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Capital Gains Tax Rates Up = Value of Businesses Down?   
Will increasing the top capital gains tax rate harm sellers of businesses?
by Ray D. Rezab and Brian J. Kremen

(continued p.2)
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R E P R I N T

Given the discussion in today’s political 
environment about whether to extend, 
make permanent, change or scrap 

President Bush’s tax cuts, an issue that merits 
analysis is whether an increase in the top cap-
ital gains tax rate will depress business values.  

All business owners are acutely aware that 
an increase in the capital gains tax rate will re-
sult in lower net-after-tax proceeds when they 
sell their businesses. What we think is a more 
interesting question is whether higher tax rates 
will have an additional indirect and negative 
effect on the value of the underlying business, 
due to an increase in the cost of capital for buy-
ers of businesses.  
Background on Capital                    
Gains Tax Rates

Earlier this decade, Congress passed the 
Jobs and Growth Tax Relief Reconciliation 
Act of 2003 (“2003 Tax Act”) to spur invest-
ment and rekindle the economy.  Immediately 
prior to the 2003 Tax Act, long-term capital 
gains (arising from the sale of capital assets held 
for more than one year) were taxed at 20% 
for higher income bracket taxpayers (25% or 
above). Additional rules governed gains on the 
sale of capital assets acquired after December 
31, 2000, and held for more than five years.  
These were taxed at a maximum rate of 18%.

The 2003 Tax Act temporarily cut the top 
capital gains tax rate, effective from May 6, 2003 
through the end of 2008, from 20% to 15% for 
higher income bracket taxpayers and for recipi-
ents of qualified dividends from C corporations, 
and ended the 18% rate for five-year holding 
period property. The 20% rate was mandated 
to reappear in 2009. However, the 15% rate was 
extended through 2010, due to the passage in 
May 2006 of the Tax Increase Prevention and 
Reconciliation Act of 2005 (TIPRA).   

As depicted in the graph above, the top tax 
rate on capital gains has varied widely over the 
past 80 years. For most of that time, the top rate 
has been at least 25%. It peaked in 1976-77, and 
since then has followed a general downward 
trend to the current 15%, the lowest rate since 
before and during the Depression.

 President Bush has advocated making 
these tax cuts permanent on numerous oc-

casions, and did so again in the most recent 
budget submitted to Congress. However, the 
consensus is that the current Congress is more 
likely to raise the capital gains tax rate, possibly 
before it is due to expire at the end of 2010.
The Linkage of Taxes, Cost of           
Capital, and Value

All business owners recognize that the net 
proceeds from the sale of a business will be less 
if the capital gains tax rate is increased. What 
may not be as clearly understood is that, if 
buyers believe they ultimately will be taxed at 
higher rates, they must reduce their purchase 
offers in order to maintain the same return on 
investment.

Accepted valuation theory states that the 

value of a business is a function of the after-tax 
cash flows it generates, discounted by an ap-
propriate risk-adjusted, after-tax rate of return. 
As tax rates on income or capital gains change, 
the cost of capital changes, as does the present 

value of the business’s future cash flow stream.
To more fully understand the effect of in-

creased taxation on the cost of equity capital, 
we first analyzed how much of a decrease in 
initial investment (or value) would occur as a 
result of increasing the capital gains tax rate, 
to keep the after-tax return to the investor 
constant. The top chart on page two illus-
trates that effect for a 5% and a 10% increase 
in the capital gains tax rate (from a base rate 
of 15%). As one would expect, the prices of 
higher-risk investments are more negatively 
impacted by higher capital gains rates. 

 To determine how higher capital gains 
tax rates would affect the price buyers should 
be willing to pay for businesses, we applied 
this concept to an average company in which 
two-thirds of the post-sale capital structure is 
debt. The bottom chart illustrates the effect 
on the enterprise value of the business under 
varying capital gains tax rates and holding 
periods.

 Greater leverage in the buyer’s capital 
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Historical Capital Gains Tax Rates
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Accepted valuation theory 

states that the value of 
a   business is a function of 
the after-tax cash flows it           

generates, discounted by an 
appropriate risk-adjusted, 
after-tax rate of return.  
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Taxes of all kinds create 

friction that causes a drag on 
investment returns, and an 
increase in the capital gains 
tax rate will undoubtedly 

have this effect.  
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structure and longer holding periods each 
dilute the impact on value of a higher capital 
gains tax rate. This is primarily due to the 
time-value of money.

 All buyers would not be affected in the 
same way. In the case of a public corporation, 
which is taxed at a single corporate rate and 
for which the holding period of an acquired 
business is expected to be long, the effect is 
lessened. Likewise, the effect is minimized for 
investors that are tax-exempt entities, such as 
pension funds and endowments. 

Because the economy consists of many dif-
ferent types of entities that are subject to a va-
riety of taxes and tax rates, it is almost impossi-
ble to precisely ascertain the actual amount of 
value reduction that results from an increase 
in the top capital gains tax rate. Nevertheless, 
taxes of all kinds create friction that causes a 
drag on investment returns. An increase in 
the capital gains tax rate undoubtedly will 
have this effect. Although prospective sellers 
of businesses should consider the immediate 
and direct reduction of after-tax proceeds due 
to higher capital gains rates, they should not 
lose sight of its subtle influence on the cost of 
capital and the resulting consequences for the 
value of the business. v
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