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I. Introduction 

l THE CAPITAL GAINS CONTROVERSY 

Capital gains taxation has been a divisive issue in Congress at least since the 

debates surrounding the Tax Reform Act of 1986, which, aiming to eliminate tax 

loopholes and shelters and preferences, repealed preferentially low tax rates for long-term 

gains.’ To bring effective capital gains tax rates back down again was President Bush’s 

“top priority in tax policy.“2 In 1989, Senate Democrats blocked a determined drive to 

reduce effective tax rates on the part of Bush, Republican Senators Packwood, Dole and 

others, and a few Democratic allies.3 The administration argued that the tax cuts would 

stimulate economic growth and induce asset sales, thereby actually increasing federal tax 

revenues; Congressional Democrats countered that the plan benefited mainly the wealthy, 

and that tax revenues would in fact decline.4 The Joint Committee on Taxation projected 

that budget shortfalls beginning in 1991 would sum to about $24 billion by 1994-and 

that most of the direct benefits would go to individuals with over $200,000 in taxable 

income. House Speaker Thomas S. Foley said that a third of the savings would be 

enjoyed by those with gross incomes over one million dollars.5 

An October, 1990 congressional budget agreement cut the maximum capital gains 

tax rate from 33 to 28 percent. The cut was less than the administration had sought, and 

’ Capital gains received preferential income tax treatment from 1921 through 1987. The Revenue Act of 
1942 provided for a fifty percent exclusion for noncorporate capital gains or losses on assets held over 
six months; the Revenue Act of 1978 raised the exclusion to sixty percent. These exclusions reduced the 
effective rate from approximately 49 to 28 percent. The Economic Recovery Act of 1981 reduced the 
effective rate still further, to 20 percent, as a result of the reduction in the top marginal tax rate from 70 
to 50 percent. However, the Tax Reform Act of 1986 eliminated exclusions for capital gains after 1988. 
Corporate capital gains were taxed at an alternative rate of 25 percent with the Internal Revenue Code 
of 1954, then at 30 percent with the Tax Reform Act of 1969. The alternative rate was reduced to 28 
percent by the Revenue Act of 1978, and repealed by the Tax Reform Act of 1986, which provided for 
taxation of (taxable) realized capital gains as ordinary income. Joint Committee on Taxation (1990), p. 
Il. 
* Elving (1989), p. 2299. 
3 Elving (1990), p. 1183. 
4 “Capital Gains Study at a Standstill” (1991, anonymous), p. 594; Elving (1989) pp. 2299-2302. 
5 Elving (1989), pp. 2299-2300. 
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Bush continued to press for further rate reductions; but significantly, it reestablished 

preferential taxation, as the maximum rate on ordinary income was now 3 1 percent.6 

Bush’s January1991 budget proposal included provisions to reduce the tax 

rate on certain capital gains. Individuals would be allowed to exclude a percentage of the 

gain from qualified assets, the percentage increasing with the length of the holding period. 

The effective tax rate for an asset held three years or more, for example, would have been 

19.6 percent for an individual in the 2%percent tax bracket.’ 

A year later, Congressional Democrats put forth their own plan to index capital 

gains for inflation, which, they argued, was a more equitable way to reduce effective tax 

rates. Opponents countered that the wealthy would benefit even more from indexing than 

from Bush’s plan-or that “indexing would not provide the quick stimulus that Bush 

claims would come from his proposal” to slash capital gains tax rates.* While the 

proposal to index gains has continued support today, it is adamantly opposed by the 

Treasury on grounds of administrative unfeasibility.’ 

capital 

Last year, the tax cut plan of Presidential candidate Bob Dole would have halved 

gains tax rates, from 28 to 14 percent. 

Concern that a capital gains tax cut would eventually, after an initial sell-off, 

necessitate higher ordinary income tax rates to meet budget shortfalls “has kept the 

nation’s business community from monolithic endorsement of the proposals.“1° 

However, proposals to cut capital gains taxes have increasingly enjoyed bipartisan support 

in recent months, fueled partly by the run-up of stock prices which has created huge paper 

gains. President Clinton’s budget proposals of January 1997 called for a tax exemption 

for up to $500,000 in capital gains from the sale of personal residences, and it is reported 

that he has signaled his willingness to contemplate a broad-based cut in future 

6Pollack (1991), p. 56. 
’ “In addition, all depreciation would be recaptured in full as ordinary income.” Joint Committee on 
Taxation (1990), p. 15. “The proposal was introduced by Senators Packwood, Dole and Roth as S. 
2071 . . . March 15, 1990.” 
* Cloud and Cranford (1992), p. 393. 
9 Schlesinger (1997), p. A6. 
lo Elving (1989), p. 2300. 
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negotiations, perhaps to a 20 percent maximum rate. ’ ’ A bill introduced in January by 

Senate Republicans would reduce the effective rate from 28 percent to 19.8 percent for 

individuals and from 35 percent to 28 percent for corporations, and would also index 

gains for inflation. In February, Senate Democratic Majority Whip Wendeli Ford 

announced his support for a broad-based capital gains tax cut.” As The WuIZ Street 

Journal reports, “Prospects for a big cut in the capital-gains tax seem better this year than 

at any time since the federal government increased tax rates a decade ago on profits from 

selling investments.“‘3 

l WHAT Is MISSING FROM THE CAPITAL GAINS DEBATE? 

The most frequently heard arguments for reducing capital gains taxes are: (1) to 

reduce the “lock-in” effect, by which high tax rates at realization deter asset sales;14 (2) 

to relieve a disproportionate burden on homeowners; (3) to compensate for the erosion 

of capital gains by inflation, as an alternative to indexing;15 (4) to end alleged double 

taxation of both capital stocks and income flows; (5) to spur productive enterprise and 

investment; and (6) to generate more tax revenue from the consequent growth in asset 

sales and productivity. 

This report calls attention to a neglected aspect of the capital gains issue-one 

which bears importantly on the fifth- and sixth-named consequences. 

Much of the capital gains debate today focuses on the stock market. Business 

recipients of capital gains are characterized as small innovative firms making initial public 

offerings (IPOs). In recent years such firms have been responsible for a disproportionate 

share of new hiring. It is hoped that corporations will be able to raise money to employ 

more labor and invest in more plant and equipment if buyers of their stocks can sell these 

I’ McTague (1997), Barrens, Feb 2, 1997. URLz <http:/lwww.barrons.com/bie/articlesl19970207ibudget.htm> 

I2 Hitt (1997), p. A2. 
I3 Schlesinger (1997), p. Al. 
I4 Some argue that eliminating step-up of basis at death would do more to reduce lock-in than a rate cut. 
See Joint Committee on Taxation (1990), p. 2 1; Gaffbey (1991). 
I5 For an analysis of the case for inflation indexing, see Gaffney (199 1). 
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securities with less of a tax bite. Stock market gains thus are held to stimulate new direct 

investment, employment, and output. 

Typical of the campaign to reduce capital gains taxes is a Wall Street Journal 

editorial, “Capital Gains: Lift the Burden.” Author W. Kurt Hauser argues that when the 

capital gains tax rate was increased from 20 percent to 28 percent in 1989, the effect was 

to deter asset sales, causing a decline in the capital gains to be reaped and taxed. He 

refers, however, only to stock market gains, and specifically, to equity in small 

businesses. Citing the example of yacht producers, he suggests that taxing capital gains 

on stocks issued by these businesses “locks in” capital asset sales, thereby deterring new 

investment and hiring, and reducing the supply of yachts.16 

Others contend that new productive investment is relatively insensitive to capital 

gains tax rates, arguing, for example, that most of the money placed in venture-capital 

funds come from tax-exempt pension funds, endowments, and foundations.17 

What is missing from the discussion is a sense of proportion as to how capital 

gains are made. Data that is available from the Department of Commerce, the IRS, and 

the Federal Reserve Board indicate that roughly two thirds of the economy’s capital 

gains are taken, not in the stock marke+-m-uch less in new offeringrs--but in real 

estate.” 

The Federal Reserve Board estimates land values at some $4.4 trillion for 1994. 

Residential structures add $5.9 trillion, and other buildings another $3.1 trillion. This 

$13.4 trillion of real estate value represents two thirds of the total $20 trillion in overall 

assets for the United States economy.” Real estate accounts for three-fourths of the 

economy’s capital consumption allowances. It also is the major collateral for debt, and 

generates some two-thirds of the interest paid by American businesses. Real estate taxes 

are the economy’s major wealth tax, although their yield has declined as a proportion of 

I6 Hauser (1995). 
” Venture Economics Information Services, cited in Schlesinger (1997), p. A6. 
” Federal Reserve Board, Flow-of-Funds Statistics, Balance Sheets for the US Economy. See section 
5 regarding capital gains on land and buildings. 
I9 Balance Sheets for the U.S. Economy: 1945-94, Table B.11. 
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all state and local revenues, from 70 percent in 1930 to about one-fourth today. 

Capital gains statistics are much harder to come by. One cannot simply measure 

the increased value of the capital stock, for part of the rise represents 

investment--production of new capital-iather than appreciation of existing capital and 

land. The IRS conducts periodic sampling of capital gains based on tax returns, and its 

Statistics on Income presents various analyses of the shares of total capital gains reported 

by the economy’s income cohorts, from the richest five percent down. The samples are 

admittedly asymmetrical, however, and some of the categories overlap. Significantly, for 

instance, stock market gains include a large component of land and other real estate gains. 

This policy brief seeks to elucidate the role of real estate in the capital gains issue, 

indicating the quantitative orders of magnitude involved.. We offer two main observations. 

First, generous capital consumption allowances (CCAs) greatly magnify the proportion 

of real estate income taken as taxable capital gains. Capital gains accrue not only on 

newly constructed buildings, of course, but also on land and old buildings being sold and 

resold. Our tax code allows for properties to be re-depreciated by their new owners after 

a sale or swap, permitting real estate investors to recapture principal again and again on 

the same structure. When CCAs have been excessive relative to true economic 

depreciation, as they were during the 198Os, capital gains have been commensurately 

larger than the actual increase in property prices. As Charts la and lb illustrate, capital 

consumption allowances in real estate dwarf those in other industries. 

Second, very little of real estate cash flow is taxable as ordinary income, so the 

capital gains tax is currently the only major federal levy paid by the real estate industry. 

CCAs and tax-deductible mortgage interest payments combine to exempt most of real 

estate cash flow from the income tax. This encourages debt pyramiding as it throws the 

burden of public finance onto other taxpayers. 

A central conclusion of our study is that better statistics on asset values and capital 

gains are needetir, more to the point, a better accounting format. The economic effects 

of a capital gains tax depend upon how the gains are made. The present GNPKNIPA 
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format fails to differentiate between wealth and overhead; between value from production 

and value from obligation. In particular, theory and measurement should distinguish real 

estate from other sources of capital gains----and, within the category of real estate, 

distinguish land from built improvements. Markets for immovable structures and for land 

have distinctive inherent features” and are shaped by distinctive institutional constraints. 

Our second major conclusion is that, at least until re-depreciation of second-hand 

buildings is disallowed, a capital gains tax cut would be unlikely to stimulate much new 

investment and employment from its largest beneficiary, the real estate industry. 

Depreciation allowances and mortgage interest absorb so much of the ongoing 

cash flow as to leave little taxable income. Mortgage interest payments, which now 

consume the lion’s share of cash flow, are tax-deductible, while CCAs offset much of 

what remains of rental income. On an industry-wide basis, in fact, NIPA statistics reveal 

that depreciation offsets more than the total reported income. As Charts 2a, 2b, and 2c 

illustrate, real estate corporations and partnerships have recently reported net losses year 

after year. 

The result is that real estate corporations pay minimal income taxes-some $1.3 

billion in 1988, just one percent of the $137 billion paid by corporate America as a 

whole.21 Comparable figures are not available on non-corporate income tax liability, but 

the FIRE sector (finance, insurance, and real estate) reported negative income of $3.4 

billion in 1988, out of a total $267 billion of non-farm proprietors’ income.22 These three 

symbiotically linked sectors thus were left with only capital gains taxes to pay on their 

cash flow. 

The central point for capital gains tax policy is that taxable capital gains in real 

estate consist of more than just the increase in land and building prices. They represent 

the widening margin of sales price over the property’s depreciated value. The tax 

” Gaffney (1994a). 
*’ US Bureau of Economic Analysis, NIPA Table 6.18. 
‘* NIPA Table 6.12. 
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accountant’s book-value gains result from charging off capital consumption allowances 

as a tax credit against cash flow. The more generous are the capital consumption write- 

offs for real estate, the more rapidly a property’s book value is written down. The fiction 

of fast write-off is eventually “caught” as a capital gain when the real estate is either sold 

or refinanced. 

Excessive depreciation allowances thus convert ordinary income into capital 

gains. Moreover, capital gains are the only point at which most real estate income is 

taxed To abolish the capital gains tax would annul the entire accumulated income tax 

liability which real estate owners have converted into a capital gains obligation. The 

income written off over the years as over-depreciation would not be caught at all. The 

economy’s largest industry would have its income rendered tax-free. 

Capital gains already are being taxed much more lightly than ordinary income, 

especially when deferrals and exemptions are taken into account. Even if exemptions were 

eliminated and the capital gains tax rate were set as high as the ordinary income tax rate, 

the effective burden (what economists call the present value of the tax) would be 

substantially lower to the extent that the capital gains tax is paid only retroactively, upon 

realization (sale) rather than as the gains actually accrue. 

One therefore must doubt the claim that cutting the capital gains tax would 

increase government revenue by encouraging investors to sell their assets. Kurt Hauser’s 

editorial asserts that “trillions of dollars are locked up in mature, relatively non-productive 

low-cost assets,” but does not explain that most of these “mature” assets take the form of 

depreciated real estate. Although real estate prices have stagnated, the book value of 

buildings has been diminished by much more. Now that these buildings are fully 

depreciated, owners have an incentive to sell or swap them once again so as to continue 

sheltering their income. The effect has been to leave substantial capital gains to be 

declared in the near future, while the properties can be sold for much more than their 
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depreciated value.‘3 

While it is often true that the prospect of earning capital gains is what induces 

new investment to be made, applying further rate cuts to real estate gains cannot be 

expected to spur much new construction activity under present fiscal institutions. Clearly 

a “capital” gains tax cut cannot cause the production of more land; land (as distinct from 

capital improvements) is made by nature, not by the landowner. As to buildings, more of 

the tax benefit would go to speculators in existing capital than to investors in construction 

and renewal. We also doubt that a further rate reduction is likely to accelerate real estate 

turnover by reversing a “lock-in effect.” Turnover is strongly affected by depreciation 

rates. In periods of rapid write-offs-most strikingly during the 198Os, when real estate 

could be written off faster than in any other period-buildings tend to be sold as soon as 

they are depreciated. The 1986 reforms reduced the incentives for this rapid turnover, but 

the principle is clear: When depreciation rates are high, there is a powerful tax-induced 

incentive to sell a building when it is fully depreciated.24 The basic motivation at work, 

of course, is to avoid taking investment returns as taxable income. Investors prefer to 

declare as much of their income as possible in the form of capital gains, which are taxed 

later and at a lower rate. 

Sound tax policy requires an understanding of the fiscal assumptions which 

underlie our tax code and the mythical world of national income accounting. Far from 

being a potent stimulus to new investment, a general capital gains tax cut would 

preferentially benefit owners of already depreciated buildings speculators in already 

seasoned stocks, leading to further deterioration of economic health. It cannot be expected 

to raise the volume of capital gains declared by enough to increase the total tax revenue 

generated. 

23 In these statistics we find the explanation for the fact that reported capital gains have fallen off since 
1989. The reason is not, as Hauser (1995) claims, because the capital gains tax hike has induced fewer sales 
of stocks or direct business assets that have increased in value, but because the collapsing real estate bubble 
has left in its wake fewer land-value gains to be taken. Even assuming that investors were sensitive to the 
increased capital gains tax rate, there have been fewer gains to reap since prices peaked in 1989. 
24 For an analysis of lock-in and capital gains taxation, see Gaffhey (1990). 
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Much of the statistical measurement problem derives from the fact that capital gains 

in real estate differ firorn those in other industries. While ah investors presumably would 

prefer to take their income in non-taxable forms and to defer whatever tax obligation is due, 

the tax benefits to the real estate industry have no analog in manufacturing, agriculture, 

power generation, transportation, wholesale and retail trade, or other services. Corporations 

in these sectors pay taxes on their net incomes. Out of their after-tax earnings they then pay 

dividends, on which stockholders in turn must pay income tax. By contrast, little or none of 

the rental cash flow received by real estate investors is taxable, because generous capital 

consumption allowances are treated as costs and deducted Erom the net income reported to 

the IRS. 

The effect of calculating capital gains for real estate on the basis of depreciated book 

values may be illustrated by the following example. A building bought in 1985 has probably 

been fully written off today, thanks to the generous CCAs enacted by the 198 1 tax code 

that remained in place through 1986. For a parcel bought in 1985 for $100 million and sold 

today for $110 million, the recorded gain is not merely the 10 percent increase in market 

price, but the entire value of the building, perhaps $65 million based on the real estate 

industry’s average land-to-building assessment ratios. 

Industrial investors must pay tax on their accruals of unsold inventories as they 

mount up, as ifthey were sold for cash. PubWing companies, for instance, owe taxes on 

books that remain unsold at the end of the year, which leads to fast liquidation of such 

inventories and often to the pulping of unsold books. A shift in publishing policy has taken 

place toward faster sellers and smaller print runs. 

Factory owners usually must junk their machinery when it wears out. At the very 

least, it is sold off at a nominal price and replaced with higher-productivity equipment, 

enabling producers to remain competitive in the face of technological progress. Industrial 

depreciation allowances are thus well justified, and rarely need to be offset by subsequent 

capital gains declarations. Real estate, however, is depreciated more than once, as a matter 

of course. Unlike other industrial assets, buildings that have been depreciated just once 




















































































