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THE STATE OF THE ESTATE TAX AS OF 2006

By Joel Friedman and Aviva Aron-Dine

With the Senate preparing to vote on permanent repeal of the estate tax in June, it is important to
take stock of the changes that have already been made to the tax. As a result of legislation enacted
in 2001, the portion of an estate that is exempt from taxation has more than doubled since 2000 and
stands at $2 million ($4 million per couple) in 2006. Because of this increase in the exemption level,
only one-fourth as many estates will be subject to tax in 2006 as in 2000, and only five out of every
1,000 people who die this year will pay any estate tax. The number of taxable estates will fall further
when the exemption level rises to $3.5 million ($7 million per couple) in 2009. Moreover, the bulk
of the benefits of the changes made so far and of those that will take effect through 2009 will go to
estates valued at less than $5 million.

This report reviews data from the Internal Revenue Service, Congressional Budget Office, and
Urban Institute-Brookings Institution Tax Policy Center on the effects of the estate tax changes that
have taken place since 2001, and of the additional changes that will occur in the next few years.
Based on these data, we find:

 Increases in the exemption level have drastically reduced the number of estates subject
to tax. Already, the number of taxable estates has dropped from more than 50,000 in 2000 to
fewer than 13,000 in 20006, and it will fall to about 7,000 when the exemption level rises to $3.5
million ($7 million per couple) in
2009. Put another way, a little over 2
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estates would have dropped by more than 90 percent, and the number of taxable family-owned
businesses by almost three-quarters. At an exemption level of $3.5 million ($7 million per
couple), as will exist in 2009, fewer than 100 family businesses and only 65 farm estates would
have paid any estate tax.

+ The estate tax changes made so far have been well targeted, providing the bulk of the
relief to smaller estates and preserving a large share of estate tax revenue. The changes
in the estate tax that have taken place since 2001 have exempted many estates from tax and
provided tax reductions to other estates that remain taxable. In 20006, nearly four-fifths of the
benefits of these changes will go to estates valued at less than $5 million. Further, because the
changes made so far focus on raising the exemption level rather than sharply reducing the tax
rate, permanent reform along these lines would preserve a large share of estate tax revenue.

If the goal of estate tax reform is to relieve smaller estates from the tax while preserving a large
share of estate tax revenue and focusing the tax on those wealthy estates most able to pay, then this
objective has been met by the increases in the exemption level that have taken place so far and will
continue through 2009. Calls to repeal the estate tax or to lower the estate tax rate will only benefit
those large estates still subject to the tax and will eliminate an important source of revenue.

Tax Relief Provided to Smaller Estates

The estate tax changes enacted in 2001 already have led to a massive decline in the number of
estates subject to tax. As noted, the number of taxable estates has dropped from 52,000 in 2000,
when the exemption level was $675,000 ($1.35 million per couple), to an estimated 12,600 at today’s
exemption level of $2 million ($4 million per couple); only one fourth as many estates are taxable
today as in 2000. When the exemption level rises to $3.5 million ($7 million per couple) in 2009, the
number of taxable estates is projected to fall by almost half again, to 7,100. The proportion of the
population affected by the estate tax, never much more than 2 percent, is now at extremely low
levels. In 2000, the estate tax will affect five in 1,000 people who die; by 2009, it will be three in
1,000.

Recent estimates from the Urban Institute-Brookings Institution Tax Policy Center provide
important insights into the changes that take effect in 2006." To assess the impact of these changes,
the Tax Policy Center compares the estate tax in effect in 2006 under current law ($2 million
exemption and a 46 percent top rate) with the estate tax that would have existed under pre-2001 law
(a $1 million exemption and a 55 percent top rate).” The data show that the 2006 changes primarily
benefit estates valued at less than $5 million, rather than the largest estates. According to the Tax
Policy Center estimates:

« The increase in the exemption from $1 million to $2 million reduces the number of taxable
estates in 2006 by two-thirds. Under the pre-2001 law, 37,060 estates would have been taxable

! See Tax Policy Center, Tables T06-0016 thru T06-0023, January 6, 2000.

2 Under the pre-2001 law, the estate tax exemption would have increased gradually from $675,000 in 2000 to $1 million
in 2006. The changes enacted in 2001 implemented a $1 million exemption immediately, and then increased it to $1.5
million in 2004 and $2 million in 2006.



Table 1: Reduction in Number of Taxable Estates in 2006,

Under the Changes Enacted in 2001

Taxable estates Taxable estates L
} . } o Reduction in
with $1 million with $2 million Percent
. . number of .
exemption exemption taxable estates reduction
(pre-2001 law) (current law)
Bistates Valued at Less 31,920 7,670 24,250 76%
than $5 million
Estates Vgh%ed at More 5.130 4,940 190 4%
than $5 million
Total 37,060 12,600 24,460 ~66%

Source: Urban-Brookings Tax Policy Center. Totals may not add due to rounding,.

in 2006. With the changes made in 2001 only 12,600 estates will be subject to tax this year.

« Smaller estates especially benefit from the increase in the exemption level. Three-quarters of
those estates valued at less than $5 million that would have owed tax under pre-2001 law have
their tax liability entirely wiped out by the increase in the exemption level. In contrast, the
number of taxable estates valued at over $5 million is reduced by only 4 percent (see Table 1).

o The dollar benefits of the 2001 changes are also concentrated among estates valued at less than
$5 million. Nearly four-fifths (78 percent) of the benefits of the changes enacted in 2001 will
flow to these estates. The wealthiest estates — those with assets valued at over $5 million —
will receive 22 percent of the benefits. Although relatively few of the wealthiest estates are
relieved of estate tax liability altogether, these estates nonetheless benefit from the increase in
the exemption level and the lower tax rates, gaining by more than $300,000 on average.

Tax Relief Provided to Farms and Small Businesses

Supporters of estate tax repeal have argued that the tax should be eliminated because of its
adverse effects on small businesses and farmers. A recent Congressional Budget Office study is
helpful in evaluating these claims.” The study found that few farms and small businesses are affected
by the estate tax, and it exploded the myth that family farms and businesses must be sold to pay the
tax.

The CBO study also documented that increases in the exemption level, in addition to drastically
reducing the total number of estates subject to tax, are also a highly effective means of providing
estate tax relief to farms and small businesses. The CBO study analyzed how many farm and family-
owned business estates would have been subject to tax in 2000 had the 2006 exemption level of $2
million ($4 million per couple) been in place. It found that the number of taxable farm estates
would have fallen by more than 90 percent and the number of taxable family-owned businesses by
almost three-quarters. Only 123 farms, and 135 small businesses, would have paid any estate tax
(see Figure 2).

3 Congressional Budget Office, “Effects of the Federal Estate Tax on Farms and Small Businesses,” July 2005.



CBO also examined the effects of an FIGURE 2
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Source: Congressional Budget Office

While Raising the Exemption Level Targets Relief to Smaller Estates, Reducing Tax Rates
Mostly Benefits the Wealthiest

As noted, the estate tax exemption level will rise again in 2009. In that year, the exemption will be
set at $3.5 million ($7 million per couple) and the estate tax rate at 45 percent. Under the 2001
legislation, the estate tax is repealed in 2010, but then will then come back into effect in 2011 at pre-
2001 law levels. The President and Congressional leaders have called for making repeal permanent.
If instead the 2009 law levels were made permanent, Joint Committee on Taxation estimates indicate
that such an estate tax would retain about 60 percent of the revenue that would be lost by
permanent repeal. (Repeal is projected to lose revenues of $776 billion in the first ten years in which
its effects are fully felt, or nearly $1 trillion if the costs of additional interest payments on the federal
debt are included.®) Further, about two thirds of the cost of making 2009 estate tax law permanent
would go towards tax relief for estates valued at less than $5 million.

In contrast to this potential reform option, Senator Jon Kyl is promoting a proposal that would
raise the exemption level to $5 million ($10 million per couple) and slash the rate by two-thirds, to
15 percent. Such a “reform” would differ little from full repeal in terms of cost or regressivity. The
revenue loss from the Kyl proposal would amount to 84 percent of the cost of full repeal, based on
estimates by the Joint Committee on Taxation. Further, only 4 percent of the cost of moving from
the 2009 law to the Kyl proposal would be directed towards tax relief for estates valued at less than

#We provide estimates for the cost of repeal in the first ten years in which its effects would be fully felt, 2012-2021.
Since Joint Committee on Taxation estimates are available only through 2016, we assume that revenue lost by repeal in
2016 remains constant as a share of the economy through 2021.



$5 million. Instead, 96 percent of the
benefits would go to estates larger than
$5 million, and 76 percent to estates
valued at more than $10 million.

Senator Kyl recently stated, “A lot
of people in the business community
are still very desirous of having
permanent repeal. But if they see that
the votes aren’t there, realistically they
would see that certain types of
compromise would be almost as good
as full repeal.”” Indeed, this is certainly
the case with Senator Kyl’s proposal,
which would provide nearly as large a
tax cut to the largest estates as full
repeal and would be nearly as costly to
the Treasury.
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The stark differences in distributive impact and cost between Senator Kyl’s proposal and a reform
that would make 2009 law permanent are largely due to the different structure of the proposals.
Reform along the lines of 2009 law would raise the exemption level dramatically while lowering the
top rate only from 55 to 45 percent. For this reason, much of the cost of the reform would be
directed towards reducing the number of estates that pay any estate tax at all and thus towards

smaller estates.

In contrast, estates valued at less than $5 million would receive only 4 percent of the benefits of
moving from 2009 law to the Kyl proposal, in large measure because they already would owe so little
estate tax. If 2009 law were made permanent, the effective tax rate (the percentage of the estate
actually paid in tax) would average only 7 percent for taxable estates valued at less than $5 million.
Thus, these estates simply would have little to gain from any additional estate tax changes.

Moreover, the central element of the Kyl proposal is the drastic reduction in the tax rate to 15
percent. This rate reduction is the main source of the proposal’s massive revenue losses; it accounts
for about 90 percent of the cost of moving from a reform that would make 2009 law permanent to
the Kyl proposal. Lowering the tax rate does not exempt more estates from tax, and the benefits
from a rate reduction go primarily to those paying the most in estate taxes: that is, the very

wealthiest.

5 Martin Vaughan, “Kyl Continuing His Push for Permanent Deal on the Estate Tax,” National Journal’s Congress Daily,

January 18, 2006.



