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The Four Flaws of a Capital Gains Income Tax Cut
It creates favoritism, it’s ineffective, it’s unnecessary
and it’s irresponsible
It’s unfortunate that some Oregon lawmakers are pushing to cut the tax rate on income from capital
gains. Several legislative proposals exist to grant preferential treatment to income generated from the
sale of assets such as stocks, bonds and real estate. This misguided policy fails on four fundamental
levels: it favors some taxpayers over others, it’s ineffective, it’s unnecessary and it’s irresponsible.
Cutting the income tax on capital gains favors speculators over workers and favors the rich over the rest.
It would create a situation where ordinary Oregonians working for paychecks would end up paying a
higher tax rate on their income than someone who lives off of investment income. For example, the
average salary for a teacher in Oregon in 2010 was about $51,000. An educator earning this amount in
2012 would pay a top rate of 9 percent in income taxes. If that year the tax rate on capital gains income
were cut in half, someone who is fortunate enough to live off of investment or trust fund income — be it
the same amount as the teacher earns or many times that amount — would pay a top rate of no more than
4.95 percent.
It would also, by and large, constitute a tax cut just for the rich. If Oregon halved the income tax rate on
capital gains, the richest 1 percent of Oregonians would get 65 percent of the tax cut. The rest of
Oregonians would receive little or nothing.
Cutting the income tax on capital gains is also ineffective as a means to attract investment, contrary to
what proponents claim. Research shows that there is no correlation between growth in the economy —
real GDP growth — and the tax rate on income from capital gains. Demand for products and services, not
the amount of after tax income, is what drives investment. Thus, a general tax cut on income from capital
gains will have no real impact on investment. Plus, there’s no guarantee that the money would be
reinvested in Oregon. And for those who argue for a targeted tax cut for money reinvested in the state,
Oregon’s own experience demonstrates the futility of such an effort.
Cutting the income tax on capital gains is also unnecessary, since Oregon’s economy already tends to
outperform the nation as a whole. In recent years, Oregon’s economy has grown faster than that of the
nation and has attracted more than its share of venture capital, even though, like a majority of states with
income taxes, it taxes income from capital gains the same as any other income. Indeed, more taxpayers
with capital gains income move to Oregon than move out, and collectively, in the year of their moves,
those arriving have more capital gains than those who leave Oregon.
Finally, cutting the income tax on capital gains is irresponsible. During difficult economic times, income
from capital gains constitutes an important source of revenue to fund popular and vital public services.
During good economic times the income tax on capital gains shines, often generating more revenue than
anticipated. If this unanticipated revenue were saved in the Rainy Day Fund, Oregon would be better
positioned to weather bad economic times. By giving preferential tax treatment to income from capital
gains, the income tax would not shine so brightly in good years, harming Oregon’s ability both to fund
vital and popular public services and to save for rainy days.

Report
June 14, 2011

The Four Flaws of a Capital Gains Income Tax Cut
It creates favoritism, it’s ineffective, it’s unnecessary and it’s irresponsible
By Jason Gettel

It’s unfortunate that some Oregon lawmakers are pushing to cut the tax rate on income from
capital gains. Several legislative proposals exist to grant preferential treatment to income
generated from the sale of assets such as stocks, bonds and real estate. This misguided policy
fails on four fundamental levels: it favors some taxpayers over others, it’s ineffective, it’s
unnecessary and it’s irresponsible.
Cutting the income tax on capital gains favors speculators over workers and favors the rich over
the rest. It would create a situation where ordinary Oregonians working for paychecks would
end up paying a higher tax rate on their income than someone who lives off of investment
income. It would also, by and large, constitute a tax cut just for the rich. If Oregon halved the
income tax rate on capital gains, the richest 1 percent of Oregonians would get 65 percent of the
tax cut. The rest of Oregonians would receive little or nothing.
Cutting the income tax on capital gains is also ineffective as a means to attract investment,
contrary to what proponents claim. Demand for products and services, not the amount of aftertax income, is what drives investment. Thus, a general tax cut on income from capital gains will
have no real impact on investment. Plus, there’s no guarantee that the money would be
reinvested in Oregon. And for those who argue for a targeted tax cut for money reinvested in the
state, Oregon’s own experience demonstrates the futility of such an effort.
Cutting the income tax on capital gains is also unnecessary, since Oregon’s economy already
tends to outperform the nation as a whole. In recent years, Oregon’s economy has grown faster
than that of the nation and has attracted more than its share of venture capital, even though, like
a majority of states with income taxes, it taxes income from capital gains the same as any other
income. Indeed, more taxpayers with capital gains income move to Oregon than move out, and
collectively, in the year of their moves, those arriving have more capital gains than those who
leave Oregon.
Finally, cutting the income tax on capital gains is irresponsible. During good economic times the
income tax on capital gains shines, often generating more revenue than anticipated. If this
unanticipated revenue were saved in the Rainy Day Fund, Oregon would be better-positioned to
weather bad economic times. By giving preferential tax treatment to income from capital gains,
the income tax would not shine so brightly in good years, harming Oregon’s ability both to fund
vital and popular public services and to save for rainy days.

Favoritism: Tax cut would favor speculators over workers, the rich over the rest
Granting preferential tax treatment to capital gains income would benefit speculators at the
expense of workers; it would benefit the rich over all other Oregonians; and it would harm the
public structures that nurture the middle class.
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It would benefit speculators at expense of workers
The state tax structure should not penalize Oregonians who work for a paycheck in
favor of those who live off of investments. Yet, that is what would happen if the
legislature reduces the income tax on capital gains.
Consider what happens to working Oregonians by giving special treatment to income
from capital gains. The average salary for a teacher in Oregon in 2010 was about
$51,000.1 An educator earning this amount in 2012 would pay a top rate of 9 percent
in income taxes. If that year the tax rate on capital gains income were cut in half,
someone who is fortunate enough to live off of investment or trust fund income — be
it the same amount as the teacher earns or many times that amount — would pay a
top rate of no more than 4.95 percent.2
The special treatment
for those with
investment income
constitutes a “working
tax penalty,”
according to former
Vermont Governor
Jim Douglas (R).

The special treatment for those with investment income constitutes a “working tax
penalty,” according to former Vermont Governor Jim Douglas (R). Calling for the
elimination of Vermont’s preferential treatment of income from capital gains,
Governor Douglas said in 2008:
Our current tax structure taxes earned income – that is, your hourly wage or
salary – at a higher rate than it taxes unearned income. What this means is
that a working man or woman in Vermont making $50,000 a year pays nearly
50 percent more tax than someone who does not work and simply lives off
investment or trust fund capital gains income in the same amount. Our state
is one of only a few that has such an unfair penalty for doing an honest day’s
work. This is grossly unfair. We must close this loophole and eliminate this
working tax penalty.3
Indeed, most states — Oregon included — treat income from paychecks the same as
income from investments. Forty-two states, counting the District of Columbia as a
state, levy a broad-based personal income tax. Only nine of them give significant
preferential treatment for income from capital gains over income from work.4
Treating workers and speculators the same is good economic development policy.
Rhode Island recently eliminated preferential treatment for capital gains as part of
an economic development strategy to gain competitive advantage in job retention
and business recruitment. In 2008, a commission charged with “developing a tax
strategy so that Rhode Island’s tax structure is a competitive advantage in retaining
jobs and recruiting businesses” recommended treating income from capital gains the
same rate as income from work.5 The 2009 Rhode Island General Assembly agreed
and enacted legislation to tax all capital gains income at the same rate as ordinary
income beginning January 1, 2010.6
Giving special treatment to income from capital gains would penalize an honest day’s
work and put Oregon’s tax system at odds with a majority of other states.
It would benefit the rich at expense of all other Oregonians
Cutting the tax on income from capital gains would be a boon for rich Oregonians,
with everyone else receiving little or nothing. With the income gap between the rich
and the rest already at extreme levels, cutting the income tax on capital gains would
further unbalance Oregon’s economy.

2

June 14, 2011

The Four Flaws of a Capital Gains Income Tax Cut

Because the rich disproportionately own capital assets (stocks, bonds and real
estate), capital gains — the income from the sale of those assets — mostly flow to the
top. In 2009, over half of Oregon’s net capital gains income (54 percent) went to
those making over $500,000 per year. Those making more than half-a-million
dollars per year made up fewer than 1 in 300 taxpayers.7 For this wealthiest group as
a whole, 18 out of every 100 dollars in income came from capital gains, compared to
only 1 out of every 100 dollars for all other Oregonians making less than $500,000 a
year, combined.8
Nearly two-thirds of the benefits of
cutting the tax rate on income from
capital gains would accrue to the richest
1 percent of Oregonians

Rest of top
20%

Top 1%

Everyone
else

Source: OCPP presentation of Institute on Taxation and Economic Policy data.

Thus, reducing the tax rate on income from capital gains would by-and-large
constitute a tax cut for the rich. If Oregon halved the income tax rate on capital gains,
the richest 1 percent of Oregonians would get 65 percent of the tax cut.9 Among all
people in this elite group, the average tax savings would be almost $6,000 per year.
The average tax cut for those in the top 1 percent that actually receive a cut would be
over $9,000 per year.10

If Oregon halved
the income tax rate
on capital gains,
the richest 1
percent of
Oregonians would
get 65 percent of
the tax cut.

By contrast, very little of the benefits would accrue to the remaining 99 percent of
Oregonians. Four-fifths of all Oregonians —all but the wealthiest 20 percent — would
only get to split among them 5 percent of the total benefits of cutting the tax rate on
income from capital gains in half.11 Even taxpayers with incomes between $83,000
and $162,000 — who earn well above what the middle-income Oregonian makes —
would, on average, see a tax savings of only $70.12
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If Oregon were to cut the income tax rate on capital gains in half, the
average annual tax benefit would be heavily skewed to those at the very
top of the income scale
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Only 9 out of every
100 Oregon taxpayers
would see a reduction
in their income taxes
if the tax rate on
capital gains income
were cut in half.

Apart from the skewed distribution of the tax benefits to the top income group, the
majority of Oregon taxpayers would not benefit at all from a cut to the income tax
rate on capital gains because they do not own assets that are subject to capital gains
taxation. Only 9 out of every 100 Oregon taxpayers would see a reduction in their
income taxes if the tax rate on capital gains income were cut in half.13
The gap between the median household income and the average
income of the top 1 percent remains wide even with the effects of the
recession.
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Inflation-adjusted 2009 dollars with US CPI-U.

With only rich Oregonians benefiting significantly from it and all others getting little
or no benefit, granting preferential treatment to capital gains would tend to
exacerbate income inequality. Over the past three decades, the typical household in
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Oregon has endured income stagnation, while the wealthiest 1 percent have seen
their income soar. Oregon median household income in 2009 ($30,327) was 9.8
percent lower than it was in 1979 ($33,618), after adjusting for inflation.14 By
contrast, the average inflation-adjusted income among the wealthiest 1 percent in
Oregon has almost doubled from $340,092 in 1979 to $634,902 in 2009.15
Thus, cutting the tax rate on income from capital gains would largely benefit the
relatively few who, by-and-large, captured the income gains of the past three
decades.

It would give the rich a tax cut on top of the one they are already slated to get
When the 2009 legislature adopted what became Measure 66, enacted by voters in
January 2010, lawmakers relied on economic forecasts that predicted a less severe
recession and a faster and stronger recovery than what has transpired.16 At that time,
the legislature expected that revenue for the 2011-13 biennium would be almost $2
billion more than what the Office of Economic Analysis now predicts.17 Lawmakers
assumed — incorrectly, it turned out — that the state could afford to reduce the top
rates for the wealthiest Oregonians starting in January 2012.
Thus, they wrote a tax cut into the law. On January 1, 2012, the top marginal tax rates
of 11 percent for income for couples in excess of $500,000 and 10.8 percent for
income between $250,000 and $500,000 will fall to 9.9 percent. The Legislative
Revenue Office predicts that this scheduled tax cut for the 4 percent of Oregon
households with income of $250,000 or more will cost the state budget $134 million
in the next two year budget period, and $247 million in the 2013-15 budget period
when income from capital gains are expected to have rebounded to pre-recession
levels.18
Because Oregon currently treats all income equally and the bulk of capital gains
income flows to Oregon’s wealthiest households subject to the Measure 66 rates, the
scheduled tax cut already lowers the tax on income from capital gains for the
wealthiest Oregonians. Granting capital gains income special tax treatment would
pile more benefits on top of the scheduled tax cut that the wealthy are slated to get.

This scheduled
tax cut for the 4
percent of
Oregon
households
with income of
$250,000 or
more will cost
the state
budget $134
million in the
next two year
budget period.

It would harm the public structures that nurture the middle class and protect
the vulnerable
Cutting the income tax on capital gains would, of course, result in less revenue for the
state. That would mean fewer resources for schools, health and human services and
public safety — the public structures that nurture the middle class and protect the
vulnerable.
For example, cutting the income tax rate on capital gains to 5 percent would mean a
loss of at least $165 million in a single year.19 Over the course of the 2011-13 budget
cycle, the cost would be about $338 million,20 which would be almost enough to fund
a key component of Governor Kitzhaber’s plan to focus on early childhood education.
The Governor recommended that the Early Learning Council, designed to ensure
children enter school ready to learn, receive $361 million from the General Fund in
the 2011-13 Governor’s Balanced Budget.21
In addition to direct revenue loss, Oregon’s economy would likely lose federal
funding. Many state programs, particularly health care for the poor, aged and
disabled, receive federal matching funds. If the legislature were to make up the lost
June 14, 2011
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revenue by cutting these vital services, the amount of federal funds flowing into the
state would also be reduced. For example, each dollar of reduced state spending in
Medicaid results in about $2 in lost federal matching funds that flow to health care
sectors of the economy.

Ineffective: Tax cut would fail to attract investment
Proponents of cutting the income tax on capital gains argue that the special
treatment is necessary to attract investment, which in turn will stimulate economic
growth and create jobs.22 This oft-repeated claim doesn’t stand up to scrutiny.
Most careful and independent research suggests that effects of capital gains tax cuts
on investment and employment are minimal at best. “Capital gains rates display no
contemporaneous correlation with real GDP growth during the last 50 years,”
according to Leonard Burman, the Daniel Patrick Moynihan Professor of Public
Affairs at the Maxwell School of Syracuse University and one of the nation’s leading
experts on capital gains taxation.23 This is, in part, because significant business
investment comes from sources such as pension funds and insurances companies
unaffected by capital gains, making the tax rate on capital gains income irrelevant.24
Likewise, the non-partisan Congressional Budget Office found that increasing aftertax income “typically does not create much incentive … to hire more workers in order
to produce more, because production depends principally on [businesses’] ability to
sell their products.”25
Demand for
products and
services creates
jobs — not tax
breaks for the rich.

In other words, demand for products and services creates jobs — not tax breaks for
the rich.
The futility of cutting the income tax on capital gains is all the more apparent at the
state level. If Oregon were to enact such a tax cut, there is no guarantee that the tax
savings reaped by its beneficiaries — largely the richest Oregonians — would be
reinvested in Oregon. Capital being highly mobile, those tax savings could just as
easily be reinvested with a Wall Street hedge fund or invested in the Shanghai stock
market.
While some would argue that Oregon could offer a more targeted tax cut to income
reinvested in Oregon, the state’s own experience demonstrates the futility of such an
effort. In the mid 1990s, Oregon experimented with a program that allowed certain
investors, primarily investors in start-up companies, to defer Oregon income taxes
on capital gains if the gains were reinvested in Oregon businesses. In a joint report,
the Legislative Revenue Office, the Oregon Department of Revenue and the Oregon
Department of Economic and Community Development (now Business Oregon)
concluded that the program was a failure.26
The report found that the program “has not achieved [its] goal,” which was to
increase investment in Oregon. It further stated, “Given the small amount of
investment under Oregon’s deferral program in its first two years, and because much
of that investment probably would have occurred even without the deferral, the
program has created few, if any, new jobs.”27
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Unnecessary: with its current tax rate Oregon does well relative to the
nation
In an effort to justify a lower tax rate on capital gains income, proponents paint an
ugly picture of Oregon’s economy. They claim that Oregon performs badly when
compared to other states and that its tax structure drives away wealthy Oregonians.28
Again, their arguments don’t stand up to scrutiny.
Oregon already outpaces the nation in economic growth and in inflow of
venture capital
During the last decade, Oregon’s economy far outperformed that of the nation as a
whole.
Despite experiencing two recessions, Oregon Gross Domestic Product grew 31
percent from 2000 to 2009 in inflation-adjusted terms, faster than the 14 percent
gain experienced nationally.29 That success happened without giving special
treatment to speculators and the rich.
Venture capital investment in Oregon has also been stellar. Oregon’s venture capital
investment rose from $91 million in 2009 to $196 million in 2010. That amounts to a
115 percent growth rate, far above the increase nationwide of 20 percent. On a per
capita basis, Oregon’s venture capital ranked 15th highest among all states and the
District of Columbia in 2010. That was better than its per capita rank in 2009 (22nd)
and better than the average per capita rank of 18th over the previous 15-year period,
from 1995 through 2009.30
People with capital gains income are migrating to Oregon
Among taxpayers with capital gains income who move to and from Oregon, more
moved to Oregon than moved out — as evidenced in the most recent 10-year period
with available data. And in the year of their moves, those arriving, collectively, had
more capital gains than those leaving Oregon. In other words, over those 10 years
Oregon had a net inflow of capital gains income.

Among taxpayers with
capital gains income
who move to and from
Oregon, more moved
to Oregon than moved
out.

Analysis of Oregon Department of Revenue data reveals that net inflow. From 2000
to 2009, an average of 3,269 taxpayers reporting $120 million in capital gains
income moved out of Oregon each year.31 During the same time period, an average of
4,357 taxpayers with capital gains income moved into Oregon, bringing with them
$144 million in capital gains income that year.32 Thus, each year Oregon had an
average net inflow of $24 million in capital gains income.33 In fact, in all but one of
those 10 years (2000), people moving into Oregon have had more income from
capital gains during the year of their move than those moving out of Oregon.
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In 2009, taxpayer migration
accounted for just a tiny fraction of
taxpayers with income from capital
gains...

...and those landing in Clark
County, WA, made up only a small
share of taxpayer migration in 2009

to Clark
County,
88

those
moving
out of
Oregon
1.4%

full-year
Oregon
residents
97%

all taxpayers with
capital gains

those
moving
into
Oregon
1.6%

Source: OCPP presentation of Oregon Department of Revenue data.

Out of nearly 1.8
million total returns,
97,000 reported
income from capital
gains. Of those, only
88 taxpayers with
income from capital
gains moved to Clark
County.
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The fact that Oregon’s tax structure is not chasing away taxpayers with capital gain
income is evident even in the data concerning Clark County, Washington. Critics of
Oregon’s tax structure suggest that there is a flood of Oregon taxpayers migrating to
Clark County, Washington, to avoid income taxes, including the income tax on
capital gains.34 While stories circulate of wealthy Oregonians moving to Clark County
to avoid taxes, anecdotes do not amount to reliable evidence. The data show that, at
most, the migration is minimal. Oregon had an average of about 190,000 full-year
residents with capital gains income each year between 2000 and 2009. And of that
group, on average only 14 of every 10,000 (0.14 percent) moved to Clark County.
Among all 1.7 million Oregon taxpayers — those with and without income from
capital gains — an average of just 2 of every 10,000 (0.02 percent) had income from
capital gains and moved to Clark County each year from 2000-09.35
The data from 2009 further illustrates the negligible effect of Oregon’s tax structure.
That year, out of nearly 1.8 million total returns, 97,000 reported income from
capital gains. Of those, only 88 taxpayers with income from capital gains moved to
Clark County.36
Of course, those who packed their belongings and moved across the river may have
done so for reasons other than taxes — for example, cheaper housing, job availability
and family-related reasons. But whatever the reason for their move, the fact that just
88 taxpayers with capital gains income, out of Oregon’s 1.8 million taxpayers,
relocated to Clark County is not grounds to grant preferential treatment that would
primarily benefit Oregon’s richest households.
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Investments and jobs stay in Oregon
Even if Oregonians move to Clark County before realizing large capital gains, Oregon
does not necessarily lose all of their investment capital as a result. Those who have
made money in Oregon may continue investing in Oregon in the future, even if they
move a few miles away. Moreover, while Oregon may lose tax revenue because some
of the capital gains income of those living outside of Oregon will not be taxed as
income here, Oregon does not lose the economic growth or potential jobs created by
businesses located here simply because the owner lives in another state.
In fact, just because someone lives in Clark County it doesn’t mean they don’t work in
Oregon and continue to pay Oregon income taxes. In 2009, about one-third of Clark
County’s resident workforce (roughly 56,000 individuals), some of whom are quite
rich, filed Oregon income tax returns. These Clark County filers reported a total
adjusted gross income of $2.2 billion in 2009, including $5.4 million in income from
capital gains. 37 The percent of Clark County residents filing Oregon income tax
returns who made over $500,000 in 2009 was 0.2 percent, not much different than
the 0.3 percent of full-year Oregon residents who made that much money.38
Across the nation, people don’t migrate because of tax policy
The conclusion that Oregon’s tax structure is, at worst, causing a miniscule number
of Oregonians to relocate to Clark County is entirely consistent with the findings of
studies of the impact of state taxes on migration.
“The consensus emerging from the migration literature — and from a range of
research designs — is that people do not generally migrate in response to tax
increases (or to tax differentials that would be ‘easy’ to arbitrage),” according to a
recent study by Princeton researchers published in the National Tax Journal.39 That
study found that the migration effect of New Jersey’s so-called “millionaire tax” — a
tax bracket for taxpayers with income above $500,000 enacted in 2004 — was “close
to zero.”40

The migration effect
of New Jersey’s socalled “millionaire
tax” — a tax bracket
for taxpayers with
income above
$500,000 enacted in
2004 — was “close
to zero.

Likewise, a scholar at the University of Massachusetts, Amherst recently conducted a
study of migration among the New England states. It concluded that “taxes do not
play any notable role in causing people to leave a state.”41

Irresponsible: Granting special treatment to rich would make it harder to
fund popular and vital services and save for a rainy day
The revenue collapse that followed the onset of the Great Recession demonstrated
yet again the need for Oregon to build up its revenue reserves. By saving during the
good economic times, Oregon would be in a better position to weather the inevitable
economic downturns. Cutting the income tax on capital gains, however, would
weaken the best source of revenue for building up Oregon’s reserves.
When the economy performs well, Oregon’s tax system — led by the income tax on
capital gains — tends to bring in more funds than anticipated. That certainly was the
case in the 2005-07 budget cycle, the last time that revenue surged beyond
expectations, causing the “kicker” to kick.42 In that instance, income from capital
gains accounted for one out of every 11 dollars of income reported in Oregon.43 In tax
year 2005, one of the years contributing to the unanticipated revenue that resulted in
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a kicker, income from capital gains increased by 59 percent and accounted for over a
third of the growth in the adjusted gross income of full-year residents.44
That Oregon’s revenues surge during good times from the income tax on capital gains
is a good thing. To the extent a surge is anticipated, the funds can support vital public
services that otherwise would need to be funded from the income tax on paychecks.
To the extent a surge is unanticipated, the unexpected revenue can be saved in the
Rainy Day Fund, putting Oregon in a better position to weather bad economic times.
Even during
difficult economic
times, income
from capital gains
constitutes an
important source
of revenue to fund
popular and vital
public services
such as schools,
the courts, health
care and care for
the elderly.

Even during difficult economic times, income from capital gains constitutes an
important source of revenue to fund popular and vital public services such as schools,
the courts, health care and care for the elderly. Following the pummeling of the stock
market at the beginning of the Great Recession, full-year Oregon residents still
reported $3.8 billion in capital gains in 2008 and $2 billion in 2009.45 This
amounted to 4.5 percent of total income in 2008 and 2.5 percent in 2009.The tax on
this income from investment funds vital public services during the difficult times.
Thus, whether enacted during good or bad economic times, cutting the tax rate on
the income from capital gains is irresponsible state fiscal policy.

Conclusion
Any proposal to cut the income tax on capital gains fails on four fundamental levels:
it would create a tax system that favors speculators over workers and the rich over all
other Oregonians; it would be ineffective as a means of attracting investment into the
state; it’s unnecessary because with its current tax rate on capital gains, Oregon
compares favorably to the rest of the nation; and it’s fiscally irresponsible in view of
the need to strengthen Oregon’s reserves and fund vital public services during good
and bad economic times.
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