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Executive Summary

It is commonly assumed that inheritances are a major source of wealth inequality and that the off-
spring of wealthy families tend to be as rich as their parents due to bequests. This perception is one reason
why many people support taxing estates at death. But an individual’s skills and personal choices are far
more important in determining household wealth than inheritances. In fact, the contribution of inheritance

is surprisingly small.

More importantly, skills acquired through education, entrepreneurship and hard work determine
whether individuals move from one wealth level to another. To understand the reasons for wealth inequal-
ities, this paper relies on a model of wealth accumulation that spans individual lifetimes. It focuses on that
point in the life cycle when wealth accumulation tends to peak, as married households reach retirement
age (60 to 69) and have accumulated all the wealth they will during their lifetimes. The model shows the

distribution of wealth is highly unequal:

® The top 1 percent of households (with wealth of $13.8 million or more) holds about 23 percent

of all wealth.
® The top 5 percent ($4.02 million or more) holds 51 percent of all wealth.

However, according to the model, inherited wealth is a very small portion of total wealth even for

the richest households. For example:

® If we could somehow tax away every single dollar of wealth due to inheritances, it would re-

duce the top 1 percent’s share of the nation's total wealth by only 4 percentage points.

@ If all the wealth due to inheritance of the top 5 percent were taxed away, it would reduce their

share of the wealth by only 7 percentage points.

The principal argument for the estate tax is the notion that without it wealth would become more
concentrated in the hands of financial dynasties. However, wealth is highly mobile — being raised in a

rich family does not guarantee that these children will be rich themselves when they retire:



® Only one in five children of the rich will themselves be rich when they reach retirement age.

® On the other hand, more than half of the children whose parents are in the bottom half will end

up in the top half by the time they retire.

Interestingly, Social Security has a significant effect on the distribution of wealth. Without Social
Security, bequests would actually reduce wealth inequality. Specifically, if Social Security did not exist,

the top 5 percent of households would hold only 46 percent of all wealth, instead of the current 51 percent.

The reason? Social Security — a pay-as-you-go program that does not save and invest — tends
to replace savings that lower- and middle-income households otherwise would have accumulated. This is
because for these households, expected Social Security benefits replace retirement savings. As a result,
they have little or nothing to leave to their children since these benefits are not transferable. By contrast,

the savings habits of higher-income households are not affected very much by Social Security.

The estate tax is ostensibly designed to reduce wealth disparities, but it has proven to be ineffective

for several reasons:

@ Estate tax revenues account for only 3 percent of federal tax revenues, yielding very little

money to redistribute.

® For most estates larger than $5 million, the effective tax burden is only 13.5 percent to 17 per-

cent of estates; in fact, the burden tends to fall primarily on smaller estates.

® Additionally, the estate tax lowers the capital stock while raising the return on existing capital,

making the rich richer.

Economists have called the estate tax a voluntary tax, since people can avoid it if they make a large
enough effort. There are social costs of tax avoidance, however. In return for trivial effects on wealth
distribution, there is likely a large misallocation of resources caused when people allocate large amounts

of capital based on tax law rather than on the basis of economics.



“Wealth is highly mobile.”
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Introduction

The unequal distribution of income in the United States is well-
studied. Less research has been done on the uneven distribution of wealth. It
1s important to distinguish between wealth and income. Wealth is generally
the stock of assets owned by a household, and includes material possessions,
as well as financial instruments such as stocks and bonds. Income is a flow of
funds such as wages and other sources of income accruing in the present.

The major determinants of an individual’s income are skills acquired
through education and experience, and the wages received for work. The prin-
cipal source of wealth is savings from income. Incomes are highly mobile,
generally rising throughout the careers of individual workers and households.
Although there is an association between the incomes of children and their
parents, the children of the poor are likely to reach a higher level of income
than their parents, and many children of high-income parents end up in a
lower-income group by the time they retire.

Less well understood is how wealth is acquired and the fact that it is
also highly mobile. It is commonly assumed that inheritances are a source of
wealth inequality and the offspring of wealthy families are likely to be very
wealthy when they retire. However, although bequests contribute to wealth,
individual behavior is far more important. Personal choices such as skill ac-
quisition, marriage and the decision to have children can interact in important
ways with public policy choices, including the nature of the tax system, capital
markets and Social Security. These factors exert a significantly larger effect
on wealth accumulation and intergenerational wealth mobility than bequests
alone. Hence, just as lower-income individuals are not destined to remain in
the same income bracket as their parents by the time they reach retirement, the
children of the wealthy are not guaranteed to reach retirement wealthy due to
inheritances from their parents.

Policymakers who support an estate tax argue that large inheritances
passed on to the next generation perpetuate and exacerbate the unequal dis-
tribution of wealth. But is this true? This study presents evidence that the
choices individuals make, especially about their education, work and saving
are largely responsible for the inequality of wealth in the United States.

Wealth Distribution and Inheritance

The distribution of wealth changes over time for various reasons. A 2004
National Bureau of Economic Research study found:!

® The shocks of the Great Depression, the New Deal and World War
IT dramatically reduced the share of wealth held by those at the top
of the wealth distribution.
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“The top 5 percent hold half
the wealth.”

® This decrease is concentrated within the richest 0.1 percent of the
wealth distribution, with more modest changes for lower-wealth
groups within the top 1 percent.

® The shocks that large wealth-holders experienced in the first part
of the century seemed to have had a permanent effect; top wealth
shares increased modestly during the stock market booms of the
1960s and 1990s but are still much lower today than before the
Great Depression.

Thus, contrary to the common assumption, there is little evidence that
wealth is becoming more highly concentrated. It has fluctuated over the past
century, but has not changed much since the 1990s.?

Wealth Among Retirees. The distribution of wealth also varies
widely among specific demographic groups, especially among those who reach
retirement age and are at the peak of their wealth accumulation over their life
cycle. For example, in 2003, according to the Survey of Consumer Finances:?

® The top 1 percent of wealth holders in the United States (with
lifetime accumulated wealth of $13.8 million per household
or more) held nearly 26 percent of the wealth among married
households ages 60 to 69. [See Figure I.]

FIGURE 1

Wealth Distribution in the United States — 2003
(married households headed by a 60-69 year old)
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Source: Authors’ calculations from the 2004 Survey of Consumer Finances.




“Heirs are often poor or
middle class, not rich.”
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® The top 5 percent of wealth holders (with accumulated wealth of
$4.02 million or more per household) had almost 51 percent.

The top 10 percent had about 63 percent of the wealth.

By contrast, the bottom half of the income distribution had only 6
percent of the wealth.

Several reasons account for unequal wealth distribution among those
reaching retirement, including how much they earned and saved throughout
their lifetimes, the number of children they had to support and the rate of re-
turn on their savings.* Inheritances play a minor role.

The Role of Bequests in Wealth. Several studies have attempted to
examine the link between inheritances and wealth inequality. For example,
a British study found that in 1973, 58 percent of men who died with at least
£100,000 in wealth had fathers who had left them at least £25,000. Moreover,
67 percent of the variation in the son’s estate was explained by the size of the
father’s estate.” But this does not prove that those inheritances contribute to
inequality since it was unknown exactly how much sons inherited after taxes
and how estates were divided among siblings.

A 1969 study by economist Joseph Stiglitz that assumed an individu-
al’s consumption increased as wealth increased found that bequests distributed
evenly among adult children have an equalizing effect on the wealth distribu-
tion.

But there is more to wealth inequality than the distribution of
inheritances. Calculations from the most recent Survey of Consumer Finances
show that only 16 percent of households expect to receive any inheritance,
and only 2 percent of households expect to receive substantial bequests of $1
million or more in the future. [See Figure II.] Although leaving a bequest
1s a motivation for accumulating assets, the fact that lifespans are uncertain
means that chance plays a role and bequests can occur even when there was no
bequest motive to begin with. Indeed, most bequests are unplanned; they are
due to incomplete annuitization — which means they occur because people
do not consume all of their assets before death. Thus many bequests are
randomly distributed among the children of the rich, the middle class and the
poor. Interestingly:’

® For every two recent inheritances of more than $500,000 (in con-
stant 2006 dollars) that high-earning households received, 13 were
received by those with incomes of less than $200,000 a year.

® For every two large inheritances received by those with relatively
high incomes since 1940, nine were received by households with
relatively low incomes.

In general, the link between inheritances and wealth is very tenuous.
According to data from the 2004 Survey of Consumer Finances:®
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“Inheritances are a minor
source of wealth.”

FIGURE 1I

Expecting Future Inheritances
(household heads ages 18-69)
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Source: Authors’ calculations from the 2004 Survey of Consumer Finances.

FIGURE 1III

Inheritances as a Percent of Net Worth
(married households ages 60-69)
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Source: Calculations based on 2004 Survey of Consumer Finances.




“Personal choices, innate
intelligence and nurturing
families determine wealth.”
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® Among the wealthiest 1 percent, with a net worth averaging $32
million per household, 17 percent of their wealth, or about $5.5
million, came from bequests. [See Figure I11.]

® Among the poorest 50 percent, with a net worth averaging
$158,000 per household, almost 7 percent, or $10,740 of their net
wealth, was a result of bequests.

Even for the wealthiest households, bequests are not the primary
source of wealth. According to surveys in 1998 and 2006 by the U.S. Trust
Corporation:

® Nine of every 10 affluent Americans became wealthy without in-
heritances.’

® Earnings from a privately owned business (46 percent), corporate
employment (33 percent) and a professional practice (29 percent)
were more significant sources of wealth.!

Factors That Contribute to Wealth

Wealth in the United States is quite mobile, and many variables ac-
count for the fact that some families reach retirement far richer than others.
Aside from inheritances, past empirical work indicates that three other factors
determine wealth:"!

® Acquired skill differences, which are determined by education,
entrepreneurship, hard work and other factors that help individuals
attain income and wealth;

® Marital sorting, which reflects the tendency of individuals with
similar levels of acquired skills to marry each other; and

® “Inherited skills” — the innate intelligence passed down from
one’s parents and habits nurtured in childhood (such as disciplined
work habits).

The effect of each of these factors on the distribution of wealth can be
estimated through computer modeling, as the following discussion will show.

Modeling Factors That Determine Wealth. The significance of
inheritance and other factors on wealth can be determined using a model of
the distribution of wealth in the U.S. economy based on data from the Survey
of Consumer Finances. Constructed by the authors and other researchers, the
model closely reproduces the actual distribution of wealth among married
households nearing retirement (ages 60 to 69).'? It includes the factors that
influence the distribution of wealth, such as how much parents and their chil-
dren earned throughout their working lives, how much they saved, what rate
of return they received on investments and when they died. Over time, the
model shows the degree to which each factor, including inheritances, contrib-
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“Taxing all inheritances
away would reduce the
wealth share of the rich by
very little.”

TABLE 1
Wealth Distribution When Isolating Single
Factors, Based on Simulation of Households
Top 1 Top 5 Top 10
Percent Percent Percent
All Factors 22.7% 51% 64.3%
(Inheritances, Skill
Differences, Marital
Sorting, Social Security)
All Factors 18.7% 43.6% 56.6%
Excluding
Inheritances
All Factors 15% 40% 55%
Excluding
Marital Sorting
All Factors 3% 11% 19%
Excluding Skill
Differences
Source: Calculations by Jagadeesh Gokhale based on Jagadeesh Gokhale et al.,
“Simulating the Transmissions of Wealth Inequality via Bequests,” National
Bureau of Economic Research, Working Paper 7183, June 1999.

utes to the distribution of wealth among the children of these households when
the children reach an assumed retirement age of 66.

Consider the contribution of labor income to bequests. The findings in
this simulation are similar to actual bequest flows in the United States. In the
model:

® Bequests to spouses comprise about 9 percent of labor income.
® Bequests to children comprise about 3 percent of labor income.

These labor market earnings have only a small effect on wealth in-
equality, holding constant skill and mortality differences.

Next, consider the effect of other factors on wealth inequality. The ef-
fect of these factors are compared to a benchmark, or base, in which wealth is
distributed randomly and no other factors are considered. As Table I shows:"

® The top 1 percent of households hold about 23 percent of wealth,
the top 5 percent hold 51 percent of wealth and the top 10 percent
hold about 64 percent of wealth.

@ If the inheritances of the top 1 percent were completely taxed away,
it would only reduce their share of total wealth by 4 percentage
points to 19 percent.



“Taxing away all wealth
derived from individual skills
would reduce the wealth share
of the rich by more than 80
percent.”
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@ If the inheritances of the top 5 percent were taxed away, it would
reduce their share of the wealth by only 7 percentage points to 44
percent.

@ If the inheritances of the top 10 percent (accumulated lifetime
wealth of $2.1 million) were taxed away, it would reduce their
share of the wealth by only 8 percentage points to 57 percent.

However, inheritances have a small effect on the wealth distribution
when compared to other factors. Other differences have a much greater effect
on the uneven distribution of wealth:

@ I[fall the wealth that derives from acquired skills (gained through
hard work, education, entrepreneurship and so forth) were taxed
away, the share of total wealth of the top 1 percent would drop
significantly, from 23 percent to only 3 percent.

® The top 5 percent of households’ wealth would fall from 51 percent
to 11 percent.

® The top 10 percent’s wealth would fall from 64.3 percent to 19
percent.

The majority of wealth inequality stems from inequality in lifetime
earnings, which are highly influenced by skills, education and motivation. In
other words, wealth would be more evenly distributed if individuals had the
same innate abilities, education levels, motivation and so forth. But these
levels obviously vary in the real world.

Wealth Mobility

Wealth mobility mitigates inequality.'* While there is a great deal of
literature on income mobility, there is much less on wealth mobility. The data
show that incomes are highly mobile, with many of the rich becoming poor
and many of the poor becoming rich within relatively short periods of time."
For example, a study of families between 1984 and 1994 examined the income
movement of households, divided into 10 equal population groups (deciles).

It found:'

® Almost two-thirds of families in the bottom 10 percent of income
in the first year reached a higher income group 10 years later.

® Of'these, 40 percent moved up to the next decile, while slightly
more than one-fourth rose two deciles and about one-tenth leaped
three deciles.

® Almost one-fourth jumped four or more deciles, with 1.42 percent
rising from the lowest 10 percent to the highest.



8 The National Center for Policy Analysis

“Most children of the super-
rich will not be rich.”

® Nearly half (47 percent) of those in the top 10 percent in 1984 were
in a lower decile 10 years later.

® About 10 percent fell more than three deciles and a few ended up
all the way down in the bottom 10 percent.

Wealth is also highly mobile. A study of the “Forbes 400 in 1986
identified 265 separate fortunes among this group. Of these, 108 were inherited
to some degree, while 157 represented new wealth.!” The latest data show
149 of the 400 having inherited some or all of their wealth, with 251 being
self-made.'® The super-rich have experienced a comeback in recent years. By
2000, the number of billionaires had shot up to 298, before falling to 266 in
2001 and 228 in 2002. In 2003, the number shot back up to 262 and in 2004 to
313.7

Because wealth is highly mobile in the United States, most fortunes
are earned, rather than inherited, and rarely survive past the second generation.
For instance, according to data from the Internal Revenue Service:

® More than 2,218 taxpayers made the list of the 400 richest Ameri-

cans profiled each year in Forbes magazine at some point between
1995 and 2003.

® Three-fourths of those 2,218 made the cut for only one year.

® Most (87 percent) were only listed one or two years, and less than 1
percent made the cut every year.

Moreover, being raised in a super-rich family does not guarantee that
children will be super-rich as adults. For instance, when the children of to-
day’s retiree households (those headed by an adult between the ages of 60 and
69) themselves reach retirement age:

® Only 21 percent of children in the top 5 percent of households
— those with accumulated wealth of at least $4.0 million — will be
in this wealth range when they retire.

® Furthermore, more than one-fourth (30.2 percent) of children
whose parents are in the top 5 percent will drop to the bottom 80
percent when they retire.

® More than half of children (52.6 percent) of parents in the bottom
50 percent of the wealth distribution (with accumulated wealth of
less than $387,000) will be in the upper 50 percent of the wealth
distribution when they retire.

® About 4 percent of children in the bottom 50 percent will retire in
the top 20 percent of the wealth distribution.

According to the 2004 Survey of Consumer Finances, only 20 percent
of today’s retirees have more than $1 million for retirement, and only 4 percent
of them have more than $5 million. But despite large bequests, most of the
children of the rich will not do as well. In fact, 43 percent of them will arrive



“Wealth would be distributed
more evenly without Social
Security.”
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at retirement within the poorest 80 percent of the population because their skill
levels and earnings are likely to be lower than that of their high-skilled par-
ents. But wealth and poverty are never static. Americans of all classes often
move up and down the economic ladder depending on their personal circum-
stances and the state of the economy at a given point.

Causes of Mobility. Entrepreneurship accounts for a large degree of
mobility in and out of wealth in the United States. Entrepreneurs gain and
lose wealth faster than workers.”” Hence, economists agree that a high degree
of entrepreneurship is essential to growth, and in turn creates a higher degree
of wealth concentration — which is mitigated by a higher degree of mobility.

Many other factors also help explain the fact that wealth is frequently
dissipated, and why the nouveaux riche are consistently able to break into
the ranks of the wealthy. One factor is that rich men tend to marry younger
women who outlive them and eventually consume the family fortune. The
sons and daughters of the wealthy often show no interest in running the family
business or lack the skills to do so well. Finally, a significant number of the
rich die childless or leave their fortunes to charity.”!

Social Security and Wealth Distribution

As noted, inheritances have only a minor effect on wealth inequality.
Without Social Security, however, bequests would actually reduce wealth in-
equality. How can this be? In general, Social Security taxes tend to crowd out
personal saving, leaving consumption unchanged. Because expected Social
Security benefits are sufficient to maintain their preretirement consumption,
lower-income households reach retirement with very little personal savings. If
they die prematurely, however, they cannot pass Social Security benefits onto
their children. By contrast, higher-income households, having saved to main-
tain their consumption level after retirement, will transfer substantial wealth
to their children if they die prematurely, aside from Social Security.”? Hence,
if Social Security were absent, low-earning households would arrive at retire-
ment on a more equal footing with high-earning ones, and their bequests to the
next generation would actually reduce wealth inequality.

The model allows the simulation of the wealth distribution: 1) with and
without Social Security, 2) with inheritances and 3) hypothetically taxing all
inheritances away. Table II shows some of the results:

® Without Social Security, the top 1 percent would hold 20.4 percent
of the national wealth, but this would increase to 23.7 percent if all
inherited wealth were taxed away.

® In the presence of Social Security, however, the share of national
wealth held by the top 1 percent would shrink from 22.7 percent
of wealth to 18.7 percent of wealth if all inheritances were taxed
away.
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“Social Security reduces sav-
ings and can t be passed on
to children.”

In other words, in the absence of Social Security, allowing bequests
to flow to heirs without taxation would have a wealth-equalizing effect. For
example, Table II shows that the top 5 percent of households would own 49.3
percent of all wealth if all inheritances were taxed away, but only 45.6 percent
if inheritances were not taxed. As noted earlier, the involuntary bequests of
high earners and savers would go to their children who, on average, are likely
to earn and save less than their parents.

Introducing Social Security, however, saps the incentive and abil-
ity of low- and middle-earners to save for retirement. Higher payroll taxes
mean lower ability to save, and expected future retirement benefits weaken the
incentive to save. That means the distribution of bequeathable wealth is less
equal, assuming inheritances are not eliminated through taxation. For exam-
ple, the top 5 percent of those just retired would own 51 percent of all wealth if
inheritances are not taxed compared to just 43.6 percent if a 100 percent tax is
imposed.

Not only does Social Security increase wealth inequality, it is also
likely to make it dynastically more persistent. This happens simply because
Social Security makes the distribution of bequeathable wealth more unequal.
In its presence, the children of the rich receive much more by way of inheri-
tances than do those of poor- and middle-earners. This improves the chance
that the children of high-earners will themselves arrive at retirement with more
wealth than the children of low- or middle-earners.?

Some supporters of wealth redistribution through estate taxes argue
that we should abolish inheritances by taxing them away so that (with Social
Security) we will reduce inequality by as much as possible. As shown in the
top right panel of Table II, the lowest inequality in the top tail of the wealth
distribution would occur if inheritances were fully taxed and Social Security
retained. However, abolishing inheritances would be unfair to those who
have a bequest motive and would act as a further disincentive to save, acquire
education and invest in bequeathable physical or financial assets. In fact, it
is Social Security that has made the wealth distribution more unequal; absent
Social Security, inheritances would be wealth equalizing.

The Estate Tax

In the current debate over eliminating the estate tax, or returning to
pre-2001 levels, there are two major arguments. One is that the federal gov-
ernment needs the revenue; the other is that the estate tax mitigates wealth
inequality. Indeed, some argue that in its absence, wealth would become more
highly concentrated into fewer and fewer hands.

In most countries, including a number of developed countries in the
Organization for Economic Cooperation and Development (Finland, France,
Germany, Iceland, Luxembourg, the Netherlands, Norway, Spain, Sweden and
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TABLE 1I

Wealth Distribution with and without
Social Security and Inheritances

Without With
Social Security Social Security
Top 1 Top S Top 10 Top 1 Top 5 Top 10
Percent Percent Percent Percent Percent Percent
All Factors, Excluding 23.7% 49.3% 61.5% 18.7% 43.6% 56.6%
Inheritances
All Factors 20.4% 45.6% 58.3% 22.7% 51% 64.3%

Source: Jagadeesh Gokhale et al., “Simulating the Transmissions of Wealth Inequality via Bequests,” National Bureau of
Economic Research, Working Paper 7183, June 1999.

FIGURE 1V

Federal Tax Revenue, 2006
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- . . Income Taxes
State taxes are a minor
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Social Insurance and \\
Retirement Receipts
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source of federal revenue.”

* “Other” includes estate and gift taxes, customs and miscellaneous receipts.

Source: “Federal Revenues by Source, FY2006,” Office of Management and Budget.
Available at http://www.ombwatch.org/budget/pdf/2006Revenues.pdf.




12 The National Center for Policy Analysis

“Estate tax rates will rise in
2010.”

Switzerland),** the majority of wealth is concentrated in a fairly small number
of hands, making a wealth tax appealing to politicians since it allows substan-
tial amounts of revenue to be raised from comparatively few people.?

However, critics argue that estate taxes create economic inefficien-
cies by discouraging wealth-creating activities, resulting in slower economic
growth. Moreover, the revenue collected may prove disappointing, since the
wealthiest people are often the most skilled at tax avoidance. In the United
States, estate taxes account for less than 3 percent of total federal tax revenue.
[See Figure IV.]

From Revenue to Redistribution. An estate tax was legislated in
1916 to pay for World War I, and it has remained in force since.”® The initial
top rate was just 10 percent, suggesting that its original purpose was to raise
revenue, rather than redistribute wealth. The estate tax did not become explic-
itly redistributive until the administration of Franklin Roosevelt. The Revenue
Act of 1935, in particular, was almost solely concerned with redistribution.
The top estate tax rate, which was 45 percent when Roosevelt took office, was
ratcheted up to 60 percent in 1934 and 70 percent in 1935.2” The 2001 Eco-
nomic Growth and Tax Relief Reconciliation Act is temporarily phasing out
the estate tax. Tax rates are falling and the amount of wealth exempted from
the tax is rising. In 2009, the tax will disappear, only to return in 2010 at the
same rates that existed before the temporary tax cut.

Today the estate tax exists almost exclusively for redistributive
purposes, since the revenue yield is minuscule. The estate and gift tax is
the federal government’s least significant revenue source.”® [Note that if the
estate tax were abolished, most bequests would still be subject to capital gains
taxation when assets are sold — generating offsetting revenue increases. |

Current Estate Tax. For 2006, the top estate tax rate is 46 percent.
However, the average effective estate tax rate — the percentage of the total
estate actually paid in taxes — is much lower. In 2001, when the top rate
was 55 percent, the average effective estate tax rate was only 19 percent.
Today, with a lower top rate and a higher exemption ($2 million), the average
effective tax rate is even lower.” In fact, after a certain point, the estate tax
burden tends to fall as the size of estates increases, leaving those with smaller
estates to shoulder a greater proportion of the tax. For instance:

® The effective estate tax rate on estates of $5 million to $10 million
is 16.8 percent. [See Figure V.]

® However, for estates of $20 million or greater, the tax consumes
only 13.5 percent of the estate.

Despite the reduced estate tax rate since 2001, the United States still
has the third-highest top estate tax rate in the world at 46 percent; only Japan’s
(70 percent) and South Korea’s (50 percent) rates are higher.*
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burden on larger estates.”
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Burden of the Estate Tax. A fundamental justification for the estate
tax is that it is paid only by those who can most easily afford it, namely the
rich. Today, roughly one-half of one percent of those who die leave estates
that are subject to the tax.’! However, the burden of the tax falls primarily on
the recipient, not the giver. For this reason, one cannot state with certainty
what the distributional effect of the estate tax actually is, since heirs may be
either wealthy or poor. This alone may be a sufficient reason to abolish the
estate tax.*

The fact that the burden of the estate tax falls on heirs rather than
decedents has important distributive implications. Generally speaking, heirs
have less wealth and income than decedents who leave large bequests. Hence,
it would make more sense to tax the heirs rather than the estates alone.
Attributing the estate tax to the heirs rather than the estates would show the
burden of the estate tax on those with middle incomes to be much higher than
standard distributional tables indicate. Indeed, Congress’s Joint Committee
on Taxation has resisted inclusion of the estate tax in its tables showing the
distribution of the tax burden by income groups, owing to uncertainty about
who actually bears the burden of the tax.*

FIGURE V
Estate Tax as a Share of Gross Estate, 2004
18.0%
16.8%
13.5%
12.6%
5.2%
$1-$2.5 $2.5-$5 $5-$10 $10-$20 $20 or more
Size of Estate (in millions)
Source: “Estate Tax Returns Filed in 2004 with Total Gross Estate Greater Than $1 mil-
lion,” Internal Revenue Service, 2004, http://www.irs.gov/pub/irs-soi/04es01tc.xls
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“The estate tax imposes costs
but doesn t equalize wealth.”

Redistributive Effects. Ironically, the deleterious impact of the estate
tax on saving and capital formation negates much of the redistributive effect of
the tax. According to Joseph Stiglitz, to the extent that the estate tax reduces
the capital stock, it raises the return to the remaining capital.** Since the rich
already own most of the existing capital, the effect of the estate tax is actually
to make them richer. Consequently, it is not surprising that existing high estate
tax rates appear to do virtually nothing to equalize the distribution of wealth.*

Conclusion

Wealth mobility is determined by a variety of factors. Inheritances
play only a small role in determining an individual’s wealth upon retirement.
Earnings inequality, as a result of inherited and acquired skills, marital sorting
and Social Security, are far more important determinants of one’s wealth at
retirement. In fact, in the absence of Social Security, inheritances would
actually increase wealth equality, but in the presence of Social Security, wealth
inequality is increased. This is because Social Security’s regressive tax and
progressive benefits affect the saving incentives of lower-income families
while having little effect on wealthy families. The resulting distribution of
bequests, and therefore the distribution of the next generation’s wealth at
retirement, becomes more unequal.

The estate tax generates very little revenue for the federal government.
Because inheritances are only a minor factor determining the wealth
distribution among retirees, using the estate tax as a redistributive mechanism
is unlikely to have a significant effect on that distribution. Indeed, it may be
self-defeating if it slows capital formation: The resulting increase in capital
returns would make the rich even richer.

NOTE: Nothing written here should be construed as necessarily reflecting the
views of the National Center for Policy Analysis or the Cato Institute or as an
attempt to aid or hinder the passage of any bill before Congress.
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APPENDIX I

Measuring Income and Wealth Distribution

The distribution of wealth in the United States is highly skewed. A commonly used indicator is
the Gini coefficient, a number between 0 and 1, which measures a country’s wealth or income distribu-
tion among its population. The closer a country’s value is to 0, the more equal its wealth distribution is
among its population.!

An example of how the Gini works is by comparing countries’ Gini coefficients with respect

to income distribution. In 2005, the overall income distribution in the United States was 0.41. To put
this into perspective, compared to developing countries, such as Nigeria, U.S. income is more equally
distributed among the population. But it is not as equally distributed when compared to its developed
counterparts, including Japan (0.25), Germany (0.28), Canada (0.33), and the United Kingdom (0.36).
This is likely due to the fact that other developed countries tend to have higher tax rates and more com-
prehensive wealth redistribution programs. The Gini gives an overall picture of income, but it does not
indicate which segments of the population earn the least.

While Gini coefficients can also be used to measure a country’s overall wealth, this data is not
as readily available. However, a calculation based on the 2004 Survey of Consumer Finances indicates
that for the population examined in this study (households with heads aged 60 to 69), the Gini coeffi-
cient is 0.723, indicating significant wealth inequality among this age group.

The simulation in this study examined the wealth distribution among different segments of the
retirement population; however, it also used the Gini to examine the overall effect factors of wealth
inequality have on the retirement population. For example, in the simulation, when including Social
Security and progressive taxation:’

® The benchmark value of the Gini coefficient is 0.108, indicating a fairly equal wealth distri-
bution (0 indicates perfect equality).

Inheritances create a Gini coefficient of 0.188, moving slightly toward inequality.

However, when accounting for skill differences among households, the Gini coefficient
jumps to 0.617, indicating greater inequality in wealth distribution.

® When factoring in marital sorting (when individuals marry people of their skill level), the
Gini coefficient increases to 0.687.

® Finally, when considering inherited skill differences, the Gini coefficient totals 0.711, indi-
cating great wealth inequality among the population (a Gini coefficient of 1 indicates perfect
inequality).

The Gini is another helpful measure in examining overall wealth distribution, however, it is
important to note it does not indicate how the distribution changes among wealth quintiles or deciles.

! For example, 10 percent of a country’s population holds 10 percent of its wealth, 25 percent of its population holds 25
percent of its wealth, and so forth.

2 “Inequality Indicators,” United Nations Human Development Report, 2005.
3 Jagadeesh Gokhale et al., “Simulating the Transmission of Wealth Inequality via Bequests,” Table 5.
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