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Capital Gains: How are they taxed?

Capital gains are profits from the sale of a capital asset, such as shares of corporate stock, a busi-
ness, a parcel of land, or a piece of art. Capital gains are generally included in taxable income but
are often taxed at a lower rate; under current law, for example, most long-term capital gains face a
top rate of 15 percent. Complicated rules impose a range of tax rates on different kinds of gains and
can make it difficult for taxpayers to calculate their tax liability.
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Underlying Data: Download

o A capital A capital gain occurs when a capital asset is sold or exchanged at a price higher than
its basis (its purchase price plus commissions and the cost of improvements net of 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, un-
adjusted for inflation.

o Capital gains and losses are considered long term if the asset was held for over one year, and
short term if held for a year or less.

e Taxpayers in the 10 and 15 percent tax brackets pay no tax on most long-term gains; under
EGTRRA provisions, extended through 2012 by the Tax Relief, Unemployment Insurance
Reauthorization, and Job Creation Act of 2010, and taxpayers in higher brackets face a 15 per-
cent rate on long-term capital gains. In 2013, when all the temporary provisions expire, those
rates will revert to pre-2001 levels: 10 percent for those in the 15 percent tax bracket or lower
and 20 percent for all others. Recaptured real estate depreciation (that is, gains up to the amount
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of depreciation deductions previously claimed) is taxed at ordinary income tax rates up to a
maximum of 25 percent. Gains on art and collectibles are taxed as ordinary income up to a max-
imum 28 percent rate. The maximum rates apply under both the ordinary income tax and the al-
ternative minimum tax (AMT). The figure shows how the maximum long-term capital gains tax
rate has changed over the years.

o Capital losses may be used to offset capital gains and up to $3,000 of other taxable income. The
unused portion of a capital loss may be carried over to future years.

o Taxpayers may realize up to $250,000 of gains on their principal residence tax-free. Married
taxpayers filing jointly may exclude up to $500,000 from tax.

e The basis for an asset received as a gift equals the donor’s basis. However, the basis of an inher-
ited asset is "stepped up" to the value of the asset on the date of the donor’s death. The step-up
provision effectively exempts from income tax any gains on assets held until death. Assets in-
herited from people who died in 2010 (when the estate tax was repealed) qualified only for a
limited step-up of $3 million for gifts made to a spouse plus $1.5 million for gifts made to any-
one. The Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010
allowed estates of people who died in 2010 to choose between the 2010 law and the 2011 law,
under which heirs get full step-up in basis but the estate is potentially taxable. (See What did the
2001-2010 Tax Acts do to the Estate, Gift and Generation Skipping Transfer Taxes?).

e Individuals may exclude up to 50 percent of capital gains on stock held for more than five years
in a domestic C corporation with gross assets under $50 million on the date of the stock’s issu-
ance.

o C corporations pay the regular corporate rates on the full amount of their capital gains and may
use capital losses only to offset capital gains, not other kinds of income.

o Capital gains may face effective tax rates above the statutory rates because of phase-outs in the
tax code. For example, taxpayers in the phase-out range of the AMT exemption incur an implicit
surtax of 6.5 percent (for taxpayers in the 26 percent AMT bracket) or 7 percent (for taxpayers
in the 28 percent AMT bracket).

e If you find this description mind-numbingly complex, you have captured the essence of capital
gains taxation.

URBAN-BROOKINGS TAX PoLICcY CENTER WWW.TAXPOLICYCENTER.ORG/BRIEFINGBOOK



http://www.taxpolicycenter.org/briefing-book/key-elements/estate/what-is.cfm
http://www.taxpolicycenter.org/briefing-book/key-elements/estate/what-is.cfm

See Also

Capital Gains: What is the effect of a lower tax
rate?

Data Sources

Department of the Treasury, Office of Tax
Analysis (December 30, 2010).

Authors: Len Burman and Carol Rosenberg
Last Updated: June 22, 2011
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Capital Gains: What is the effect of a lower tax rate?

Throughout most of the existence of the income tax, capital gains have been taxed at lower rates
than ordinary income. Some argue that the lower tax rate offsets taxes paid at the corporate level,
encourages risk taking and entrepreneurship, offsets the effects of inflation, and prevents "lock-in"
(the incentive to hold assets too long for tax purposes). Critics complain that the lower tax rate dis-
proportionately benefits the wealthy and encourages tax sheltering.

Benefit of Lower Tax Rates on Long-term
Capital Gains, Current Law, 2013

Benefit as

Cashincome level Percent of returns  percent of after- Share of total Average
(thousands of 2011 8)  with tax benefit tax income federal tax change tax savings ($)

Less than 10 0.0 0.0 0o 0

10-20 0.2 0.0 00 0

20-20 0.6 0.0 00 1

30-40 1.7 0.0 0o 1

40-50 33 0.0 0.1 i

50-T5 58 0.0 05 13

75-100 9.6 0.1 08 3

100-200 163 0.1 4.4 126

200-500 m7 04 a5 828

500-1,000 4.0 12 9.8 5,587

More than 1,000 52.0 a7 549 84,740

All L 0.7 100.0 359

Source; Urban-Brookings Tax Policy Centar Microsimulation Madel (0411-2)
Motas:

Tax units with nagative cash income ara axcluded from the loweast incomea class but are included inthe totalz Includes
biath filing and non-filing units but axcludes dapendants.

Roughly half of all capital gains represent profits on the sale of corporate stock. However, about
half of those profits are never taxed at the corporate level because of various tax breaks that
benefit corporations. A lower rate of tax on capital gains appropriately offsets corporate taxes
only in a minority of cases.

Assets that pay returns in the form of capital gains probably are riskier than average, and so a
lower capital gains tax rate may in fact encourage risk taking; however, taxing gains while al-
lowing deductions for losses on a symmetric basis reduces the after-tax variance of returns. Alt-
hough loss deductions are limited in a given year, they may be carried forward: a study pub-
lished in 1997 found that most losses are deductible either immediately or soon after realization.
Under current law in 2011, taxpayers can use capital losses to offset capital gains and up to
$3,000 of non-gain taxable income. Taxpayers can carry the remaining capital losses forward to
future years.

It is true that part of almost any nominal capital gain is due simply to inflation. But inflation ac-
tually affects the returns on assets that are taxed currently (interest, dividends, rents, and royal-
ties) more than it affects capital gains. And adjusting capital gains for inflation, either directly or
through a lower tax rate, creates tax shelter opportunities if expense items (such as interest and
depreciation) are not similarly indexed.
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A capital gains tax discourages sales of assets-the so-called lock-in effect-which may be ineffi-
cient. However, a 1994 study found that this effect was very small for permanent changes in
capital gains tax rates (but not for temporary changes).

The benefits of low tax rates on capital gains accrue disproportionately to the wealthy. In 2013,
an estimated 94 percent of the tax benefit of low rates on capital gains will go to taxpayers with
cash incomes over $200,000, and three-fourths of the benefits will accrue to millionaires.

Low tax rates on capital gains are an important part of many individual income tax shelters,
which employ sophisticated financial techniques to convert ordinary income (such as wages and
salaries) to capital gains. For top-bracket taxpayers, tax sheltering can save 20 cents per dollar
of income sheltered. Tax sheltering is economically inefficient because the resources that go in-
to designing and managing tax shelters could be used instead for productive purposes, and many
tax shelter investments pay subpar returns, turning a profit only after considering the tax bene-
fits.

The low rate on capital gains complicates tax filing. A significant portion of tax law and regula-
tions is devoted to policing the boundary between returns on capital assets and ordinary income.
And the alternative schedule for capital gains compounds the complexity: the entire back side of
the schedule D is devoted to calculating the alternative rate.

For most of its history, the U.S. income tax excluded a portion of long-term capital gains from
income and taxed the remainder at ordinary rates. This is a much simpler way to convey a pref-
erence to capital gains.
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