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 This paper provides a careful and comprehensive summary of existing research on the incentive 
and distributional effects of the estate tax, emphasizing recent research advances, and it calls attention 
to the critical interaction between the estate tax and the capital gains tax in the current U.S. tax system.  
It points out the estate tax has been a more active subject of research than the key capital gains tax 
provision that applies to transfers at death – basis step-up – and suggests that understanding the 
behavioral consequences of basis step-up at death is an important research priority.  After raising 
questions about whether there is any role for basis step-up in an optimal income tax system, the paper 
presents informative calculations on the revenue consequences of replacing basis step-up with 
alternative rules regarding capital gains that are held at the time of death.  This analysis should 
stimulate further research as well as policy analysis on the basis step-up provision. 
 My comments explore three issues that are raised in the paper: the comparison of estate taxes, 
or wealth taxes more generally, and capital income taxes in the current financial environment with low 
safe rates of return, the limits of current empirical evidence on the behavioral consequences of estate 
taxation, and the challenges of measuring the efficiency cost of lock-in associated with basis step-up. 
 
Estate Taxes, Wealth Taxes, and Capital Income Taxes 

In reviewing past research, the paper notes that the estate tax is a component of the capital 
income tax structure in a lifecycle setting, and a tax on inter-personal transfers at death.  Different 
theoretical models explore the design of estate taxes in settings that emphasize one or the other of 
these considerations.  The role of the estate tax relative to the income tax in the lifetime capital income 
tax framework has increased in recent years, as long-term safe rates of return have fallen to historically 
low levels.  In this environment, the distinction between capital income taxes on the flow of capital 
income, and estate or other wealth taxes on the stock of capital is particularly stark.  This can be 
illustrated by comparing a hypothetical investor facing similar tax rules, but different rate of return 
opportunities, in 2000 and 2016.   

Consider a 55-year-old U.S. investor who expects to leave a taxable  estate when she dies at the 
age of 90, and who faces a 45 percent combined federal and state income tax rate on interest income, 
as well as a 40 percent marginal federal estate tax rate.  If this investor could invest in riskless long-term 
Treasury inflation-linked bonds at the yields that were available in in 2000, approximately 3.5 percent 
per year, her net-of-tax interest rate would be 1.925 percent.  A $1000 bond investment at age 60 would 
grow, in constant purchasing-power dollars, to $1,772 at age 90, and the estate tax of .40*($1772) = 
$709 would leave $1063 for her heirs net of estate tax.  The net of tax rate of return she would earn on 
this investment would be 0.2 percent per year, making the effective tax rate on the 3.5 percent real 
pretax return 94.3 percent.  This high rate is the result of the estate tax applying to principal as well as 
investment income over the next 30 years; a 40 percent estate tax rate applied to an investment with a 
30 year horizon resembles a 1.33 percent per year reduction in the after-tax rate of return.  

An estate tax, or any other wealth tax, can translate to a very high effective tax rate on capital 
income when the expected return is low.  The paper presents the key equation relating the effective 
capital income tax rate, tc, and the equivalent wealth tax rate, tw: 

𝑡𝑡𝑡𝑡 =
1 + 𝑟𝑟
𝑟𝑟

 𝑡𝑡𝑡𝑡  
where r is the expected rate of return and all taxes are levied each period (for example, each year).  For 
an estate tax te, which is only levied once per generation, the equivalent wealth tax is roughly te/G, 
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where G is the length of a generation.  This approximation is more accurate in low return environments 
than when returns are substantial.  

The foregoing example illustrates how the estate or wealth tax can represent a large share of 
the net-of-income-tax capital return, even when the expected return is substantial.  When the expected 
return falls, the effective burden of a wealth tax rises.  In early 2016, Treasury inflation-protected 
securities were yielding about 0.80 percentage points, nearly 3 percentage points less than fifteen years 
earlier.  If we assume a 30-year real interest rate of 1.0 percent and repeat the foregoing calculation, a 
$1000 investment would yield an after-tax real return of 0.60 percent, and would rise in value to $1197 
(inflation-adjusted) in 30 years.  With an estate tax of 40 percent, the amount that the investor’s heirs 
would receive is $718.  The combination of the estate tax and the income tax on interest income results 
in a negative rate of return from the standpoint of the investor.   

If capital income were untaxed and there were no estate tax, the investor earning a 3.5 percent 
annual rate of return would have been able to leave $2807 to her heirs.  Determining the respective 
effects of the income and estate tax in reducing this amount reflects the usual challenges of choosing a 
“stacking rule” in evaluating tax provisions.  Operating in isolation, the income tax at a rate of 40 
percent would reduce this amount by 37 percent (1 – 1772/2807).  If there were an estate tax but no 
income tax, the estate tax would reduce the pretax accumulation of $2807 by 40 percent.  Because the 
estate tax applies after the income tax has been collected on returns each year, the reduction in after-
tax bequest is 25 percent ((1772-1063)/2807).  The relative magnitudes of the income tax and estate tax 
effects is very different in a low-return environment.  With a 1 percent annual real return, the value of a 
$1000 investment after 30 years would be $1348.  With a 40 percent tax rate on the return, this 
investment would be worth $1197, so the income tax would reduce the value of the potential estate by 
11 percent.  This reflects the more modest role of capital accumulation, versus principal, in the 
determining the amount that can be bequeathed after 30 years.  The estate tax, in isolation, would 
continue to reduce the value of the estate by 40 percent.  In the low-return case, after income taxes this 
would reduce the after-tax estate by $479, or by 36 percent of the no-income-tax accumulation after 30 
years.  The relative burden of the estate tax, compared with the annual capital income tax, is much 
greater in a low-return environment.  

This simple example highlights that taxing intergenerational transfers at a given rate has a larger 
effect on the amount of wealth that can be transferred net-of-tax in a low-return than in a high return 
environment.  Piketty (2014) has called attention to the important role of the rate of return on wealth in 
determining the dynamics of the wealth distribution.  This return is also important in determining the 
relative burdens of the estate and capital income taxes. 

 
The Behavioral Effects of Estate Taxation 

This paper’s elegant review of the outpouring of estate taxation research should be the starting 
point for anyone exploring this research field in the future.  The estate tax potentially affects many 
dimensions of taxpayer behavior, most importantly the labor supply of those who may leave bequests, 
the labor supply of those who receive bequests, the saving decisions of those who contemplate leaving 
bequests, and the saving decisions of those who anticipate receiving bequests.  There has been a 
growing body of empirical work on the estate tax. Some of the most careful work relies on data from 
countries in which wealth taxes apply to a substantial share of the population.  An important caveat in 
applying these studies to the U.S. context concerns the extent to which the behavior of the small 
fraction of U.S. taxpayers who can expect to pay the current federal estate tax can be inferred from the 
behavior of broader population segments in other nations, such as France and Sweden, with very 
different wealth distributions, and many fewer individuals who have amassed large wealth holdings. 

There is now an increasingly convincing body of evidence suggesting that those who receive 
inheritances reduce their labor supply, but evidence on how the anticipation of estate taxes affects the 
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lifecycle behavior of those who accumulate wealth is limited.  A key challenge is determining the extent 
to which reduced opportunities to transfer wealth across generations discourages labor supply and 
saving.  Mankiw (2010) presents an illustrative calculation, in the form of a personal reflection, on the 
combined effect of income and estate taxes on the effective tax rate facing those whose primary 
objective in earning income is to make transfers to their children.  Measuring the number of potential 
estate tax payers who are concerned with the net tax burden on this margin of behavior, and then 
assessing behavioral response, may be impossible, but important, empirical challenges.   

Heterogeneity of the population that may be subject to estate taxation needs to be recognized, 
even when it leads to the disappointing conclusion that sample sizes of high-wealth decedents are small 
and the information that is available on their estate plans is limited.  The paper observes that the U.S. 
estate tax is now projected to collect revenue from roughly 5,000 decedents each year.  Given the 
concentration of wealth holdings, a high fraction of the wealth held by prospective estate tax payers is 
likely held by families that are well-advised by tax and estate professionals.  The behavior of this group is 
important for assessing the revenue consequences of potential estate tax reforms.   

One issue that receives only brief discussion in the paper is the incidence of estate taxation.  
There is evidence on the “legal incidence,” on the incomes of the decedents who pay the estate tax and 
on the positions in the U.S. wealth distribution of this group. Yet there is relatively little discussion of 
how changes in the estate tax might affect the rate of return to capital and the wage-rental ratio.  In 
part this reflects the central tendency of recent research, which treats the rate of return as fixed. 

Could changes in the U.S. estate tax have a large enough impact on the aggregate capital stock 
to affect the wage-rental ratio?  That seems unlikely.  An older literature, exemplified by Stiglitz (1978), 
raised the possibility that if the estate tax reduced the level of capital accumulation, it would raise the 
rate of return to capital and potentially alter the pre-tax distribution of incomes.  One might reasonably 
argue that in an integrated global capital market, the effect of changes in the U.S. estate tax regime are 
unlikely to have substantial effects on the pretax rate of return available to investors.  A global tax on 
inheritances, such as that called for by Piketty (2014), might however affect the relative returns on 
capital and labor.   

 
The Welfare Cost of Lock-In 

In addition to reviewing recent theoretical and empirical work on the estate tax, this paper 
discusses the basis step-up provisions that currently apply when capital assets are transferred at death.  
The opportunity to eliminate potential capital gains tax liability if an asset is held until death represents 
a powerful incentive to delay realizing gains, particularly for those late in life.  It has been recognized at 
least since Bailey’s (1969) discussion that basis step-up reduces the effective capital gains tax rate as 
well as the revenues collected from capital gains taxation.  Analysts who favor an income tax over a 
consumption tax view step-up at death as an important gap in the income tax system, while those who 
support a consumption tax regard it as one of the few provisions in our hybrid income tax structure that 
allows investors to receive consumption-tax treatment of their investments.  Economists in both camps 
would agree that there are distortions associated with the current step-up structure, which creates “lock 
in” for investors with accrued gains. 

While there are many empirical studies suggesting the presence of lock-in behavior when 
investors can reduce their capital gains tax burdens by deferring the sale of an asset, the welfare 
consequences of lock-in are less clear.  This is because the economic theory of trading behavior remains 
poorly developed.   Balcer and Judd (1987) develop a lifecycle model in which consumption demands 
generate asset sales, and Kiefer (1990) constructs a model in which investors receive information about 
various securities, and consequently choose to sell particular holdings at particular times in order to 
pursue higher expected returns.  Kovenock and Rothschild (1987) develop a related framework that 
permits welfare analysis, by recognizing that the returns on different securities are imperfectly 
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correlated, and that a realization-based tax that leads investors to hold their gains will also result in less-
diversified investment portfolios.  This leads to a loss in expected utility for investors, who bear more 
risk, for a given expected return, than they would if they were able to rebalance their portfolios without 
the “tax friction” of a realization-based capital gains tax.  An accrual capital gains tax would not create 
this distortion.  Lock-in may also raise required returns if investors demand higher pre-tax returns as 
compensation for their less-diversified portfolio structure.  This paper appropriately highlights the 
potential distortions associated with basis step-up, and it notes that there would be substantial revenue 
gains from eliminating this tax provision.  Developing a framework that can be used for the empirical 
analysis of lock-in, and to calibrate its welfare effects, is an important research priority. 

Recent U.S. experience provides new data on the importance of basis step-up in reducing 
federal revenues.  As this paper explains, under the provisions of a 2001 tax bill, in 2010 the federal 
estate expired.  Congress reinstated the estate tax late in that year, and allowed executors of estates for 
decedents who passed away in 2010 to choose between paying the estate tax and stepping up asset 
basis, or carrying over asset basis and not paying the estate tax.  Those who chose the carryover basis 
regime were required to report the asset basis and the fair market value for any assets that were passed 
to beneficiaries.  Those who chose to pay the estate tax were only required to report the fair market 
value of assets that were transferred.   

Gordon, Joulfaian, and Poterba (GJP) (2016) and the Office of Tax Analysis (2014) analyze the 
information from returns filed for 2010 decedents whose executors chose the basis carry-over regime.  
GJP (2016) report that the ratio of unrealized gains to fair market value, aggregating across all carry-over 
basis filings, was 44 percent.  This ratio cannot be applied to all assets transferred at death, because 
some executors filed estate tax returns on behalf of their decedents.  The choice between the estate tax 
and basis carryover regimes was not random, and was in all likelihood correlated with the share of 
unrealized capital gains in the estate.  Even under the extreme assumption that the basis equaled the 
fair market value of the assets in all of the estates for which executors chose to file estate tax returns, 
the ratio of unrealized gains to fair market value for all 2010 decedents who were potentially affected by 
the estate tax would be 34 percent.  It is difficult to translate this estimate of unrealized gains into an 
estimate of how basis step-up affects the effective capital gains tax rate; that requires an estimate of the 
share of accruing gains that were realized prior to death by those who were subject to the estate tax. 

The cost of lock-in associated with basis step-up depends on the investment environment 
confronting taxpayers.  If it is easy to borrow against appreciated assets, and if investors can find ways 
to hedge the returns of assets that they are encouraged to hold until death for tax reasons, then the 
distortions to both lifetime consumption profiles and to return opportunity sets may be modest.  If it is 
difficult or expensive to hedge, and if borrowing is costly, the distortions will be greater.  These aspects 
of the financial environment may change over time, and any estimate of the efficiency cost of lock-in 
would need to recognize this.  Stiglitz (1982) pointed out that if investors could engage in wash sales, 
and hold long and short positions in perfectly- or nearly-perfectly-correlated securities, and choose 
which positions to realize each year, that the realization based capital gains tax could become a subsidy 
rather than a tax on securities investments.  This underscores the need to carefully model the 
investment environment when considering the effects of potential changes in the basis step-up rules. 

Potential reforms to the basis step-up provisions could be considered more generally in the 
context of reform to a realization-based system of capital gains taxation.  Auerbach (2002) explains that 
there are various ways to design tax systems that are equivalent to accrual-based taxation of gains, but 
that only require payment when assets are sold. The discussion of “deemed disposition” in Canada 
suggests the value of empirical comparisons between the realization behavior of investors in the two 
nations.   

For some taxpayers, capital gains may be realized in only a few years during their lifetime, and in 
substantial amount at those times.  A small business owner who sells a business would be an example of 
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such a taxpayer; a real estate investor might face a similar realization pattern.  For such taxpayers the 
design choice between an annual capital gains exemption and a lifetime exemption could be very 
important. Golombek (2013) explains that Canadian investors receive a substantial lifetime exemption 
from capital gains liability, but that gains in excess of that threshold are taxed at a substantial rate.  This 
paper does a valuable service by moving beyond the discussion of repealing basis step-up and 
suggesting potential reform options, such as the Canadian model.   

 
Summary 
 This paper offers an outstanding review of the current state of research on the estate tax, the 
tax treatment of capital gains held until death, and the potential reforms that might be contemplated to 
the current basis step-up provisions.  It provides a springboard for future researchers to explore all of 
these issues.  While the state of research has advanced rapidly in the last two decades, there is still a 
great deal more to be learned if we are to provide a firm foundation for tax policy design. 
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