, and as short 

term if held for a year or less. If the owner of a capital 

asset dies and bequeaths it to another, the basis of the 

inherited asset is “stepped up” to the value of the asset 

on the date of the donor’s death. The step-up provision 

effectively exempts any gains on assets held until death 

from income tax.

For most of the history of the income tax, long-term 

capital gains have been taxed at lower rates than ordinary 

income (figure 1). Since 2003, qualified dividends have 

also been taxed at the lower rates. For those in the top 

39.6 percent bracket for ordinary income, the current tax 

rate on long-term capital gains and qualified dividends is 

20 percent. Certain high-income taxpayers (e.g., married 

taxpayers with a modified adjusted gross income of 
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more than $250,000 filing jointly) also pay a 3.8 percent 

tax on net investment income. Net investment income 

includes capital gains and qualified dividend income, as 

well the interest and other dividends included in ordinary 

income. The maximum rate on capital gains and qualified 

dividends is then 23.8 percent, and the maximum rate on 

investment income is 43.4 percent.

For many years the lower rate on capital gains was 

achieved by excluding a portion of long-term capital gains 

from income taxes. For example, in 1986, taxpayers could 

exclude 60 percent of their long-term capital gains. Thus, 

for a taxpayer in the top 50 percent bracket in that year, 

the tax rate on capital gains would be 20 percent (0.50 

× 0.4 = 0.20). The Tax Reform Act of 1986 eliminated 

the exclusion for capital gains, taxing gains at the same 

rate as other income, but also lowered the top tax rate 

to 28 percent. When the top marginal tax rate rose to 31 

percent in 1991, Congress kept the top tax rate for long-

term capital gains at 28 percent.

The 2016 House GOP blueprint for tax reform would 

replace the current special tax rates for long-term capital 

gains and dividends with a 50 percent exclusion. The 

exclusion would also apply to interest income. Because 

the plan also would reduce the top income tax rate 

to 33 percent and eliminate the additional tax on net 

investment income, it would lower the top tax rate on 

capital gains and dividends from 23.8 percent to 16.5 

percent. 

Defenders of the tax preference argue that lower tax 

rates for capital gains and dividends offset the taxes that 

have already been paid at the corporate level. Some also 

claim that lower tax rates for capital gains spur growth, 

encourage risk taking and entrepreneurship, offset the 
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FIGURE 1

Maximum Capital Gains and Ordinary Tax Rate
1954–2015

Sources: Department of the Treasury, Office of Tax Analysis. 2015. “Taxes Paid on Capital Gains for Returns with Positive Net 
Capital Gains, 1954–2014.” Washington, DC: Department of the Treasury.; Urban-Brookings Tax Policy Center, “Capital Gains 
and Taxes Paid on Capital Gains,” Historical Capital Gains and Taxes, November 20, 2012.
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effects of inflation, and prevent “lock-in” (the disincentive 

to sell assets). 

But many commenters have noted that the lower tax 

rate disproportionately benefits the wealthy. The Urban-

Brookings Tax Policy Center estimates that in 2016, 

taxpayers with incomes over $1 million will receive three-

quarters of the tax benefit of the lower rates (table 1).

Reduced tax rates on long-term capital gains are not the 

most effective way to prevent corporate income from 

being taxed a second time. Recent Tax Policy Center 

research by Steven M. Rosenthal and Lydia S. Austin 

suggests that about one-quarter of corporate stock 

is held in taxable accounts (with the remainder held 

in, for example, IRA or other retirement accounts). In 

addition, capital gains from the sale of stock represents 

only about half of all capital gains. As an alternative to a 

lower tax rate on capital gains and dividends, Congress 

could address the potential double taxation of corporate 

earnings by integrating the two corporate income tax 

levels. That is, Congress could tax corporate earnings only 

once, taxing the corporation or its shareholders but not 

both.

The lower tax for capital gains also does not appear to 

significantly spur economic growth. Figure 2 shows the 

top tax rates on long-term capital gains along with real 

economic growth from 1950 to 2015. Of course, many 

factors determine growth, but the tax rate on capital 

gains does not appear to be significant.

Capital gains may arise from risky investments, and a 

lower capital gains tax rate presumably encourages such 

risk taking. However, taxing gains while also allowing 

deductions for losses reduces risk by reducing the after-

tax variance of returns. Under current law, taxpayers 

can use capital losses to offset capital gains and, for 

noncorporate taxpayers, up to $3,000 of additional 

taxable income other than capital gains. Noncorporate 

taxpayers can also carry any remaining capital losses 

forward to future years indefinitely.

Cash income level 
Share of returns 
with benefit (%)

Benefit as share of 
after-tax income (%)

Share of total federal 
tax change (%)

Average tax 
savings 

Less than $10,000 0.0 0.0 0.0 $0 

$10,000–$19,999 0.6 0.0 0.0 *

$20,000–$29,999 1.6 0.0 0.1 $10 

$30,000–$39,999 3.2 0.0 0.2 $10 

$40,000–$49,999 5.5 0.1 0.3 $30 

$50,000–$74,999 10.4 0.1 1.4 $70 

$75,000–$99,999 18.6 0.2 2.2 $170 

$100,00–$199,999 26.8 0.3 6.8 $300 

$200,000–$499,999 48.6 0.4 6.7 $830 

$500,000–$999,999 77.5 1.4 6.6 $6,830 

More than $1,000,000 88.7 6.9 75.7 $146,050 

All 12.6 1.1 100.0 $740 
Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0516-1).
* Nonzero value rounded to zero. 

TABLE 1

Benefit of Lower Tax Rates on Long-Term Capital Gains
Current law, 2016
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Although part of almost any nominal capital gain is due to 

inflation, the returns on other types of capital income are 

affected more than capital gains. For example, interest, 

rents, and royalties is taxed in the year in which it is 

generated. Capital gains, in contrast, are only taxed on 

disposition. 

Because owners of capital assets often choose when to 

sell their assets, the tax rate on capital gains provides an 

incentive to defer sales. If an owner holds an asset until 

death, the asset’s tax basis is stepped up to permit heirs 

to sell without realizing any taxable gains. For investors, 

that lock-in effect can lead to inefficient portfolios or 

risk they would otherwise avoid. Small business owners 

may continue operating their businesses long after it 

would otherwise make sense to sell it or shut it down. 

But Congress could either tax capital gains at death or 

eliminate the step-up provision and use a ‘carryover’ 

approach in which heirs retain the lower basis. Either 

option would reduce the tax incentive to keep assets until 

death—and could raise substantial revenue that would 

make it possible to reduce tax rates or the deficit.

Finally, the gap between the tax rates on capital gains and 

on ordinary income also play a role in many tax shelters 

that undermine economic efficiency and growth. These 

shelters employ sophisticated financial techniques to 

convert ordinary income (such as wages and salaries) to 

capital gains. For top-bracket taxpayers, tax sheltering 

can save nearly 20 cents per dollar of income sheltered. 

The resources that go into designing, implementing, 

and managing tax shelters could be used for productive 

purposes. Those shelters also greatly complicate the tax 

system. A significant portion of tax law and regulations 

is devoted to policing the boundary between returns on 

capital assets and ordinary income.

For example, over the last several years private equity 

and other investment managers have been compensated 

with “carried interest,” which allows them to claim long-

term gains rather than salaries. Many commentators 

argue that taxing carried interest just like wage and salary 
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Top Capital Gains Tax Rates and Economic Growth
1950–2015
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Sources: Citizens for Tax Justice. 2011. "Top Federal Income Tax Rates Since 1913." Washington, DC: Citizens for Tax Justice; 
Bureau of Economic Analysis. 2015. “Current-Dollar and Real Gross Domestic Product.” Washington, DC: Bureau of Economic 
Analysis; : Department of the Treasury, Office of Tax Analysis. 2015. “Taxes Paid on Capital Gains for Returns with Positive Net
Capital Gains, 1954–2014.” Washington, DC: Department of the Treasury, Office of Tax Analysis; Tax Policy Center calculations.
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income would be fairer and more efficient economically. 

They also object that most service providers are not able 

to treat their income as capital gains. But others believe 

that the general partners are more like entrepreneurs 

who start a new business and may, under current law, 

treat part of their return as capital— not as wage and 

salary income—for their contribution of “sweat equity.” 

Still others defend the current tax treatment of carried 

interest as a way to mitigate the double taxation of 

corporate income. 


