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During the past month, investors have been focused on the Biden administration’s 
proposed corporate tax reform and the impact on stocks. Over the past two weeks, at-
tention has shifted to the forthcoming proposal to raise the capital gains tax rate, with 
stocks that have risen significantly recently, being sold in anticipation of higher capital 
gains taxes. 

Long-term capital gains and qualified dividends are currently taxed at a maximum rate 
of 20%, along with a separate 3.8% tax on investment income. Media reports reveal 
that Biden will propose taxing both of these as ordinary income for filers earning more 
than $1 million in annual income. This would roughly double the tax rate on capital 
gains and dividend income from 23.8% to 43.4%. Most economists expect a more mod-
est increase, potentially to around 28%, with the hike being implemented only in 2022. 
Additionally, analysts believe the hikes will not be enforced retroactively, leaving cur-
rent tax rates intact for 2021.

Past capital gains tax hikes have been associated with declines in stock prices and in 
household stock allocations. Also, high momentum “winners” that had delivered the 
largest gains to investors ahead of the rate hike have usually lagged. Tech and Consum-
er Discretionary sectors have been the largest sources of capital gains during the last 3, 
5, and 10 years. It is exactly these sectors which have been underperforming since the 
tax proposal was floated.

TAX HIKES: 

2013 Capital Gains Rate Hike
Unsurprisingly, the wealthiest 1% were the biggest net sellers of stocks across US 
households around the last capital gains rate hike in 2013. During the three months 
prior to that hike, the wealthiest households sold 1% of their stock assets, which 
would equate to around $120 billion of selling in current terms. It is estimated that 
the wealthiest households now hold $1 to $1.5 trillion in unrealized equity capital 
gains - equating to 3% of total US stock market, a small percentage of overall stocks’ 
holdings.

However, the trend of net stock selling and falling stock prices around capital gains rate 
changes has usually been short-lived and reversed during subsequent quarters. In 2013, 
although the wealthiest households sold 1% of their assets prior to the rate hike, they 
bought 4% of starting stock assets in the quarter after the change.  As a result, they 
only temporarily reduced their stock exposures in order to realize gains at the lower 
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rate. Total household stock allocations demonstrated a similar pattern around the two 
preceding capital gains tax hikes (1969 and 1986).

There is still a lot of cash on the sidelines (in brokerage accounts and money market 
funds). That idle cash, combined with the cash raised from the tax-related selling men-
tioned above, will probably be invested in stocks over the next few quarters as low 
interest rate yields on cash are not keeping up with higher inflation. 

It is important to note that US households represent the single largest owner of the US 
stocks, owning 35% of the stock market. Analysts estimate that households could move 
more than $200 billion out of money market funds into stocks and bonds over the next 
several months, with a meaningful amount of that cash being invested into the stock 
market.
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