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The Federal Estate Tax

The federal estate tax is a tax on very large inheritances received by a small group of
wealthy heirs. Because it only affects the heirs of the wealthiest Americans — fewer
than 1 in 1,000 estates — the estate tax is the most progressive part of the tax code.

A long-standing part of the tax system, the estate tax is a tax on property (cash, real estate, stock, or other
assets) transferred from deceased persons to their heirs. Taxes on inherited wealth are also a traditional
and common revenue source for states.

The federal estate tax is levied only on the portion of an estate’s value that exceeds the exemption level,
minus deductions, such as for charitable giving. Largely because of the generous exemption level, fewer
than 0.1 percent of estates pay any estate tax, and typically at fairly moderate rates.

The estate tax also serves as a backstop to the capital gains tax: without it, the increase in the value of
unsold assets that had appreciated over time would never be subject to taxation.

Estate Tax Has Weakened Considerably Since 2001

Legislation enacted in 2001 gradually phased out the estate tax by raising the exemption level and reducing
the rate, leading to the tax’s temporary repeal in 2010. The tax was scheduled to return in 2011 under pre-
2001 rules (an individual exemption of $1 million and a top rate of 55 percent), but policymakers instead
permanently extended it in much weaker form.

The 2017 tax law weakened the tax further, doubling the exemption level from $5.5 million per individual
($11 million per couple) to $11.2 million per person ($22.4 million per couple) and indexing it for inflation
going forward. The top statutory rate remains 40 percent (see table). Because of the increase in the
exemption level, the share of estates facing the tax fell from 2 in 1,000 to under 1 in 1,000.

Policy Basics is a series of brief background reports on issues related to budgets, taxes, and government assistance programs.
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Estate Tax Has Fallen Considerably Since 2001

Year

2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018

Per-Person Exemption

$675,000
$1 million
$1 million
$1.5 million
$1.5 million
$2 million
$2 million
$2 million
$3.5 million
None

$5 million
$5.1 million
$5.25 million
$5.34 million
$5.43 million
$5.45 million
$5.49 million
$11.18 million

Top Rate
55%
50%
49%
48%
47%
46%
45%
45%
45%

0%
35%
35%
40%
40%
40%
40%
40%
40%
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Estate Tax Rate Is Modest

Taxable estates will owe 16.5 percent of their value in
tax in 2018, on average (see chart). This “effective
rate” is much less than the top marginal rate of 40
percent for three reasons:

e The tax applies only to the value of the estate
that exceeds the exemption level. For example,
at the current exemption level, an estate worth
$12 million would owe taxes on $800,000 at
most, for a maximum effective tax rate of less
than 3 percent.

e The tax contains a number of provisions that
reduce estates’ tax liability, many of them
originally designed to protect farmers and small
businesses.

e Many wealthy estates use complex estate
planning methods to exploit loopholes that
reduce their tax liability and allow them to pass
on significant portions of their estates tax-free.

Estate Tax Affects Very Few Small
Farms and Businesses

Taxable Estates Owe 16.5
Percent of Their Value in Tax on
Average — Well Below Top
Statutory Rate

Average effective estate tax rate in 2018, by
size of gross estate

50% — Top statutory rate: 40%

30 Average effective
tax rate: 16.5%

20 |/ 17.7%

10

0.0% 0.0%

Under $5-$10  $10-$20 Over
$5 million  million million  $20 million

Note: The average effective rate is far below the top
statutory rate largely because tax is due only on the part of
the estate that exceeds the exemption level.

Source: Tax Policy Center Table T18-0136

CENTER ON BUDGET AND POLICY PRIORITIES | CBPP.ORG

Some supporters of the 2017 tax law argued that its doubling of the estate tax exemption was necessary to
keep large numbers of family-owned small farms and businesses from having to pay estate tax. However, in
2017, only about 20 small farm and business estates nationwide owed any estate tax, Tax Policy Center
(TPC) analysis finds (see chart). TPC also estimates that those few estates owed about 9 percent of their
value in tax, on average. In addition, special estate tax provisions allow the few taxable estates that may
have any difficulty paying the tax immediately to spread payments over 15 years, at low interest rates.
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Only 20 Small Farms or Businesses Faced
Estate Tax in 2017

Just 6,460 of the nation’s 2.7
million estates (0.2%) owed
any estate tax in 2017.

And just 20 of those
taxable estates (less than
1%) were small farms or

businesses.
o/\‘
6,460 20

Note: The area of each pie is scaled to the number of estates. Small farms or businesses are
estates whose farm and business assets total no more than $5 million and represent at least
half of their gross value.

Source: Tax Policy Center
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Estate Tax Serves as a Backstop to Capital Gains Tax

Usually, capital gains are taxed when the asset is sold .
Large Share of Biggest Estates

Includes Unrealized Capital Gains
That Have Never Been Taxed

or disposed of and the gain is “realized.” Butif a
person holds an asset that grows in value until his or
her death, neither the heir of the estate nor the
deceased person ever pays tax on that “unrealized”
gain. Unrealized capital gains account for a significant
proportion of the assets held by large estates —
ranging from 32 percent for estates worth $5-10

million to as much as about 55 percent for estates Others Unrealized

- 45% capital gains
worth more than $100 million (see chart). Thus, 559
without the estate tax, a large portion of the largest

estates would never be taxed.

Estate TaX IS Economlca"y SOU nd Note: Reflects estates of over $100 million in assets.
Estimates assume 2009 estate tax parameters, including
exemption of $3.5 million ($7 million per couple) and top rate
of 45 percent.

economy. However, evidence shows the estate tax Source: Federal Reserve Board

Opponents of the estate tax argue that it hurts the

likely has little or no impact on overall private saving, CENTER ON BUDGET AND POLICY PRIORITIES | CBPP.ORG
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and it has a positive impact on overall national (private plus public) saving because of the revenues it raises
— the tax will generate about $250 billion over 2019-2028 under current law, according to the
Congressional Budget Office. Research also finds that the estate tax encourages heirs to work.

In sum, the estate tax is an economically efficient way to raise revenue that supports public services and
lowers deficits without imposing burdens on low- and moderate-income Americans. Its role in our revenue

system is particularly important given our long-term budget challenges.

Updated November 7, 2018

For more information on the estate tax, see:

Ten Facts You Should Know About the Federal Estate Tax
https://www.cbpp.org/research/federal-tax/ten-facts-you-should-know-about-the-federal-estate-tax
The Myth That the Estate Tax Threatens Small Farms
https://www.cbpp.org/blog/the-myth-that-the-estate-tax-threatens-small-farms

Repealing Estate Tax Would Provide Windfall to Heirs of Wealthiest Estates

https://www.cbpp.org/research/federal-tax/repealing-estate-tax-would-provide-windfall-to-heirs-of-
wealthiest-estates




