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I. Introduction
In the past, the practice of law has been based on the
unstated premise that Congress enacts laws with the
intent that the new laws be part of a stable and semipermanent legal structure. Attorneys then could plan
their clients’ affairs in reliance on that legal structure.
In many respects, that premise is no longer applicable
for lawyers practicing tax law. Since 2000, Congress has
enacted three major tax laws, the Economic Growth and
Tax Relief Reconciliation Act of 2001, the Jobs and
Growth Tax Relief Reconciliation Act of 2003, and the
American Jobs Creation Act of 2004 (P.L. 108-357). Each of
those laws contain a myriad of budget gimmicks designed to reduce their officially scored revenue cost.
Those gimmicks include delayed effective dates, long
phase-ins, temporary provisions and the overall sunset
contained in the 2001 act. As a result, tax practitioners are
faced with substantial uncertainty as to what will be the
law in the future.1
Also, the deficits resulting from those tax reductions
will create enormous pressure for Congress to find ‘‘noncontroversial’’ revenue increases in the future. Quite
often, those ‘‘noncontroversial’’ revenue increases involve technical revisions to long-standing rules. The
prospect of those technical revisions to law is just one
more reason why tax practitioners will be faced with an
increasingly changing tax law.2
The effect of the uncertainty is probably the greatest in
the area of estate and gift taxation. As shown in the
following table (p. 834), major structural changes are
being phased in and then terminated under current law.

1
The extent of temporary provisions is clearly set out by the
Joint Committee on Taxation in ‘‘List of Expiring Federal Tax
Provisions,’’ JCX-71-04, Doc 2004-24312, 2004 TNT 248-60, Dec.
23, 2004. For example, 35 separate tax provisions terminate at
the end of 2005.
2
See Joint Committee on Taxation, ‘‘Options to Improve Tax
Compliance and Reform Tax Expenditures,’’ JCS-02-05, Doc
2005-1714, 2005 TNT 18-18, Jan. 27, 2005. Practitioners can now
speculate how many of the proposals outlined in more than 400
pages may become law.
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Current law puts estate tax planners in an impossible
situation. First, they need to know when their clients will
die to prepare a proper will or estate tax plan. Depending
on when the client dies, simple devices designed to
maximize the use of the estate tax exclusion could have
dramatically different, and perhaps unintended, effects.
Also, planners need to make an informed guess as to
what Congress might do in the future because virtually
no one believes that the law, as currently written, will
take effect.
In the 108th Congress, the House of Representatives
passed a bill that purported to make permanent the estate
tax repeal that will take effect in 2010. The bill did not
change the provisions of law in effect before 2010. It
simply removed the estate tax repeal from the effect of
the overall sunset contained in the 2001 tax act. The
House-passed bill was not considered by the Senate and
died at the end of the 108th Congress.
As any casual observer would note, increasingly there
is nothing permanent about our tax laws. Legislation
purporting to make any tax benefit permanent is merely
promissory in nature because actions by one Congress
cannot bind future Congresses. In many ways, legislation
repealing the 2001 tax act sunset merely changes the
default rule, that is, what will happen in 2011 if there is
no further congressional action. It would not eliminate
the possibility that a future Congress could reverse
course.
The retention of the gift tax was one of the most
surprising and consequential aspects of the 2001 tax act.
Without a gift tax, even a very short period during which
repeal was in effect would effectively repeal the estate tax
for a generation. Individuals could simply gift the bulk of
their assets to their children during the period of repeal.
Retention of the gift tax effectively forecloses that opportunity.
Regardless of what Congress does this year, what
actually occurs in 2011 and thereafter probably will
depend on two factors. The first is the overall budget
situation. In that respect, the estate and gift tax issue will
be considered along with the other sunsetted tax reductions. Foreign central banks may have the deciding vote
on that issue because they have been the largest source of
money to finance our budget deficits in recent years.
Second, repeal, with carryover basis, will disadvantage
dramatically more estates than those benefited by repeal.
That fact could have a dramatic impact on the ultimate
resolution of whether estate and gift taxes will remain
part of our overall tax structure.

II. Budget Situation
A detailed discussion of the federal budget outlook is
beyond the scope of this article. It is sufficient merely to
note that the budget projections are not favorable. The
most recent Congressional Budget Office projections

833

(C) Tax Analysts 2004.
2005. All rights reserved. Tax Analysts does not claim copyright in any public domain or third party content.

Estate Tax Repeal:
More Losers Than Winners

Doc 2005-2468 (8 pgs)

C0MMENTARY / VIEWPOINTS

Year
2004

Effective
Exemption

Top Tax Rate

Gift Tax

Basis of
Inherited
Property

State Death Tax
Credit

48%

$1 million

Step-up in basis.

75% eliminated.

2005

$1.5 million. Exclusion for familyowned businesses
repealed.
$1.5 million

47%

No further
change.

No change.

2006

$2 million

46%

No change.

2007-2008

$ 2 million

45%

2009

$3.5 million

45%

2010

Estate tax is repealed.

—

2011 and thereafter

$1 million. Exclusion for familyowned business
restored, creating
a $1.3 million exclusion when the
estate includes
such property.

55% + 5% surtax
in some cases

No further
change.
No further
change.
No further
change.
Gift tax continues.
Top gift tax rate
equals top income
tax rate (35%).
Gift tax exclusion
is $1 million.
Gift and estate
taxes become unified again.

Repealed. Replaced with deduction for state
death taxes.
No further
change.
No further
change.
No further
change.
—

show a fairly significant deterioration in the budget
projections since the last projection in September 2004, a
deterioration unrelated to the treatment of spending for
military activities in Iraq and Afghanistan.3 The United
States will continue to experience large deficits when the
costs of the war in Iraq, homeland security, and extending temporary tax provisions are taken into account.
There will be unprecedented general fund deficits that
temporarily will be masked by large surpluses in the
Social Security Trust Fund.
In the context of the overall budget numbers, the cost
of a permanent repeal of estate and gift taxes is small, but
not as insignificant as many have advertised. Permanent
repeal of estate and gift taxes would cost roughly $270
billion over the next 10 years, even though it would not
change the law until the end of calendar year 2010. More
interestingly, the cost of making repeal permanent begins
to show up immediately, as the result of erosion in the
income tax base. The ultimate cost of repeal will be
greater than the amount projected to be raised from
estate and gift taxes, again as a result of the erosion of the
income tax base. For example, in the last year of the

No change.
No change.
Carryover basis
with $1.3 million
exclusion, additional $3 million
for transfers to
surviving spouse.
Step-up in basis.

Restored to prior
law.

budget window, repeal would cost approximately $65
billion, even though the tax itself is projected to raise only
$58 billion that year.

III. Carryover Basis
Under current law, the cost basis of assets acquired
from a decedent is stepped up to the value of the
property on the date of the decedent’s death.4 That
step-up in basis essentially eliminates the capital gains
tax on increases in the value of property not realized in a
taxable transaction before death. For depreciable property, the basis step-up is especially valuable. It eliminates
any depreciation recapture gain (which would otherwise
be taxed as ordinary income, or in the case of real
property, at a 25 percent capital gains rate) and it permits
the property to be depreciated again using the new basis.
The repeal of the estate tax that is scheduled to take
effect in 2010 is accompanied by repeal of the current
step-up in basis rule. Under the new rules, in general, the
cost basis of property acquired from a decedent will be
the lower of the adjusted basis in the hands of the
decedent or the value of the property at death. The only

3

The executor may elect to value the estate on an alternate
valuation date, generally six months after the decedent’s death.
If the election is made, the step-up is based on the value of
property on the alternate valuation date.
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The new projections show a deterioration of $500 billion
over the next 10 years. See ‘‘The Budget and Economic Outlook:
FY 2006-2015,’’ Congressional Budget Office, January 2005, p.
xv.

4
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A. Administrative Issues
On the surface, the new carryover basis rules seem
simpler than the 1976 version. However, that apparent
simplification largely is only on the surface. In many
respects, the new rules create as many problems as the
1976 version — they are just different problems. There is
little question that the new rules will pose serious administrative problems for estates.
1. Basis determinations. Obviously, any carryover basis
regime requires a determination of the adjusted basis of
the property in the hands of the decedent. The difficulty
of making those determinations was one of the major
arguments against the carryover basis rules enacted in
1976. That argument prevailed even though the 1976
version contained several provisions designed to assist in
determining basis. It included a special exemption for
personal and household effects and a fresh start adjustment equal to the property’s value at the end of 1976 so
that it was not necessary to look back to old records. The
new version contains neither of those provisions.
Theoretically, individuals already are required to keep
records of their basis for income tax purposes. However,
‘‘many taxpayers have not maintained adequate records
to meet the requirements of a carryover basis rule at
death.’’5
It is doubtful that many people keep accurate records
of the cost of their furniture, antiques, collectibles, or
other personal effects. One large bank executor, reporting
on its experience in attempting to comply with the 1976
carryover basis rules, indicated that ‘‘the decedent’s basis
for personal effects was impossible to find in 70 percent
of the estates, required time and research in 14 percent of
the estates, and was available in only 16 percent of the
estates.’’6

5
‘‘Report on Reform of Federal Wealth Transfer Taxes,’’
American Bar Association Task Force on Federal Wealth Transfer Taxes, Doc 2004-18577, 2004 TNT 183-19 (Sept. 20, 2004), p.
33, hereafter cited as ‘‘ABA Task Force Report.’’
6
H.R. Ways and Means Comm., Hearing on Carryover Basis,
96th Cong. 81 (Nov. 13, 1979).
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One would expect that the basis of financial assets
would be readily available. But even for those assets,
basis records are incomplete in many circumstances and
would be difficult to construct.7 To determine the basis of
an investment in a real estate investment trust, a history
of the tax treatment of all distributions received by the
decedent is required. The basis of stock acquired through
stock splits or spinoffs requires knowledge of whether
the transaction was accomplished in a taxable or nontaxable form. Dividend reinvestment plans in mutual funds
also would require a history of the funds’ distributions.
All of these records theoretically may be required, but
‘‘many taxpayers simply have not maintained records for
assets they planned to hold until death.’’8
Bank executors attempting to comply with the 1976
carryover basis rules ‘‘were surprised by the extent of the
problems in determining the basis of marketable securities.’’9 One large bank estimated that for approximately
‘‘50 percent of marketable securities in the estates it
administered there were no clues other than the date of
the stock certificates.’’10 The notion of stock certificates is
fairly quaint today, so even that clue may not be available
today.
Current law recognizes the difficulty of having any
person other than the taxpayer make determinations of
the basis of property held by the taxpayer. Tax return
preparers and tax professionals can simply rely on the
taxpayer’s statement of what is the adjusted basis of
property. They have no duty to inquire as to the accuracy
of that statement.11 In the future, executors will not have
that luxury. They will have to determine the adjusted
bases of the decedent’s assets and will be subject to
penalties for negligent or deliberate errors.12
2. New reporting requirements. The new rules will
place burdensome reporting requirements on executors.
The new reporting requirements, ‘‘if diligently followed,
may prove even more burdensome for executors than
filing estate tax returns.’’13 In the future executors will be
required to list the name and Social Security number of
every heir, accurately describe each property, determine
the adjusted basis and fair market value at death of each
property, set forth the decedent’s holding period for each
property, provide information to determine whether gain
from the sale of the property would be ordinary or
capital, set forth the allocation of additional basis to the

7
See Joseph M. Dodge and Jay A. Soled, ‘‘Inflated Tax Basis
and the Quarter-Trillion-Dollar Revenue Question,’’ Tax Notes,
Jan. 24, 2005, p. 453, for a discussion of why many taxpayers do
not know the basis of their financial assets. The article raises the
question of how executors could possibly calculate the cost basis
that the decedents had in their investments if the taxpayers
themselves, while alive, could not do so.
8
ABA Task Force Report, supra note 5 at p. 34.
9
H.R. Ways and Means Comm., Hearing on Carryover Basis,
96th Cong. 86 (Nov. 13, 1979).
10
Id.
11
Dodge and Soled, supra note 7 at 457.
12
See IRC section 6716.
13
Karen C. Burke and Grayson M.P. McCouch, ‘‘Estate Tax
Repeal: Through the Looking Glass,’’ Va. Tax. Rev. (Fall 2002), p.
216.
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exemption from a strict carryover basis regime is a $1.3
million (an extra $3 million for transfers to surviving
spouses) additional basis amount that the executor can
allocate among the assets with unrealized appreciation.
Generally, allocations of additional basis can be made
only to the types of property that qualify for step-up
under current law (items like income in respect of a
decedent and IRA, 401(k), and pension assets would not
be eligible).
This is not the first time that Congress enacted a
carryover basis regime. A more complex version of
carryover basis was enacted in 1976, delayed in 1978, and
retroactively repealed in 1980. The 1976 version included
adjustments for federal and state inheritance taxes; a
fresh start adjustment exempting gains accrued before
December 31, 1976; special exemptions for personal and
household effects; and a minimum basis amount with a
mandatory allocation among the assets in the estate.
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They also would be foolish if they did not demand
‘‘exoneration provisions in wills to shield them from
complaints by disappointed beneficiaries.’’17
The problems implicit with the new discretionary
allocation rules are best summarized as follows:
In sum, the executor’s broad discretion to allocate
the basis increases under the 2001 Act may well
prove even more cumbersome, time-consuming,
and wasteful in terms of estate administration costs
than either the mandatory allocation formulas of
the 1976 Act or the estate tax reporting requirements of current law.18
4. Other technical issues. The ABA Task Force Report
devotes almost 70 pages to a discussion of the problems
that exist with the new carryover basis rules and possible
administrative and legislative solutions. The problems
identified in that report include the unequal treatment of
capital losses,19 difficulty in applying basis adjustments
to property sold during the administration of the estate,
treatment of property with debt in excess of basis,
treatment of installment notes, unequal treatment of
pension assets, administrative problems with allocation
to spousal property, and discrimination in favor of
spouses in community property states (such as Texas and
California) as compared to common law states. Even a
cursory examination of that report leads to a conclusion
that serious problems exist with the new rules and that
their surface simplicity is quite misleading.

B. More Losers Than Winners From Repeal
If one compares the benefits of estate tax repeal with
carryover basis to the alternative of simply extending the
law in effect in 2009, there is no question that there will be
vastly more losers than winners from estate tax repeal.
The JCT staff has estimated that approximately 15,100
decedents in 2009 will have sufficient assets (that is,
greater than $3.5 million) to be affected by the federal
estate tax. Slightly over one-half of those estates will be
required to file an estate tax return but will have no
liability for estate tax. Only the estates of approximately
7,500 decedents would have estate tax liability, approximately three-tenths of 1 percent of all individuals who
will die in 2009. It is worth repeating that only approximately 7,500 estates will have sufficient assets to receive
any tax reduction from estate tax repeal. Another 7,600
estates would receive no tax reduction but would not
have to file an estate tax return under a straight repeal.20
In contrast, the new carryover basis rules will affect all
estates with noncash assets over $1.3 million. Approximately 71,400 estates of individuals dying in 2009 will
have assets in excess of $1.3 million. There is no estimate
of the number of estates to which the new basis rules
apply by reason of the decedent receiving gifts within

14

See IRC section 6018(c).
Bank trustees reporting on their experience under the 1976
rules concluded that carryover basis presented difficult problems for farms and ranches. Its application to equipment and
other farm property proved virtually impossible in many cases.
Anyone who ever witnessed a farm auction could understand
the difficulties. See H.R. Ways and Means Comm., Hearing on
Carryover Basis, 96th Cong. 94 (Nov. 13, 1979), for examples of
the problems.
16
Burke and McCouch, supra note 12 at 221.
15
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Id. at 223.
Id.
19
Large estates with large unrealized capital gains would
receive tax benefits for unrealized losses. Smaller estates would
not. Estates without significant unrealized capital gains also
would receive no benefit, regardless of size.
20
See Appendix 1.
18

TAX NOTES, February 14, 2005

(C) Tax Analysts 2004.
2005. All rights reserved. Tax Analysts does not claim copyright in any public domain or third party content.

property, and provide whatever other information the
secretary may wish.14 Complying with those rules in any
circumstance would be quite daunting. Diligent compliance in the case of farms and other small businesses
would be extraordinarily difficult.15
The new burdensome reporting rules will have a fairly
broad reach. They will apply to all estates with property
(other than cash) that has a value of more than $1.3
million. They also will apply in any circumstance in
which the decedent has received a gift (required to be
included on a gift tax return) of property within three
years of death and the property has unrealized appreciation. Executors also would be well-advised to file that
return even when it is not required. The new carryover
basis rules require that the allocation of the additional
basis amounts be made on that return, leaving open the
question of how estates that don’t file that return will be
treated.
3. Executors would face serious conflicts of interest.
The 1976 version of carryover basis attempted to exempt
small estates through a minimum basis rule. If the total
adjusted basis of the decedent’s property was less than
that minimum amount, there was a mandatory allocation
of the excess among the estate’s properties in proportion
to the respective unrealized gains. That mandatory allocation was complex, and was dropped from the new
version, presumably because of that complexity. However, the new allocation rule creates its own set of
problems.
Under the new carryover basis rules, the executor has
total discretion as to how to allocate the additional basis
amounts among properties, avoiding the complexities of
the 1976 mandatory allocation. However, the discretionary allocation poses ‘‘new dilemmas for executors in
discharging their fiduciary obligations under state law. In
administering a decedent’s estate, an executor owes
fundamental duties to the decedent’s beneficiaries, including the duties of loyalty, care, and impartiality.’’16
Making distributions of property and allocations of
additional basis amounts under the new rules will be
very difficult in light of the executor’s fiduciary duties.
The executor could view his fiduciary duties as owed to
the heirs in the aggregate. In that case, the executor
would allocate the basis adjustments in a way to maximize their value, that is, first to assets that would give
rise to ordinary income. However, doing so would disadvantage heirs receiving other property. Attempting to
allocate the amounts in a way that provided equal tax
benefits would be extraordinarily complex.
Executors would be well advised to demand explicit
instructions in the will as to how to make the allocations.
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21
This does not take into account the large number of estates
that are not required to comply with the new return requirement, but will do so in order to take advantage of the additional
basis amounts.
22
See IRS, Table 1 — Estate Tax Returns Filed in 2002: Gross
Estate by Type of Property, Deductions, Taxable Estate, Estate Tax and
Tax Credits, by Size of Gross Estate, available at http://
www.irs.gov/pub/irs-soi/02es01ge.pdf (2002).
23
In 2002 there were over 1,700 nontaxable returns claiming
the marital deduction when the size of the estate was in excess
of $5 million. Presumably there will be a much larger number in
2009.
24
ABA Task Force Report, supra note 5 at 73.

TAX NOTES, February 14, 2005

That could be quite disadvantageous for estates with
farm or small business interests, where the surviving
spouse does not intend to continue the business. In that
circumstance, the interest in the small business could
only receive a portion of the $1.3 million basic amount,
even if the surviving spouse is the sole heir.
2. Estates without surviving spouses. Many estates
without surviving spouses also will face actual tax increases under repeal. It is difficult to determine the
number of those estates because there have been no
precise estimates of the portion of the value of property
passing at death that is attributable to unrealized capital
gains. Most observers have suspected for a long time that
there are substantial unrealized gains at death.
A study published in 2001 (the Poterba study) indicated that unrealized capital gains accounted for approximately 36 percent of the value of property passing at
death.25 The 36 percent figure obviously is an average.
The Poterba study indicated that there is large variation
in the amount of unrealized capital gains among estates.
For example, approximately one-third of estates with net
values (in 1998 dollars) between $1 million and $5 million
have unrealized capital gains in excess of 50 percent of
assets. The study also indicated that the level of unrealized capital gains varies dramatically among asset
classes. For example, farm and other small-business
assets were estimated to be approximately 7 percent of
the total value of property passing at death, but unrealized capital gains for that type of property were estimated to be approximately 16 percent of the total accrued
gains. Farm and small-business assets were twice as
likely to have large unrealized capital gains as other
classes of assets.
The Poterba study is not without flaws. It uses a
relatively small sample and is not based on tax return
information. Even with those flaws, congressional revenue estimates suggest that the Poterba study is fairly
accurate but probably understates the amount of unrealized capital gains that exist at death.
In 2000 the CBO released revenue estimates on a
variety of budget options.26 One of those revenue options
was a proposal that would have taxed unrealized capital
gains at death. The proposal would have exempted gains
on property passing to a surviving spouse or to charity,
allowed use of the exclusion for gain on sale of a
principal residence, and exempted small gains on personal effects. The amount of property covered by the
proposal is very close to the amount of property that will
be covered by the new carryover basis rules. The revenue
estimate for the proposal would indicate that approximately 42 percent of the value of property passing at

25
James M. Poterba and Scott Weisbenner, ‘‘The Distributional Burden of Taxing Estates and Unrealized Capital Gains at
Death,’’ in Rethinking Estate and Gift Taxation 422 (William G.
Gale, James R. Hines Jr., and Joel Slemrod eds., Brookings
Institution Press 2001).
26
Congressional Budget Office, Budget Options, March 2000.
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three years of death. The number of estates affected by
the carryover basis rules could be almost five times the
number of estates affected by the current system.21
Approximately 55,000 estates will receive no tax reduction, nor exemption from a return requirement, by
reason of repeal. But those estates will face a complex
return requirement in the future, and some of them will
face tax increases. Another 7,500 estates again will receive
no tax reduction from repeal, but will face a return
requirement that is far more complicated than the one
that they are faced with under current law. Those estates
also could face tax increases.
The question of exactly how many estates would face
potential tax increases under carryover basis that exceed
the tax reduction from repeal is far more difficult to
answer. Answering that question requires looking at two
types of estates separately, those with surviving spouses
and those without.
1. Estates with surviving spouses. For estates with surviving spouses, repeal is almost always bad news. In
2002, 42,856 estate tax returns were filed showing transfers to a surviving spouse.22 As a result of the marital
deduction, only 4,021 of those returns showed any estate
tax liability. Simply stated, approximately 90 percent of
all estates with a surviving spouse will receive no tax
reduction from repeal. For those estates, repeal, at best,
adds complexity.
There is a perception that very few estates with
surviving spouses would face tax increases under the
carryover basis rules because of the large ($3 million)
additional basis adjustment provided for property transferred to a surviving spouse. Some have suggested only
extremely large estates (that is, those with assets with
unrealized capital gains in excess of $4.3 million) would
be disadvantaged.23
However, the number of estates with surviving
spouses disadvantaged by the new rules could be much
greater than commonly perceived. The additional $3
million basis amount can be allocated only to property
actually passing to the surviving spouse.24 Property quite
often is sold during the administration of the estate for
reasons such as raising funds to pay administrative
expenses or settle debts, sales of farm crops or other
property in the normal course of business, or when the
estate is to be liquidated. The additional $3 million in
basis cannot be allocated to property sold by the estate
even if the surviving spouse is the sole beneficiary of the
estate and would bear the burden of any tax on the sale.
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death (outside of spousal and charitable transfers) consists of unrealized appreciation.27

It is difficult to estimate how many estates would face
potential tax increases from repeal. However, the number
of estates with gross assets between $2.5 million and $5
million, the levels where many will face tax increases,
always has been much greater than the total number of
estates above $5 million.

Potential Tax Increase From Repeal
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Figure 2. Estates With 20 Percent Debt
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For estates with significant unrealized gains (that is,
greater than 50 percent), the potential tax increases from
carryover basis will exceed the tax reduction from estate
tax repeal over a fairly broad range of estates. The
following charts compare the potential tax increases with
the benefits of repeal. The charts assume that the unrealized gains are taxed at a 15 percent capital gains rate, an
assumption that understates the potential tax increases in
many circumstances. The charts also assume administrative expenses of $200,000. The charts show that the effect
of the new carryover basis rules will be substantially
more adverse in the case of estates with significant
debts.28
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But it is very easy to describe the type of estate that
would be adversely affected. Estates of single individuals
or previously married individuals for which there has
been a significant period of time since the death of the
first spouse would be likely to have large gains, regardless of the type of assets they hold.

27

The proposal was estimated to raise $10.5 billion in 2002,
the first year in which it was in effect. The amount of the
additional tax at death was deductible for estate tax purposes.
The Poterba study indicated that virtually all unrealized appreciation at death (outside of residences) occurred in estates
subject to the estate tax. Therefore, the amount of income tax
raised by the proposal conservatively would have been around
$14 billion, given the fact that the deduction for estate taxes
would have been worth approximately one-third of the gross
income tax raised. The capital gains rate at the time was 20
percent, so, implicitly, the revenue estimate assumed approximately $70 billion in unrealized gains. In 2002, the amount of
property shown on estate tax returns (net of the marital and
charitable deduction) was approximately $126 billion. Between
2000 and 2002, the amount estimated to be raised from the estate
tax declined by about 25 percent, reflecting the stock market
decline. Adjusting the $70 billion figure to reflect the decline in
the baseline would mean approximately $53 billion of unrealized gains when compared to the $126 billion net figure,
approximately 42 percent of assets passing at death.
28
The tax increases start at $2.6 million, the point at which
the unrealized appreciation will exceed $1.3 million. The
amount of the tax increases is 7.5 percent (the 15 percent capital
gains tax on one-half the assets) of each dollar over $2.6 million
until the estate is of a size that would have estate tax liability
under 2009 law. Then the increase is reduced by 37.5 percent of
the assets in excess of that level, that is, the 45 percent estate tax
rate minus the 7.5 percent additional tax under carryover basis.
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Estates with farms, other active business assets, or
rental real estate would be most likely to have large
unrealized gains. The basis of their assets would have
been reduced by depreciation adjustments. Businesses
like farms typically have large amounts of ordinary
income assets with low basis. Also, those estates are
likely to have significant levels of debt, with the result
that their unrealized gains as a percentage of their net
assets could be quite large.
3. Farm estates. Throughout the entire debate on the
estate and gift tax issue, proponents of repeal have used
the family farm as a primary example of who would
benefit from repeal. However, there is little question that
the number of farm estates facing tax increases from
carryover basis would exceed the number of farm estates
receiving a benefit.
Farm estates would be among those most likely to be
adversely affected by carryover basis rules. Farmers are
able to use a cash method of accounting for income tax
purposes with the result that many of their assets, such as
seed and supplies, have a zero basis. The crops growing
in their fields have a zero income tax basis. Most livestock has a zero basis. The ability to expense $100,000 per
year in equipment purchases also means that much of
their equipment has a zero basis, but still could have
significant value. Those low-basis assets are in addition
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Regardless of whether you used the Poterba figures or
the amount determined by using the CBO estimates,
there is little question that there is substantial unrealized
appreciation at death and that many estates have significant levels of unrealized appreciation, quite often in
excess of 50 percent of assets.

Figure 1. Estates With No Debt
90,000
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The Agriculture Department also indicated that, based
on 2001 farm values, approximately 400 farm estates
would have unrealized capital gains exceeding the
step-up allowance under the new carryover basis rules.
The bulk of those estates would have gross assets under
$5 million, an amount that in most circumstances would
not result in estate tax liability under the 2009 law. That
number will be dramatically higher in 2009 given increases in farm valuations. But even the vastly understated number of farm estates facing taxes under carryover basis exceeds the number of farm estates facing
estate taxes in 2009, using projected farm valuations in
2009.
The Agriculture Department numbers make it clear
that there will be more losers than winners in the farm
sector from estate tax repeal. The following table sets
forth the wide asset range over which those tax increases
could occur.30

29

Ron Durst, James Monke, and Douglas Maxwell, ‘‘How
Will the Phaseout of Federal Estate Taxes Effect Farmers?’’
Agriculture Information Bulletin 751-02, U.S. Dept. of Agriculture
(Feb. 2002).
30
The table is based on the same assumptions and methodology as the tables above. The only difference is it takes into
account the special farm valuation rules. The plateau in the table
reflects the fact that the special valuation rules affect basis under
current law.

160,000

Potential Tax Increase From Repeal

Farm estates also are eligible for special benefits under
the current estate tax rules. They are entitled to special
valuation rules that can reduce the value of their estate by
a maximum of $840,000 currently. Also, farmers would be
the primary beneficiaries of the benefits for land subject
to conservation easements. Those benefits are in addition
to the $3.5 million estate tax exclusion that would be in
effect in 2009. As a result of those benefits, the Department of Agriculture has estimated that approximately
300 farm estates (approximately 1 percent of all farm
estates) will face estate tax liability in 2009.29

Figure 3. Estates With 20 Percent Debt
Using Special Valuation
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Conclusion
The uncertainty facing estate tax planners is large
because there is a wide range of potential outcomes to the
debate on estate and gift taxes. The current system could
be retained, but with substantial changes. Congress
might simply extend the law in effect in 2009. It is
conceivable that the budget pressures may force Congress to freeze the phase-in of the existing estate tax
reductions at levels below what they would reach in
2009. Finally, Congress could extend the repeal.
Estate tax planners who base their estate tax plans on
repeal must understand that repeal will benefit an extraordinarily small number of estates. Even many of the
7,500 estates that would have estate tax liability with the
2009 exemption level would face tax increases because
the potential capital gains taxes from carryover basis
could exceed their estate tax liability. In contrast, the new
carryover basis rules will impose substantial compliance
burdens on more than 71,000 estates per year. A significant number of those estates also will suffer tax increases
from carryover basis, even though they would receive no
benefit from repeal.
For the overwhelming percentage of estates (in excess
of 99 percent), a simple extension of the law in effect
during 2009 would be the optimum result. They would
continue to enjoy full step-up in basis, and have neither
estate tax liability nor any return requirement. The only
question is whether their best interests will prevail in the
congressional debate.

Appendix
Congress of the United States
Joint Committee on Taxation
Washington, DC 20515-6453
Oct 18 2004
MEMORANDUM
TO: Janice Mays and John Buckley
FROM: George Yin
SUBJECT: Estimates of the Number of Returns Required
to be Filed for Decedents Dying in 2009

TAX NOTES, February 14, 2005

This memorandum is in response to your request of
September 22, 2004, for estimates relating to the number
of returns that will be required to be filed for decedents
dying during 2009. Your request asks that the estimates
be specified as a percentage of the estimated number of
decedents who will die during 2009. The Census Bureau
estimates that approximately 2.5 million persons will die
during 2009 in the United States. Your first question was
for the percentage of decedents dying during 2009 that
would have an estate tax liability. We estimate that the
estates of approximately 7,500 persons who die during
2009 will have an estate tax liability under present law, or
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to the unrealized appreciation in the value of their land.
Those low-basis assets are often accompanied by significant debt levels.
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present law, or roughly 0.6 percent of persons dying in
that year. Your final question asks what percentage of
persons dying during 2009 will have gross estates in
excess of $1.3 million. We estimate that approximately
71,400 persons who die during 2009 will have estates that
will be in excess of $1.3 million, or roughly 2.8 percent of
persons dying during 2009.

TAX NOTES, February 14, 2005

(C) Tax Analysts 2004.
2005. All rights reserved. Tax Analysts does not claim copyright in any public domain or third party content.

roughly 0.3 percent of persons dying during 2009. Your
second question asks what percentage of persons dying
during 2009 will have a requirement to file an estate tax
return as the result of their gross estate being larger than
the $3.5 million filing threshold. We estimate that the
estates of approximately 15,100 persons dying during
2009 will be required to file an estate tax return under

