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WHY THE ESTATE TAX IS
IMPORTANT

For years, wealth and income inequality have been
widening at a troubling pace. One study estimated
that the wealthiest 1 percent of Americans held
42 percent of the nation’s wealth in 2012, up from
28 percent in 1989." Lawmakers have exacerbated
this trend by dramatically cutting federal taxes on
inherited wealth, most recently by doubling the
estate tax exemption as part of the 2017 Tax Cuts
and Jobs Act. Further, lawmakers have done little to
stop aggressive accounting schemes designed to
avoid the estate tax altogether. This report explains
how the percentage of estates subject to the federal
estate tax has dropped dramatically from 2.16
percent in 2000 to just 0.06 percent in 2018, a 34-fold
decrease in 19 years.

Inheritances account for 40 percent of all wealth
and 4 percent of annual household income.?
Researchers estimate that differences in inheritances
explain about 30 percent of the correlation between
parent and child incomes—more than IQ, schooling
and personality combined.? The estate tax is one
key tool to moderate the accumulation of dynastic
wealth and level the playing field between those
who inherit wealth and those who depend primarily
on earned income.

In the end, the estate tax is about fairness. The
wealthiest families benefit the most from what the
government provides: public investments such as
roads that make commerce possible, public schools
that provide a productive workforce, the stability

provided by our legal system and armed forces,
the protection of private property. These public
investments make America a place where families
can earn and sustain huge fortunes.

TAX IS CONCENTRATED ON
THE WEALTHIEST ESTATES

The most recent estate tax data from the IRS
covers estates of those who died in 2013.* Combined
with data from the Center for Disease Control and
Prevention (CDC), the IRS figures show that only 0.18
percent—just two-tenths of 1 percent—of deaths
in the United States in 2013 resulted in federal
estate tax liability. Under the rules in effect at that
time, an individual could leave behind more than
$5 million (twice that amount for married couples)
without triggering the estate tax. Other provisions
allowed even larger estates to avoid the tax in certain
circumstances.




Y/,

Only 0.18 of estates paid federal estate tax in  FIGURE 1
2013, but many lawmakers nonetheless vowed
to shrink it further. Whel'e Did the EStateS GO?
Taxable Estates of Americans

Who Died in 2013*

At the end of 2017, Congress enacted the Tax
Cuts and Jobs Act (TCJA), which doubled the
exemption for the estate tax. In 2018, the first 2.4%
$11.2 million of an estate’s value is exempt ($22.4
million for a married couple). Estates valued at
less than this owe no tax at all.°> These changes
are in effect through 2025. If Congress does
nothing, the estate tax rules in effect before
TCIA will come back into effect.

According to an estimate from the Joint
Committee on Taxation (JCT), only 1,800 estates
are likely to owe any estate tax in 2018.6 This
would mean that just 0.06 percent of the
deaths likely to occur in the U.S. in 2018 will
result in estate tax liability.”

Put another way, an estimated 99.94 percent
of estates will be exempt from paying even a
penny in federal estate tax in 2018. . Heirs

B charity

As illustrated in Appendix 1at the end of M Federal Tax State Tax
this report, the proportion of estates affected
by the federal tax in each state is similar to the *These figures only include the 0.18 percent of deaths in

nationwide percentage. 2013 that resulted in federal estate tax liability.
** Total net estates after expenses, meaning estates after
While the statutory estate tax rate is 40 all expenses and uses except federal and state estate taxes
i . ] and bequests to charity and heirs.
percent, the effective federal rate (taking into Sources: IRS, Statistics of Income Division, Estate Tax Study,

account exemptions and deductions) for those  February 2017, with calculations by ITEP
few estates subject to the tax averaged 20.5

percent in 2013. Figure 1 shows that 2.4 percent of the value of taxable estates went to
state taxes, 12.6 percent went to charity, and 64.5 percent of the value of those estates
went to heirs.

LEGISLATIVE CHANGES AND THE DWINDLING
REACH OF THE ESTATE TAX

While the estate tax has always been limited to a relatively small number of estates,
the percentage of deaths resulting in estate tax liability has fluctuated over time due to
inflation (as the exemption amounts were not indexed to inflation until recently) and
legislative changes to the parameters of the tax. From the time the U.S. enacted the
estate tax one century ago, the portion of estates subject to the tax grew until it reached
a peak in the mid-1970s at more than 7 percent. The number then fell throughout the
1980s as lawmakers increased the exemption, and the number rose again through the
next decade.

The estate tax exemption was $600,000 from the late 1980s until legislation enacted
in 1997 allowed for its incremental increase. Then, in 2001, the first round of President
Bush's tax cuts included the gradual repeal of the federal estate tax over several years.
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The amount of estate value exempt from the tax increased over time, and the tax rate
decreased over time, until the federal estate tax disappeared in 2010.

Like all the Bush tax cuts, this break from the estate tax was scheduled to expire at the
end of 2010, at which time the pre-Bush rules were scheduled to come back into effect.
President Obama and Congress agreed to a compromise at the end of 2010 to (among
other things) extend the Bush income tax cuts and partially extend Bush's estate tax
cuts. As part of this deal, lawmakers reinstated the estate tax but with a higher basic
exemption of $5 million per spouse and a rate of just 35 percent in 2011 and 2012. Just
0.17 percent of deaths in 2011 resulted in estate tax liability. As part of the fiscal cliff deal
reached at the end of 2012, Congress permanently extended the higher base exemption
level, indexed it to inflation, and increased the rate from 35 percent to 40 percent. At
the end of 2017, the Tax Cuts and Jobs Act doubled the exemption to $11.2 million of an
estate’s value ($22.4 million for a married couple). As written, the estate tax changes in
TCJA expire after 2025. This means that if Congress does nothing, the rules enacted in the
Fiscal Cliff deal will come back into effect.

These changes have led the tax to be far weaker than in the past. Only an estimated
0.06 percent of estates are projected to pay the tax in 2018, but the historical average
is1to 2 percent. In fact, the tax applies to 34 times fewer estates than it did as recently
as 2000. For a more detailed historic breakdown, see Figure 2 on the next page of this
report.

DEBUNKING ESTATE TAX MYTHS

Proponents of repealing the estate tax have put forward several arguments. Some
claim that because the deceased has already paid income and payroll taxes on his or
her accumulated wealth, the estate tax constitutes double-taxation. Another argument
is that the estate tax hinders economic growth. And perhaps the most commonly cited
objection is that the tax imposes large burdens on heirs inheriting small family farms and
businesses.

The Double Taxation Argument

The double taxation argument is problematic for a number of reasons. The most
obvious is that while the tax technically targets estates, it falls for all practical purposes
on heirs, who have not paid any previous taxes on these assets and for whom the
inheritance is basically a windfall of unearned income.

Equally important is that a large portion of the value of many estates consists of
unrealized capital gains that are never taxed. Capital gains (appreciation of assets) are
subject to personal income tax when assets are sold. But when an asset is held until its
owner dies and then passed on to heirs, the “unrealized” capital gains are exempt from
the personal income tax. This is sometimes called the “stepped-up basis” rule because
heirs’ basis in such assets is the value when they inherit them, meaning they can sell the
assets and only pay income tax on appreciation that occurred after they inherited the
asset.

2 ITEP.org



FIGURE 2
Historical Estate Tax Parameters and Percentage of Estates Subject to Tax,

Selected Years
ST Top Rate Threshold for s o.f
Amount (Percent) Top Rate Estates Subject

(Per Person) to Tax
1916 $50,000 10 $5 million not available
1917 $50,000 25 $10 million not available
1924 $50,000 40 $10 million not available
1926 $100,000 20 $10 million not available
1935 $40,000 70 $50 million 0.74
1940 $40,000 70 $50 million 1.04
1945 $60,000 77 $10 million 112
1950 $60,000 77 $10 million 1.33
1961 $60,000 77 $10 million 2.93
1970 $60,000 77 $10 million 5.20
1977 $120,667 70 $5 million 7.65
1982 $225,000 65 $4 million 219
1984 $325,000 55 $3 million 1.60
1986 $500,000 55 $3 million 113
1988 $600,000 55 $3 million 0.87
1990 $600,000 55 $3 million 1.08
1992 $600,000 55 $3 million 1.26
1994 $600,000 55 $3 million 1.40
1996 $600,000 55 $3 million 1.63
1998 $625,000 55 $3 million 2.03
2000 $675,000 55 $3 million 2.16
2002 $1 million 50 $2.5 million 1.84
2004 $1.5 million 48 $2 million 131
2006 $2 million 46 $2 million 0.94
2008 $2 million 45 $1.5 million 0.69
2010 $5 million 35 $500,000 0.27
2013 $5.25 million 40 $1 million 0.18
2017 $5.49 million 40 $1 million 0.19
2018 $11.18 million 40 Flat Rate 0.06

Sources: Joint Committee on Taxation, "History, Present Law, and Analysis of the Federal Wealth Transfer System," JCX-52-15, March 16,
2015; Darien B. Jacobson, Brian G. Raub, and Barry W. Johnson, "The Estate Tax: Ninety Years and Counting," Internal Revenue Service
(IRS), https://Aww.irs.gov/publ/irs-soi/ninetyestate.pdf., ITEP Analysis of IRS and Joint Committee on Taxation Data
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In fact, for estates worth more than $100 million, unrealized capital gains make up
around 55 percent of the total value.® Without the estate tax, wide swaths of capital gains
income would be 100 percent tax-free.

Finally, even the portion of estates that have been previously taxed were likely taxed
largely at preferential rates, since much of the income of wealthy taxpayers is in the form
of investment income like capital gains and dividends.

The Economic Growth Argument

Another popular talking point among opponents is that the estate tax leads to a lower
rate of capital accumulation and creates a drag on economic growth. The reasoning is
that if people believe a tax will reduce the estate they can leave to heirs, they will work
less and save less to build up that estate. In other words, they are claiming the estate tax
results in a bias away from savings and investment and toward greater consumption. A
reduction in savings, they argue, leads to a reduction in capital accumulation, which in
turn leads to an increase in the return to capital and a decrease in wages.

This argument assumes that the goal of leaving a bequest to heirs has a huge
influence on people’s choice between labor and leisure, and between savings and
consumption. But empirical research suggests that the desire to leave a bequest to
heirs accounts for just 20 percent of the typical person’s decision to save and invest.? In
other words, most estates are accumulated simply because people earn and save money
during their lifetime for all sorts of reasons that are unrelated to any desire to leave
wealth to others. ™

In addition, to the extent that the size of the bequest motivates individuals, it is
equally plausible that the estate tax could increase the incentive for them to work and
save to achieve a set bequest level. In other words, if an individual wants to leave behind
$50 million dollars after taxes to their heirs, then a higher estate tax could increase the
amount of value they need to create to achieve that goal.

Another economic consideration is how the size of an inheritance influences heirs’
labor supply decisions. Research has shown that those who receive larger inheritances
work less over the course of their lifetimes." Thus, to the extent that the estate tax
reduces the amount of wealth left to heirs, this will create an incentive to work more. This
increase in productivity will then positively influence economic growth.

The Small Business and Family Farm Argument

Supporters of estate tax repeal argue that heirs to family-owned businesses or farms
may be forced to liquidate to cover the tax liability on an inherited estate. However, most
Americans probably do not think of a “small business” person as someone whose net
worth exceeds $5 million, which was the estate tax exemption for an unmarried person
before TCJA doubled it. Of course, a “small business” or “small farm” could be part of a
much larger estate that is subject to the estate tax, but there is no evidence that this
would threaten their viability. An analysis found that just 20 small farms or businesses
(defined as those with $5 million in assets or less and making up at least half the value of
an estate) were subject to the federal estate tax in 2017.?

The estate tax law includes special provisions to mitigate any harm to family-owned
farms and business, including an option to value a property at its “current-use value”
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rather than its fair-market value and an option to pay the tax in installments over 14

years. In 2013, only 3 percent of estates with positive estate tax liability used this deferral
option and only 1.4 percent opted for the alternative property valuation.™ In 2001, when
the exemption amount was much lower and the top estate tax rate stood at 55 percent,
the American Farm Bureau Federation—a leading advocate of repealing the estate tax—

could not cite a single case of a family losing a farm due to the estate tax.*

MOVING FORWARD

The Congressional Budget Office estimates that the estate tax will raise $249 billion
over the next 10 years.” While the estate tax makes up a relatively small portion of federal
receipts, it is one of the most progressive sources of revenue in the federal code and the

loss of this revenue would mean either offsetting cuts to federal spending or further

deficit increases. Despite the significant revenue cost and the fact that 99.94 percent of
estates are already exempt, many lawmakers and special interest groups are continuing

to push for repeal of the tax.

One robust approach to restoring the estate tax is the Responsible Estate Tax Act,

proposed by Sen. Bernie Sanders (I-VT). His bill would reinstate the $3.5 million exemption

and apply graduated tax rates depending on the size of the estate, ranging from 45

percent to 65 percent, and close loopholes in the tax. The bill would raise an estimated

$314.8 billion in revenue over the next 10 years.

Former President Obama also included in his budget proposals the restoration of the

parameters that were in effect in 2009, including a per-spouse exemption of $3.5 mil

lion

and a top rate of 45 percent.’® His proposals also mirrored Sanders in proposing to close

various estate tax loopholes.

Restoring the exemption level to $3.5 million would still exempt the vast majority of

estates from estate tax. The $3.5 million threshold would mirror the parameters of the tax

in 2009 in which only 0.23 percent of estates paid any tax, meaning that 99.77 percent
estates were exempt. See Appendix 1 for the national and state-by-state impacts.

The Sanders plan would also narrow a major loophole in the estate and gift taxes
relating to the use of a vehicle known as the Grantor Retained Annuity Trust (GRAT).

of

A person owning an asset with a quickly rising value may want to “lock in” its current

value for purposes of calculating estate and gift taxes before it rises any further. One

FIGURE 3
Revenue Estimate of Enacting the Responsible Estate Tax Act,
in billions of dollars

2019 ployie] ploya 2022 2023 2024 2025 2026 2027 2028 i?zgé
Repeal temporary
provision +$1.2 +$8.8 +$9.1 +$9.6  +$101  +$10.7  +$111 +$11.0 +$3.3 +$1.0  +$759
that doubles
_Frzae;ii?sible Estate +$23  +$122 +$155 +$202 +$253 +$27.7 +$30.0 +$324 +$351 +$381 +$2389
g;tiil Revenue +$3.5 +$21.0 +$24.6 +$29.8 +$35.4 +$38.4 +$411 +$43.4 +$38.4 +$39.1 +$314.8
Source: ITEP Analysis, November 2018
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way is to place the asset in a GRAT, which
pays an annuity for a certain time and then
leaves the remaining assets to the trust's
beneficiaries. The gift to the beneficiaries

is valued when the trust is set up rather
than when it's received by the beneficiaries.
This benefit is particularly difficult to justify
when the trust has a very short term, and
wealthy people have used such short-

term trusts to aggressively reduce or even
eliminate any tax on gifts to their children.
The proposals would require a GRAT to have
a minimum term of 10 years, increasing the
chance that the grantor will die during the
GRAT's term and the assets will be included
in the grantor's estate and thus subject to
the estate tax. An estimate from the Office
of Management and Budget found that
closing this loophole would raise $18.4 billion
over 10 years.”

Another significant loophole that
Sanders proposed to close was the minority
discount loophole. Under this tax scheme,
estates artificially lower their valuation for
tax purposes by claiming that having only
a minority interest in a family partnership,
even one where no one has a majority
control, should substantially devalue that

ENDING STEPPED UP BASIS

Policymakers should also eliminate the rule
that exempts unrealized capital gains on
assets left to heirs from the personal income
tax. Eliminating this so-called “stepped-up
basis” rule would mean that unrealized capital
gains on assets would be reported as income
on the final personal income tax return of
the decedent. According to an ITEP analysis,
taxing capital gains at death would raise an
estimated $876.9 billion in revenue over the
next 10 years.? A less effective reform would
be to replace the stepped-up basis rule with a
carryover basis rule, so that when an heir sold
an inherited asset, personal income tax would
be owed on the appreciation since the asset
was originally acquired by the decedent. This
would be administratively more complex, and
would perpetuate the “lock-in effect” where
individuals hold onto assets until death to
avoid income taxes.

() RELATED REPORT >> Congress Should Reduce,
Not Expand, Tax Breaks for Capital Gains

stake. An estimate from the Office of Management and Budget found that disallowing
this practice would raise $18.1 billion over 10 years.'®

Changes to the estate tax have also been proposed recently to pay for major spending
legislation. In the American House and Economic Mobility Act, Sen. Elizabeth Warren
(D-MA) proposed to restore the estate tax exemption to $3.5 million per spouse, raise
the rate on larger estates, and close loopholes in order to pay for a massive expansion in
affordable housing.”® In the American Opportunity Accounts Act, Sen. Cory Booker (D-NJ)
proposed to restore the estate tax to its 2009 parameters as part of the way it pays for the
creation of subsidized savings accounts that would be given to every child at birth.2°

At a time when wealth is highly concentrated at the top and the nation is facing
substantial annual deficits, a robust estate tax serves as a critical device to mitigate
growing levels of inequality and provides a stable revenue stream to support necessary

public investments.
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2009, 2011, 2013, Estimated 2018 by State

APPENDIX I

Number and Percentage of Estates Owing Federal Estate Taxes

# of Estates Owing %C;)\fviTs;alligcsjtear:TS # of Estates Owing %gvz?:;allgst;ﬁs # of Estates Owing %S)jvrr?;aligj;arﬁs # of Estates Owing %gvz?:;aégjzﬁs
Federal Estate Tax Ectate Tax Federal Estate Tax Estate Tax Federal Estate Tax Estate Tax Federal Estate Tax Estate Tax

United States 5,668 0.23% 4,415 0.17% 4,699 0.18% 1,800 0.06%
Alabama 37 0.08% 49 0.10% 62 0.12% 18 0.03%
Alaska * * 5 0.13% * * 2 0.04%
Arizona 45 0.10% 87 0.18% 75 0.15% 25 0.04%
Arkansas 16 0.06% n 0.04% 21 0.07% 6 0.02%
California 1,049 0.45% 840 0.35% 939 0.38% 344 0.13%
Colorado 136 0.43% 58 0.18% 44 0.12% 29 0.07%
Connecticut 121 0.42% 72 0.25% 100 0.33% 36 0.12%
Delaware 10 0.13% 16 0.20% * * 5 0.05%
District of Columbia 26 0.56% 33 0.71% 17 0.36% 9 0.18%
Florida 719 0.41% 504 0.28% 537 0.29% 214 0.10%
Georgia 122 0.17% 81 0.11% 77 0.10% 34 0.04%
Hawaii 36 0.37% 19 0.18% 21 0.20% 9 0.08%
Idaho 12 0.10% 10 0.08% * * 4 0.03%
Illinois 181 0.18% 227 0.22% 199 0.19% 74 0.07%
Indiana 33 0.06% 51 0.09% 65 0.11% 18 0.03%
lowa 22 0.08% 32 0.11% 38 0.13% n 0.04%
Kansas 41 0.17% 36 0.14% 42 0.16% 14 0.05%
Kentucky 57 0.14% 4] 0.09% 29 0.06% 15 0.03%
Louisiana 54 0.13% 43 0.10% 46 0.10% 17 0.04%
Maine n 0.09% 17 0.13% 16 0.12% 5 0.04%
Maryland 91 0.21% 68 0.15% 65 0.14% 27 0.05%
Massachusetts 108 0.21% 10 0.21% 99 0.18% 39 0.07%
Michigan 138 0.16% 82 0.09% 102 0.11% 39 0.04%
Minnesota 79 0.20% 46 0.11% 77 0.19% 25 0.06%
Mississippi 19 0.07% 36 0.12% * * 10 0.03%
Missouri 89 0.16% 101 0.18% 46 0.08% 29 0.05%
Montana 3] 0.35% 10 0.11% * * 7 0.07%
Nebraska 78 0.51% 23 0.15% 35 0.22% 17 0.10%
Nevada 4] 0.21% 32 0.15% 39 0.18% 14 0.05%
New Hampshire 35 0.34% 30 0.28% 22 0.19% n 0.08%
New Jersey 193 0.28% 14 0.16% 125 0.18% 53 0.07%
New Mexico 17 0.11% 16 0.10% 24 0.14% 7 0.04%
New York 605 0.41% 329 0.22% 430 0.29% 166 0.11%
North Carolina 93 0.12% 103 0.13% 94 0.11% 35 0.04%
North Dakota * * N 0.18% * * 4 0.06%
Ohio 132 0.12% ns 0.10% ns 0.10% 44 0.04%
Oklahoma 82 0.22% 59 0.16% 3] 0.08% 2] 0.05%
Oregon 81 0.25% 48 0.15% 38 0.11% 20 0.05%
Pennsylvania 149 0.12% 138 0.11% 140 0.11% 52 0.04%
Rhode Island 15 0.16% 20 0.21% 28 0.29% 8 0.08%
South Carolina 80 0.19% 47 0.11% 32 0.07% 19 0.04%
South Dakota 40 0.56% 29 0.40% 32 0.43% 12 0.15%
Tennessee 39 0.07% 47 0.08% 54 0.08% 17 0.02%
Texas 371 0.22% 267 0.15% 362 0.20% 122 0.06%
Utah 18 0.12% 20 0.13% 22 0.13% 7 0.04%
Vermont 10 0.19% 9 0.16% * * 3 0.06%
Virginia 126 0.21% 19 0.19% 126 0.20% 45 0.07%
Washington 83 0.17% 72 0.14% 64 0.12% 27 0.05%
West Virginia 8 0.04% 10 0.05% * * 3 0.01%
Wisconsin 47 0.10% 46 0.10% 58 0.12% 18 0.03%
Wyoming 14 0.32% 6 0.13% * * 4 0.08%

* No estate tax figures are provided by IRS for these states in some years due to privacy concerns. These excluded figures are, however, included in the national totals.

Source: Internal Revenue Service, SOI Tax Stats - Estate Tax Year of Death Tables, October 2018. https:/mwww.irs.gov/statistics/soi-tax-stats-estate-tax-year-of-death-tables; Data on deaths
in each state is from the Center for Disease Control. https://www.cdc.gov/nchs/products/nvsr.htm; To estimate the deaths in 2018 we start with 2016 national and state-by-state estimates
and then grow these numbers by two years based on the average yearly increase in deaths from 2012-2016. 2018 Taxable Estimate from Joint Committee on Taxation memo "Estate Tax
Returns Filed and Taxable Estate Tax Returns Filed by Year of Death." State estimates used average allocation of estate in 2009, 2011, and 2013.
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