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In discussing the Stamp Act passed by the British Parliament on March 22, 1765, Benjamin
Franklin famoudy asserted that “in thisworld, nothing is certain but death and taxes.” More than 200
hundred years later, and recent advances in corporate tax shelters and cryogenic prolongation of life
notwithstanding, Franklin’s assertion remains uncontroversa. However, the decison to impose taxes
that depend on degth isapalicy choice, not a certainty.

The idea of making desth a taxable event, or alucrative event for tax collectors, infuriates some
people. Wington Churchill called estate taxes an attempt to tax dead people rather than the living.
Steve Forbes campaigned in favor of “no taxation without respiration.” Economist Bruce Bartlett points
out that akey plank in the Communist Manifesto was the abalition of inheritance rights.  In economic
terms, the edtate tax is alleged to reduce aggregate capital accumulation, wages, jobs and economic
growth; destroy smal businesses, farms and the environment; treat frugal households unfairly compared
to spendthrifts; and require an army of attorneys that generates huge compliance costs and ingenious
avoidance drategies.

On the other hand, others might fed entitled to ask what dl of the fussisabout. Thetax is
levied on the estates of fewer than 2 percent of Americanswho die. It raises|ess than 2 percent of

federd revenues—lessthan the federd tax on gasoline. Under current law, with minimad planning a



married couple with wedth of less than $1.35 million need pay no tax upon deeth, rising to $2 million by
2006. In addition, taxpayers can make significant amounts of tax-free gifts to their descendants, and
unlimited gifts to non-profit organizations. Specid provisons generoudy address the needs of smdll
businesses and farms. As areault, hdf of estate and gift tax payments are made by decedents with
edatesin excess of $5 million, who account for only 1 out of every 1,000 deaths in the United States.
Thus, supporters argue, the estate tax is a progressive and relatively cost-effective way to raise revenue.
In addition, the tax may have other socia benefits as well, by breaking up large concentrations of wedth
and encouraging giving to charitable causes.

Besdes its association with the rich and the dead--two never-ending sources of fascination--
edae taxes rase anumber of intriguing issues. Firdt, the tax raises in extreme form the pervasive trade-
off between equity and efficiency in the design of government policy. Thereisaprima facie case that
the tax is progressive, snce it islevied only on the wedlthiest households. On the other hand, the tax
base is closdly tied to accumulated wedlth, so thereis dso aprima facie case that the tax reduces the
labor supply, effort and saving thet create wedth and are crucid for prosperity. These conclusions may
be wrong, for reasons discussed below, but they are the right place to start the debate.

In addition, the impact and proper role of estate taxes depends on issues as persond and
senstive as parents' rightsto provide for their offgpring, and the nature of relations between parents and
their children. Some bequests are motivated by atruism, some might be considered aform of payment
for services that children provide, and some are undoubtedly an after-thought in that they were intended
to provide for the parent’ s expenditures, but the parent died before consuming the funds. Each

dterndive provides different implications for the right way, if a dl, to tax edtates.



To jaded viewers of seemingly endless and predictable policy debates between liberds and
conservatives, the estate tax offers awelcome respite. It's true that most liberals support the tax and
most conservatives oppose it, al for the usud reasons. But some liberals, such as attorney Edward
McCaffery, of the Univeraty of Southern California, vociferoudy opposethetax. McCeffery beieves
it encourages more unequa digtribution of consumption. In contrast, some conservatives, such as lrwin
Stelzer of the American Enterprise Indtitute, enthusiastically support near-confiscatory estate taxes.
Sdzer arguestha dlowing large inheritances is basicdly affirmative action—which as a good
conservative he opposes--for rich kids. Thus, at the very least, these patternsindicate that andysis of
transfer taxes may well cut across the fissures that traditionaly demarcate policy debates.

And the estate tax ishot. 1n 1999, in avote lit dmost completely dong partisan lines,
Congress voted to abolish the estate tax over 10 years. Presdent Clinton vetoed the bill. In June of
this year, though, 65 Democrats in the House joined Republicans to vote the tax out again. (As of this
writing, the bill has not been voted on in the Senate)) Presumptive Republican presidentid nominee
George W. Bush advocates reped aswell. And, regardless of the Presidentid dection, the intensity of
the debate islikdly to rise in the near future. Even supporters of etate taxesin generd often seethe
need for reform of the existing laws. The aging of the population, the stock market boom of the last two
decades, and other factors suggest that estate and gift tax revenues may grow significantly over the next

10 years.



How it Works

Higtory Taxes on trandfers of wedth were levied asfar back asthe 7th century B.C. in Egypt.
The first American tax on wedlth transfers dates to 1797 when, faced with the expenses of dedling with
French attacks on American shipping, Congressimposed a ssamp duty on receipts for legacies and
probates for wills. The tax was diminated in 1802. Smilar, short-lived taxes were enacted during the
Civil and Spanish-American Wars. The modern etate tax aso originated in atime of war preparation, if
not war itsdlf, in 1916. However, thisincarnation of the tax survived World War | because it rode the
movement of the time to reduce the reliance of federa revenue on customs and excise taxes, viewed by
many to be regressve, with more progressive tax methods.

Current Law The laws that govern how and to whom property may pass are the exclusive
domain of the states, with each state regulating how property may be transferred to heirs, and the extent
to which certain classes of family members, principaly spouses and children, are protected from
overdght or disinheritance. In contrast, Federa law governs the taxation of such transfers, dthough
sates may aso impose edtate or inheritance taxes. The executor of an estate must file afederd estate
tax return within nine months (fifteen, if afiling extenson is gpproved) of the degth of aU.S. resdent if
the gross estate exceeds $675,000. The unified federd estate and gift tax applies asingle graduated
rate schedule to cumulétive lifetime taxable transfers made by an individua during life or at desth.

The firgt step in determining etate tax liahility isto calculate the vaue of the gross estate. Gross
ast vdue is sometimes difficult to determine, and in particular closely-held businesses are alowed to
vaue assets a their “use vaue’ rather than thelr highest dternative market-oriented value. In addition, it

is often possible to discount the vauation of assets by placing them in amediated ownership form, such



asafamily limited partnership, rather than holding them directly. In order to prevent avoidance of the
tax through gifts made during life (inter vivos gifts), the tax base aso includes gifts made by the
decedent in excess of an exemption of an annual $10,000 per donor per donee.

The next step is to determine the taxable estate--the difference between gross estate and
dlowable deductions.  All trandfersto a surviving spouse are fully deductible, as are contributions to
charitable organizations. Deductions are also dlowed for debts owed by the estate, funerd expenses,
adminigrative and legd fees associated with the estate. A limited credit againg tax ligbility is given for
date-levied inheritance and estate taxes, most states now levy so-called “soak-up” taxes thet fal within
the credit limit, so that they transfer revenue from the federa to the state treasuries without adding to the
total tax burden on the estate.

The unified credit currently exempts taxes on the first $675,000 of lifetime taxable trandfers, a
figure that will rise to $1 million by 2006. For estates larger than that, the tax rate begins at 37 percent
and rises gradudly until it is 55 percent on taxable transfers above $3 million. For estates that are
predominantly closay-held businesses, the tax payments can be spread out over 14 years, with the firgt
five years being just interest payments.

Other countries Nearly al of the OECD countries levy some kind of awedth transfer tax, but
other than the U.S. only New Zedand and the United Kingdom levy "pure’ estate taxes, the others have
an inheritance tax or amixture of inheritance and edtate taxes. Asof 1996, in only Japan and South
Koreadid wedth transfer taxes exceed 1% of total tax revenues, asthey do inthe U.S. However, note
that the U.S. is one of the fifteen OECD countries that does not levy a net wedlth tax. The trend of the

last few decades is clearly toward reduced reliance on wedth transfer taxes.



Who Pays?

In 1999 the federa estate and gift tax collected $28 billion. This compares to $879 hillion
raised by the individua income tax, $185 hillion raised by the corporation income tax, and amounts to
1.5 percent of total federa revenues. The recent rapid increase in persona net worth fueled by the
boom in the stock market and red estate values suggests that the estate tax, even with the legidated
gradud increase in the exemption leve, will grow in reative importance as a revenue raiser, dthough the
projections of the Congressond Budget Office do not reflect this. Edtate tax lidhility is extraordinarily
concentrated among high-wedth families. In 1997 estates with gross vaue over $5 million account for
nearly haf of dl estate tax revenues, but accounted for only about 5 percent of dl taxable estates and
about 1 out of every 1,000 deaths. The average tax payment among these estatesis $3.5 million
dallars. Although the marginal tax rate reaches 55 percent, the average tax rate (tax divided by gross
edtate) in thisgroup is less than 19 percent, reflecting the credit and lower rates aswell as the deduction
for charity and spousa bequests. In contrast, the 85 percent of taxable estates with a gross value below
$2.5 million account for only 30 percent of estate tax revenues, and face an average tax rate of about
12.5 percent.

Clearly estate tax payments are highly concentrated among the wedthiest householdsin
America. To emphasize this point, one can aso classify tax burdens according to household income.
Doing o is fraught with conceptud and data difficulties, but the U.S Treasury Department--in a careful
attempt to do so--concluded that households in the top 5 percent of the income distribution bear 91
percent of estate taxes compared to 49 percent of income taxes. Householdsin the top 20 percent of

the distribution bear 99 percent of estate taxes, compared to 77 percent of income taxes. Not only is



the estate tax is highly progressive, it is consderably more so than the income tax.

Among the top 5 percent of households, estate taxes are the equivadent of about 6 percent of
income taxes. Thus, abolishing the estate tax amounts to a permanent 6 percent reduction in income
taxes for thisgroup. Lest you worry that the Treasury has cooked its andlys's, an independent andysis
published in 1990 by Daniel Feenberg, Andrew Mitrus, and James Poterba for the National Bureau of

Economic Research reached about the same conclusion.

Issues
Controversy concerning the estate tax touches on awide variety of arguments, for and againgt.
Here we try to keep score of the variousissues. In the next section, we link the various arguments

made to specific proposas for change.

1. The appropriateness of imposing taxes at death

Opponents of transfer taxes often view death as an illogicd time to impose taxes at best, and a
mordly repugnant one a worst. Compounding the grief of afamily with atax, of dl things, seems a bit
heartless, to be sure, and it is this queasiness that the opponents play on by labding the estate and gift
tax the “death tax." Asevocativeasitis, thislabe isserioudy mideading. Fird, degth is neither
aufficient nor necessary to trigger the estate and gift tax. It isn’t sufficient because less than 2 percent of
decedents pay any tax at al. It isn't necessary because gifts between living people can trigger atax
lidbility. Second, estate tax liabilities can be effectively pre-paid vialife insurance purchasestied to the

expected tax ligbility or, in the case of quaified family businesses, can be delayed and paid over a 14-



year period after the death of the owner. Thus, dthough death may trigger the tax ligbility, the payment
can be remitted at any of anumber of times. Third, leaving the morality aside, degth is very likely to be
aconvenient “tax handle.” The public nature of the probate process reveds information about afamily's
level of affluence that is difficult to obtain in the course of enforcement of the income tax, but that may
be relevant for societal notions of the appropriate level of progressvity. This aspect of taxation at degth
likely explains why inheritance and estate taxes date back for millennia Fourth, at least some
component of estate tax payments--for example, payments on unredized capitd gains--can be thought
of asa“find settlement” with respect to theincome tax. Such taxes would be triggered by desth even if
the estate tax were abolished and replaced with income taxation of previoudy unredized capital gains at
death.

Findly, much of the derisiveness focused on so-cdled degth taxesis Smply disngenuous. Note
that no opponent of estate taxes objectsto the fact that income taxes are due on 401(k) and IRA
balances a death. Nor do any of the opponents suggest that, in exchange for eiminating estate taxes,
they would support increased taxes on the wedthy during life; the latter of course would be the logica
solution to the particular problems created by taxation at the time of degth.

Many economidts, in fact, have argued that taxes payable at degth are preferable to taxes paid
during life, because the former have smdler disncentive effects on lifetime labor supply and saving than
do equivaent-revenue taxes imposed during life. For dl of these reasons, turning atragic but inevitable
life event into a taxable event may be off-putting, but is perfectly sensble from atax adminigtration point

of view.



2. Progressivity

Progressivity has been the traditiond judtification for the highly graduated estate tax and remains
the principal defensein the 21% century.  However, one might reasonably ask why the desired degree
of progressvity can't be achieved solely through the incometax. The answer usudly given isthat the
capacity of theincome tax to impose progressive burdens s limited by severd factors, most notably the
preferentid trestment of capitd gains. Capitd gains are taxed at alower rate than other capita income;
they are taxed only when the underlying assets are sold as opposed to when the gains accrue; and, most
importantly, gains are excused from income taxation at death. Another factor, as noted above, is that
the public nature of probate may provide new information that is relevant to progressivity caculations.

Certainly the sandard liberd defense of the estate tax on progressivity grounds is partly aknee-
jerk resstance to atax change whose benefit accrues primarily to the most well-to-do. On the other
hand, the standard conservative attack on the estate tax is partly a knee-jerk response to any tax that is
progressive (witness the attacks over the last few years on the graduated income tax and capitd gains
taxes, support for the flat tax, and so on). Neither liberas nor conservatives, though, are arguing for a
low-exemption, flat-rate estate tax that would be paid by dmost everyone upon degth. Instead the
policy debate concerns atax that applies only to therich. It would help if opponents of the estate tax
clarified whether they are advocating alarge reduction in the progressivity of the tax burden, or just a
change from one progressve tax insrument to another (it'sthe former). Likewise, it would help if
supporters of the estate tax clarify whether they would support an equally progressive dternative tax, or

whether there is something about taxation of wedlth transfers per se that is essentid.



3. Backstop to the income tax

Supporters of the estate tax often note thet it serves as a backstop for the income tax, imposing
taxes on income that escaped taxation during life. One source of such income is capitd gains that have
never been redized. As noted above, they eude the income tax net and they are bequeathed to
inheritors with a stepped-up basis, so that these capitd gains would never be taxed. (Basis Sep-up dso
occurs for transfers from one spouse to another, even though such transfers are deductible from the
gross estate. Asaresult, the etate tax contains a potentialy very large marriage bonus that has
received little attention.)

To the extent that the estate tax is meant to capture tax on previoudy accrued but unredized
capita gains, the tax should gpply only to unredized capitd gains and should be capped at the highest

capital gainstax rate. Needlessto say, that is not what the estate tax |ooks like, now or in the past.

4. The concentration of wealth

From its beginning the estate tax was viewed as a counterweight to an undue concentration of
wedth. These days some opponents clam that the estate tax fails to achieve this god. True enough, it
isn't obvious that the concentration of wedth islessin the era of high estate taxes than it was before.
But the red question is whether the concentration of wedlth islessthan it would be in the absence of the
tax. Itisprobably unredigtic to expect that atax that in atypica year raises revenue equa to 0.3
percent of GDP and 0.1 percent of household net worth would make a serious dent in overall wedth
inequaity. Small programstypicaly have smdl effects. This reduces the scale of both costs and

benefits, but doesn't settle the argument about whether the benefits exceed the codts. In fact, on its
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face, the opponents claim could be construed as an argument for increasing, rather than decreasing, the

tax.

5. Effects on saving, labor supply, and economic growth

Combined with the income tax, the margind tax disincentive to work and save created by the
edtae tax for the affluent can be so high asto potentidly serioudy discourage work and saving. Thetop
federal income tax rate of 39.6 percent combined with the top estate tax rate of 55 percent implies that
the tax penaty of adollar earned with the intent to bequesth is taxed at an effective rate of dmost 73
percent.

In the 18th and 19th century there was alively discusson among such luminaries as Adam
Smith, David Ricardo, and J.B. McCulloch as to whether an estate tax is a serious hindrance to saving,
and therefore to capitad accumulation. (Ricardo thought so, but McCulloch and others disagreed). The
debate focused on whether atax ligbility due so far in the future, and attached to an event many people
prefer not to think about, could redlly be a disncentive to activities undertaken in the prime of life.

Today, thisissue remains controversd, but now revolves around the question of what motivates
people to give bequests, which turns out to be critical to sorting out the impact of an estate tax on
saving. Consgder the implications of bequests being unintentiona, or accidentd, and arising out of
peoplée’sinability to annuitize their wealth to ensure that they do not outliveit. In that case, an edtate tax
would not only not be a disincentive to save, it would not be a burden to the bequeathor (although the
donee would be lesswdll off, to be sure). What if bequests are really payment for services rendered by

children to parents in their later years? Then an edtate tax merely raises the price of purchasng such
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sarvices, and will cause more or less such expenditures (i.e., bequests) depending on the mundane detail
of the price eadticity of demand for these services. Since people are likely motivated by a combination
of factorsin their bequests, the impact of estate taxes on saving by the estate owner is difficult to sort
out. Becausefirg principles can't even determine the sign of the effect of the tax on the donor’s saving,
we must rely on the statistica evidence to resolve what itsimpact is. Indirect evidence from anayses of
the effects of income taxes on labor supply and savingsis of course relevant, and in both cases the bulk
of the evidence suggests that the effect issmall. EState taxes are levied at higher rates, which might
suggest alarger effect, but they are dso levied a more distant pointsin the future, suggesting possibly
smdler effects. In any case, direct evidence of the impact of estate taxes on behavior is sparse. Over
the history of the U.S. estate tax, it does seem to be true that in years when the estate tax has been
relatively high, reported etates as a fraction of national wealth are lower than otherwise. This patternis
consstent with either adepressng effect on wedth accumulation or an encouraging effect on etate tax
avoidance, or both. Closer examination of estate tax returns reveds that this association is satistically
fragile, though, so we are ill without any hard evidence that U.S. capitd accumulation has been and
continues to be held back by thistax.

All of the above discussion focuses on saving by the donor of the transfer. But evidence shows
that large inheritances reduce the work effort of transfer recipients (consstent with Andrew Carnegi€’s
famous conjecture) and raise their consumption, too. Thus, to the extent that the estate tax reduces net-
of-tax inheritances, it can raise saving by the recipients.

Ultimately, the progressivity of the tax depends on itsimpact on saving and labor supply. If the

edtate tax discourages sgnificant amounts of wedth accumulation, it could drive wages down by
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reducing the amount of capita per worker. Inthis case, the impact of the tax would be felt (indirectly)
by workers. Because the impacts on saving and labor supply appear to be rdlatively smal but have not
been firmly established, we fed it is gopropriate to maintain the view that the etate tax is progressive
until new evidenceis provided. Certainly, the dignment of forces pro and con is consgstent with the

view that the tax is progressive.

6. Family-owned businesses and farms

Even if the etate tax does not affect the leve of saving, it could well affect the ability of family
businesses and farms to survive the death of the owner. In part because of the inordinate political
importance of lowain the presdentid dection process and the paliticd vighility of farmers and smdll
business generdly, these issues have received alot of attention. Estate tax opponents clam that alarge
proportion of American businesses never make it to the second generation and assert that the estate tax
is the reason why.

Thisis, though, surdy acase of thetall wagging the dog. Firg of dl, farms and other small
busi nesses represent a smal fraction of estate tax liabilities. In 1997, farm assets were reported on less
than 6 percent of al taxable estates, and farm assets totaled a microscopic 0.3 percent of taxable estate
vaue. For smal busnesses, the figures are larger but till small. Lessthan 10 percent of taxable returns
in 1997 listed closdly held stock, which accounted for only 7 percent of taxable estate value. Limited
partnerships and “ other noncorporate business assets’ accounted for an additional 2.7 percent of
taxable assets. Thus, usng avery expansve definition, farms and smal businesses account for a most

10 percent of al assetsin taxable estates. The vast mgority of estate taxes are paid by people who
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own neither farms nor smdl busnesses. This impliesthat scaling back or diminating the estate tax isa
very blunt instrument for dedling with thisissue.

Moreover, family farms and businesses dready receive specia treatment under the edtate tax.
Taxpayers are entitled to caculate the taxable vaue of family farms and businesses on the basis of the
farm or business net worth to family proprietors (rather than market vaue), which can sgnificantly
reduce edtate tax ligbilities. In addition, the estate tax ligbility due to family farms and businesses can be
pad in ingtalments over a 14-year period. Legidation enacted in 1997 permits a gpecid deduction of
up to $675,000 worth of family-owned farms and businesses when they congtitute at least 50% of an
edtate and in which heirs materidly participate.

Ontop of al that, recal that small businesses dready receive numerous tax subsidies—for
investment, for example--under the income tax aswell as under the estate tax. In addition, asgnificant
portion of the vaue of the family-owned businesses conssts of unredlized capitd gains (a 1989 study
using Federd Reserve Board data pegged the figure a two-thirds). Thisincome has never been taxed
under the income tax. Exempting it from estate tax as well would provide an even larger subsidy to
amall businesses than currently exists. No convincing case has ever been made for the current level of
subsidies, much lessfor expanding them further.

Findly, there are many reasons why businesses do not pass from one generation of afamily to
another. Because only avery smal portion of smal businesses and farms ever even pay edtate taxes, it
isunlikely that the etate tax has a very important impact on the proportion of businesses that make it to

the second generation or beyond.
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7. Fairness

While progressivity issues focus on the treatment of those with higher income or wedlth relative
to those with less, another component of fairness focuses on how “equas’—different households with
the same income or wedth—are treated relative to each other. The edtate tax raises many difficult
issues aong these lines.

For example, opponents clam that the etate tax inequitably burdens those familiesthat are
intergenerationdly atruistic relative to those who are sdfish, and punishes those who are unwilling or
unable to engage in sophisticated tax planning to avoid thetax. To be sure, the etate tax isatax on one
way to digpose of oneswedth, passing it dong in financid form to one's chosen heirs. Comparing two
families of the same (congderable) means, thistax will not burden the one that chooses to spend every
penny on themsalves, or even the family tha givesit away to charity, but burdens only those families that
pass their good fortune along to their own.

Put this way, from the perspective of the donor, it seemsto violate principles of equity to Sngle
out for tax families that are dtruistic toward their own children or grandchildren. Edward McCaffery
sressesthis "horizontd™ inequity of the estate tax. Moreover, many economists argue that
intergenerationd giving is an example of an activity with postive externdities, because the bequest not
only provides satisfaction to the giver, but also to the recaiver of the bequest.

The perspective, however, is crucid to thisargument. Yes, from the point of view of the giver,
the tax seemsto single out the dtruigtic for taxation, leaving the squanderers untouched. But from the
perspective of the next generation, inheritance provides an advantage to some rather than others.

Supporters clam that advantages so derived are unearned and unfair. They clam that inheritances
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provide large benefits to people who may not have demondgtrated any other kill than that of choosing
affluent parents. They argue that this serioudy distorts notions of equdity of opportunity, and is
detrimentd to widely shared notions of fair play. Thisis, of course, related to the arguments above
about progressivity and the distribution of wedth.

A second line of debate concerns parental versus societd rights regarding the ingtitution of
inheritance. Opponents of the tax note that parents can pass resources to their children in a variety of
ways by investing in thelr education, providing socid contacts and networks, bringing them into afamily
business, giving gifts of up to $10,000 per year, etc. They question why transfers at death should be
treeted differently from these other tranfers. They dso note that inheritances play only asmal rolein
generding overdl inequdity.

Supporters of the estate tax ook at the same st of transfers dready being made and say
“enough isenough.” Irwin Stelzer, for example, notes that high etate taxes do not stop parents from
passing on huge amounts of human capital, family reputation and connections, acommon et of vaues,
efc. He amply questions whether, given dl of those exigting the transfers, the net socid gainsto having
large amounts of financia resources passed on through probate exceeds the costs. He concludes that
high estate taxes do not serioudy impinge on a parent’ s ability to provide for their offspring, that they
provide good incentives for younger people to work hard and that they help meet societd notions of fair
play among the recipient generation. Stelzer also notes that putting limits on the use of one's property is
anaturd, continuing and gppropriate role for society to play. Others have argued, for more than two
centuries, that inheritance isacivic right, not a naturd right, so that government has not only the right but

the duty to regulate such activity.
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These farness issues hinge to a Sgnificant extent on vaue judgments, fairness being dways and
everywhere “in the eyes of the beholder.” Asaresult, it is quite difficult to resolve these issues

andyticaly, and even more difficult to do so in apoliticd arena

8. Administrative and avoidance costs

It is often dleged that the edtate tax is inefficient because avoidance and compliance costs are S0
high and the tax is S0 easy to avoid. A Brookings study from the 1970s referred to the tax as
“voluntary” because of the large number of ways it could be avoided. Although tax reforms over the
last two decades have tightened up a number of the most egregious features, aggressive sheltering
(bordering, frankly, on the abusive) remains a serious issue for the etate tax.

Oneissueis how high the cogtsredly are. The widdly-cited claim that the costs of complying
with the estate tax laws are roughly the same magnitude as the revenue raised is back-of-the-envelope,
a best. Itisbased on vauing the time of those American Bar Association members that report probate
and edtae law astheir area of concentration. Even this methodology, inexact to be sure, yielded costs
that cameto just 15 percent of revenues, and the 100 percent number from the same study has no
quantitative bass. So the oft-cited number is a hunch and no more, and is aso more than a decade out
of date. Other, more recent, estimates based on consultations with tax professionas about their average
chargesfor typica estate tax planning produce atota cost of collection equd to only 7 percent of
revenues. Thus, the available range of estimates of compliance cods relative to revenuesis huge. We
areinclined to believe that the truth lies much closer to the 7 percent figure. Moreover, an unknown

fraction of this may be estate planning, inter alia about intergenerationa succession of the business, that
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is unrelated to taxation and thus would likely be incurred regardless of whether there was an estate tax.
In addition, if there are high compliance cogts, it is not clear whether that would suggest that the
tax should be cut back or, aternatively, be bolstered by broadening the base—eiminating loopholes—

and reducing tax rates.

9. The non-profit sector

Supporters note that the deduction in the estate tax for charitable contributions generates a

sgnificant increase in contributions to the non-profit sector, especidly among the wedthiest households.

In 1997, of the 329 taxable estates with gross estates in excess of $20 million, 182 made charitable
contributions and those that did contributed an average of over $41 million! Thus, supporters believe
that dimination of the tax would reduce contributions to the non-profit sector.

Opponents counter with two claims: firg, that the effect of the etate tax deduction for
charitable giving is not that large, especidly reative to the overdl funds raised by the private sector;
second, that diminating the estate tax would raise wedlth among the wedthiest families, which would in
itself incresse charitable contributions. Note, however, that the second claim isinconsstent with the
clam that estate tax does not affect the concentration of wedth. The first dam isan example of the
selective use of assartions of large behaviora impacts of taxation. Opponents of the estate tax argue
that it dgnificantly dters decisions about saving, but play down itsimpact on the decision to donate.

(They are not donein using thistactic, of course.)

10. Revenues
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Finally, opponents argue that the estate tax raises very little revenue, so that abolishing it would
make little difference to federd revenues. This does not gppear to be correct as afactuad matter: over
the long-term, limination of the estate tax is estimated to cost over $50 billion per year. But evenitis
right, it begs the relevant question, which is whether taxes should be cut in this way, some other way, or
not & al.

A more sophigticated version of the “little revenue” argument is that stated revenues may vastly
overdtate the net revenue effect of the estate tax because the tax avoidance schemes that tend to reduce
edtate taxes aso tend to reduce income taxes. Thus, for example, Stanford economist Douglas
Bernheim argued severd years ago that, to afirst-order gpproximeation, the estate tax raises no revenue.

If thisisthe case, then the estate tax would be difficult to justify, asit would creete digtortions to
behavior but on net raise no revenue. This assartion is, however, based on speculative calculations and

has not been corroborated by subsequent investigation.

Where do we go from here?

The most radica reform would be to abolish the tax. This, of course, removes the existing
problems, but may create a host of additiond issues. 1t would diminate whet is by far the most
progressive tax insrument in the federd tax arsend, right after a period where the distributions of
income and wedlth have adready become far more skewed. It could hurt non-profits. It would reduce
federd revenues. It may not even raise saving, labor supply or growth, as its advocates hope, and it
would create a gaping loophole with regard to capitd gainsin theincometax. Moreover, the case for

abolition appears to be backed largely by loose rhetoric about the immorality of taxing at death and the
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supposed impact on atiny component of those who would benefit.

Elimination, or scaling back, of the estate tax could be coupled with the extension of the capitd
ganstax to the gains accrued but unredlized at deeth. But this proposa would raise only about a
quarter to athird of the revenue of the etate tax, and would raise it from a quite different set of people,
and would have many of the complexities of the estate tax, S0 it is neither an atractive or likely option
by itsdf. Moreover, it would have alarge impact on smal businesses and farms, one of the groups that
reform isintended to relieve of tax burdens.

The bill passed in the House earlier this year tied dimination of the estate tax to another
ggnificant change in the taxation of capital gains, under which heirs would assume the decedent's basi's
for capital gains purposes -- "carryover basis' -- for transfers from estates valued in excess of $1.3
million. Linking the two changes is designed to address the concern that the appreciated vaue of some
assets might escape both income and estate taxation with no estate tax and step-up basis. However,
thiswould raise even less revenue than taxing gains at death, and would be subgtantially more
complicated, in part because records would have to be kept for an even longer period of time. A
amilar item was passed in the late 1970s but was repeded before it ever came into effect partly
because of anticipated implementation problems. These implementation problems have not grown any
eader in the ensuing 20 years. Thus, it ssemslikely that what the House redly passed was smply an
abalition of the estate tax.

Other than tossing the tax out, the appropriate direction for more modest changes in the estate
and gift taxes depend in large part on what the system is intended to accomplish. If the god isto help

family-owned business and farms, then the effective exemptions for those purposes could be raised.
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But if that is done, it may make more sense Smply to raise the exempt amount for al purposes, snce
doing so only for selected forms of assets creates both horizontal equity problems and inefficient
sheltering incentives.

If the god isto chip away a an undue concentration of wedlth, then the effective exemption
could be raised substantialy—since only the extremely wedlthy are the target here--and the high tax
raes maintained. This could greatly reduce the number of people that have to pay estate taxes and
amplify the tax, but would aso reduce revenues.

If the god isto improve equdity of opportunity, then estate tax revenues could be earmarked
for specia education and training programs, or for the kind of means-tested asset accumulation
subsidies supported by President Clinton, Vice Presdent Gore, and Governor Bush.

Base-broadening—that is, loophole closing--and rate reduction carried the day in the last
comprehensive income tax reform in 1986 and could improve the equity, efficiency and smplicity of the
edate tax aswdl. Treating different assetsin amore similar fashion would reduce sheltering
opportunities and thus make the tax smpler and fairer. For example, legidation could address
unwarranted vauation discounts and abusive trust arrangements that abound. Reducing rates would
reduce the incentive to shelter or change behavior in the first place.

Findly, it might make sense to replace taxes on edtates and gifts given with taxes on gifts and
inheritances recelved, asisthe practice in severd U.S. states and many foreign countries. Under a
progressive inheritance tax (but not under an edtate tax), Soreading a given begquest among more
legatees reduces the total tax burden. Some argue that by encouraging the splitting of etates, a

progressive inheritance tax is amore effective instrument for restraining the concentration of wedth. In
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addition, aunified tax system would tax al the sources or dl the uses of income. Currently, the income
tax burdens sources and the edtate tax fals on a particular use of resources. In contrast, the income tax
combined with atax on inheritances and gifts received would cover al mgor sources of income over
the lifetime.

The higtorical record shows that transfer taxes of one sort or another can play an important role
inthetax sysem. And, athough many of the arguments put forth againg the current estate and gift tax
system are specious, there is dso an important undercurrent of truth. Likewise, supporters of such
taxes need to distinguish between the potentid benefits of such taxes in principle and the design
problemsthat arisein practice. A trandfer tax system that couples effective margina tax rates of up to
73 percent with subgtantid opportunities to shelter funds is asking for trouble. An income tax with
amilar features in the 1970s was swept out in favor of abroader-base, lower-rate system in the 1980s.

In light of these congderations, a package of lower rates and a higher exemption level, combined with
athorough cleaning of the tax base and perhaps judicious earmarking of estate tax revenues, may well

be the lifeblood an effective transfer tax system needsto survive.
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