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November 8, 1994 ASSISTANT SECRETARY ACTION 

MEMORANDUM FOR SECRETARY BENTSEN 

" FROM: ~:SLIE B. SAMUELS L>WS 
I , 

ASSISTANT SECRETARY FOR TAX POLICY 

I 
SUBJECT: ESltate and Gift Tax Simplification Pro;vision 

SUMMARY: This memorandum is to apprise you thafWays and Means Republiean 
staff has requestied that the tax simplification package currently under consideratiob be 
modified to intlude a provision that would limit the IRS's ability to redetermine th!e 
value of a giftlaJfter the gift tax statute of limitations has expired. The proposal wbuld' 
promote taxpayer fairness. The IRS opposes the proposal, however, principally I 
because the IR!s currently lacks the resources to examine gift tax returns as they are 
filed. 

RECOMMENnATION: We recommend that we support the proposal, provided that 
more resourcet ";z1 d.,~ by the IRS to the examinatiOn of gift tax returns, 

ACTION: ~"1<\;vZ::1gree with recommendation; . . 

I ___ Disagree. 

I ------:- Let's discuss. 


I 

DISCUSSION: 

I 
Back~ound. Ute statute of limitations for assessing gift taxes generally runs for a 
period of no ldnger than six years. In a number of cases, however, the courts ha~e 
allowed the C6mmissioner to redetermine the value of a gift for estate tax purposes 
long after the' ~jft tax limitations period has exP'ired. A revaluation of a gift at thi~ 
time can result in the collection' of additional estate taxes. Thus, under current law, a 
~ay~r's val4altion of a gift is open to IRS challenge unt:il after the statute ?f 
liIItltattons exp1r4~S on the taxpayer's estate tax return, whIch may not be until many 
years after the glft has been made. 

! 

PrQPosaL The proposal would provide that a gift could. not be revalued once the 
statute of limit1ttiions for assessing the gift tax had expired. Proponents of the proposal 
believe it would significantly improve the fairness of the estate tax audit procedur~s,. 

EXECUTIVE SECRETARiAT 
"I 

I 



• 
... 

.,.. 
IRS concerns. The IRS objects to the proposal for several reasons. First, the IRS 
currently de~otes few resources to reviewing gift tax returns. In a recent surveyl 
exam personnel estimated' as many as 70 to 90 percent of gift tax returns show n? tax 
due because ihc~ donor has not yet reached the $600,000 unified credit threshold for 
taxable gifts knd estates. The IRS generally does not examine these returns, and I 
believes doin~ so would not be worthwhile because adjustments usually would not 
result in. the collection of additional taxes. In addition, the IRS believes that a I 
significant pdrtion of the taxpayers who file gift tax returns will never owe gift or 
estate tax bedallse the value of their gifts and estates will never exceed the $600,000 . 
unified credi~ amount. Second, the IRS believes that reviewing gift tax returns i~ 
often fruitles~ because donors' patterns of giving, and other facts and circumstantes 
that affect dob()rs' tax liabilities will not be discernable until estate tax returns ar~ 
filed. Thus, Ithe IRS questions the utility of devoting significant additional resoutces 
to the examinalion of gift tax returns. Third, the IRS is concerned that eliminatihg its 
ability to revhllle a gift at the time an estate is examined would have a negative itnpact ' 
on taxpayer 90ll11pliance because it would provide an additional incentive for taxp~yers 
to undervalue ~~fts. I . 

Comments. L:though the IRS seems to have valid concerns about the usefulnesslof ,I, 

devoting add~ti()nal resources to the examination of gift tax returns, it seems unfair to 
require an estate to prove the value of any gifts made by the decedent more than six 
years previoJsly. We believe this unfairness outweighs the IRS's concerns. 
Nonetheless, Iwe think it would be worthwhile to obtain additional information from 
the IRS on hew often gifts are revalued during the examination of estate tax retutns in 
order to detehnine how useful the IRS finds the extended statute of limitations fo~ gift 
valuation. . . 

cc: Cynthia Beerbower I . 
Maurire Foley 
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July 18, 1997 

MEMORANDUM FOR SECRETARY ROBERT Ii:. RUBIN 

DEPUTY SECRETARY SUMMERS 


DON LUBICK 1-0- 1,:., l?J( \ > , 


ACTING ASSISTANT SECRETARY (TAX POLICY) 

FROM: 

SUBJECT: Estate Tax Compromises: Revised 

This memo describes a set of estate tax options that would reduce the cost of estate tax. 
changes p~oposed in the Congressional tax packages and lessen the budgetary cost of estateltax 
changes b~y(md the ten-year budget window. We 3tart with a defense of the President's June 30 
proposal, followed by several o'ptions that move closer to the Congressional proposals. As 
backgrouna, the House bill contains a phased-in increase in the unified estate and gift tax 
exemption Ito $1 million by 2007. The provision costs $7,5 billion through 2002 and $27.0 oillion 
through 2007. The Senate bill also increases the exemption to $1 million by 2007, but incre~ses 
the exempiion more gradually. It also includes a modified Daschle-like proposal for qualifietJ . 
businesses.1 The two primary Senate estate tax provisions cost $6.2 billion through 2002 and 
$36.1 billiin through 2007. Various options are summarized in the following table, I ' 

summaJ of Estate Tax Options I 

I 
I 

Policy (all options include the Daschle small business 

Cost (in billions) I 
I 

Through 2002 Through 21°7 
and family farm proposal) 

I 
Presidentjs June 30 Proposal (Option I below) $2.3 $7.2 

Leave tHe estate tax exemption unaltered 
I 

I 
Tndex $600,000 estate tax exemption (Option 2)

I 

Phase-in &state tax exemption to $700,000 by 2002, 
. I . 
mdex thereMl:er 

I 

$3.8 

$4.6 

$188 

$20.4 

I 
.. 

p'hase-;t;te tax exemption to S800,OOO by 2002, $7 ° $30,0 
index th fter (Option 3) 

Ph . emption to $900,000 by 2002, index . $9.2 $37,9 
I 

House Bill (described above) 
l . 

I 
Senate Bi}! (described above) 

$75 

$62 

$27.0 

$36.1 

I 

I 

l"" ". ';\I~; c':CRHt>Q!l·';"'~.... jt..; I. l- , ..·t, " .1'-' 



Option 1: ,he President's Proposal ... . 

The President's June 30 tax package left the $600,000 estate tax exemption unchanged, but 
added a spbcial $900,000 exclusion for qualified family-owned businesses and farms . 

. 0 	 cLgreSSional negotiators will surely critic~ze us for not increasing,the unified credit from 
its 1987 level. In response we should point uut the following facts: 

If the estate tax exemption were indexed starting in 1954 it would now be $359,599. 

[f the estate tax exemption were indexed starting in 1977 (when it increased to 
$126,667) it would now be $321,022. 

If the estate tax exemption were indexed starting in 1982 (when it increased to 
$225,000) it would now be $376,072. 

The exemption equivalent increased from $225,000 in 1982 to $600,000 in 1987. 
By 1987, only 0.88 percent of adult deaths resulted in a taxable estate, which is 
the lowest percentage since 193.5. 

o Tile ,estimated cost of the President's package is $2.3 billion through 2002 and $7.2 
I 

billion through 2007. Unlike the Senate bill and the Daschle proposal, this estimate 
as~umes that the proposal adjusts the basis of the exempted property. This technical 
m~dilfication should also be made for the Senate package, which would reduce its cdst. 

Option 2: hldex the $600,000 exemption, redu~e estate tax rates, and add the special 
$900,000 small business and family farm exclusion. 	 . 

. . 0 	 TJs option recognizes that ~here will be further pressure to increase the $600,000 
exbmption if it is not indexed. It provides modest estate tax relief by lowering all estate 
ta* rates above the $600,000 exclusion by I percentage point (i.e., the 37% margin~1 rate 
sdys at 37'%, but the 39% rate falls to 38%, and all rates above the 39% rate fall byl} 
percentage point). Finally, the President's June 30 family-owned business proposal is 
retained. 

o A~ illustrated under Option 1.above, the estate tax exemption is already higher than lit 
w0uld have been had It been mdexed 10 1954, 1977 or 1982. Indexation from the current 
le~el will·prevent decedents from entering the estate tax rolls due to inflation .. 

o 	 Tt slight decrease in the estate tax rates is offered in order to counteract the bracket 
cr~elP that is inherent in indexation of the exemption amount 

o 	 EJtimated cost is $:'.3 billion through 2002 and $23.8 billion through 2007. 

2 
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Option 3: Increase the estate tax exemption in $40,000 increments to $800,000 by 2002 and 
index ther~after. Include the special $900,000 small business and family farm exciusioh .. 

. 0 	 TJisoption would gradually increase the exemption so that by 2002 it would be roukhlY 
eqpal in real terms to the exemption level in 1986. Indexation would then keep the teal 
valm: of the exemption atroughiy the 1986 level. 

o 	 TJe option CQuld be argued to be consistent with the 198] legislation, which is the most 
rederlt legislation to increase the exemption. The] 998 through 2002 increases in th~ 
eX~JJlption under the Administration proposal are consistent with the 1981 legislatioh, 
wHich increased the exemption anriually from 1982 through 1987. The 1981 legislation· 
indreased the exemption partially to offset the effects of high inflation in the late 19~0'S 
an~ early 1980's on Ihe real value of the exemption and partially to offset future expected 

I 	 I 

inflation. But because inflation declined sharply in the mid,. 1980's, the 1987 exemption 
pr6bably provided fi.lr a larger real exemption than intended. Thus, providing a real 
ex~mption roughly (~qual to the 1986 exemption also seems consistent with the 1981 
legislation. 	 . 

o . EJpt;:cted cost is $7.0 billion through 2002 and $30.0 billion through 2007. 

I·. 	 . 
. Option 4: Bi'oaden the estate tax base and lower estate tax rates 

o 	 wlll-advised taxpayers can structure their financial affairs in ways to significantly reauce 
esiate taxes, which undermines confidence in the estate tax and leads to inequitable 
outcomes where equivalent estates end up with significantly different tax liabilities. rhis 
op~ion would index the exemption amount as in Option 2, broaden the estate tax base by 
elibinating numerous loopholes and planning opportunities that exist under current Jaw, 
anti :;ignificantly reduce the estate tax rates. This option would also give estate tax telief 
~o Itamily businesses and farms by extending the availability and benefits of the estatd tax 
mstalJrnent payment plan. 

o 	 Rlef for closely-held businesses and farms. would include the changes proposed by It he 
Pr~sjdent in the original 1998 budget proposal, as well as those included in the House and 
Se'nate bills. Thus, the interest rate would be lowered, the le%rth of time for paymekt 
w~uld be extended, the amount oftax subject to the favorable interest rate would bJ 
gr~a;:ly increased, the operation of the payment plan would be simplitied and the 
inJtaliment payment plan would be made available to many more types of entities. 

Tax policy )e teves I . 1 I' that t I" 1" d"lrectlOn 	 Co h"IS IS U tImate y tIle proper t"or estate tax relorm, 
an~ l:herefore we. ar(;! including it as one of the options for negotiation. . 

o TJe details of this package could be specified to meet any desired revenue loss target. 
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DEPARTMENT OF THE TREASURY 

WASHINGTON 

July 22, 1997 • , 
ASSISTANT SECRETAR'Y . 

. MEMO~NDUM FOR SECRETARY RUBIN 
DEPUTY SECRETARY SUMMERS 

DON LUBICK "DC-L IIIFROM: 
ACTING ASSISTANT SECRETARY (TAX POLICY) 

Estate Tax Options 

This memorandum outlines two possible estate tax options for your consideration. Botli! 

RE: 

options incl1ude an increase in the unified credit and some estate tax reliefforfamily businesses1and 
~rms, I ' 

Option 1: lnlcrease the Unified Credit and Add an Exemption for Family-Owned Business. 

The unitied credit would be increased so as to increase the exemption amount by $20,000 per Jar 
for 10 years, creating an effective exemption from estate tax of $800,000 in 2007. This amountl 
could then tie indexed or not. Revenue estimate: $3.0 billion/$J5.5 billion. ' 

Add a Provi~ion exempting certain qualified family owned business interests, similar to the proposal 
in the June 30 offer. but with the following changes: Each person would be able ,to exempt up tb 
$1,000,000 bfqualified family owned business interest, but the use of this exemption would be I 
offset by (oJ would offset) the unified credit. Since the unified credit is never subject to recapture, it 
is assumed t!hat estates would use the unified credit before the family business exemption; Thu~, for 
example, in 1199~, a person who owned a qualifying business interest worth in excess of $! ,ooo,boo 
would use t~eir unified credit to shelter the first $620.000 of value, and elect to apply the exem¢'tion 
to the next $380.000. Once the unified credit is fully phased in, the maximum exemption under this 
provision wbuld be $200,000. Revenue estimate: $0.9 billion/$2.5 billion. . I' 

I . 
Option 2: llnc:rease the Unified Credit and Expand the Benefits of Estate Tax Deferral. 

Increase the unified credit as outlined above. Revenue estimate: $3.0 bi lIion/$15.5 bi II ion. 

Adopt all of the estate tax deferral (section 6166) changes from tl1e Administration's original buCiget 
proposal and those added in the House and Senate bills as follows: Increase the low interest rat~ 
portion ofthb deferral provision from $1,000,000 to $2,500,000 (budget proposal). Eliminate thle 
interest on sbch portion (House and Senate bi.lls). Reduce the interest rate on the amounts abovd 
$2.5 million Ito 45% of the usual IRS rate on tax underpayments and makes~ch interest paymen~s 
nondeductible for estate and income tax purposes (as in budget. House and Senate). Extend pe~iod 
ror deferral f;rom 14 years to 24 years (House and Senate). Expand the availability and benefitsi)f 
deferral to alii closely held businesses whether owned directly or through holding companies (buaget 
proposal). .Aiuthorize the Secretary of the Treasury to accept security arrangements in lieu of thel 
special estatJ tax lien (budget proposal). We estimate that the present value of a dollar of estate tax 
(within the r~ngc qualifying for the zero interest rate) is 36 cents. and that the present value of a I 
dollar of esdte tax (within the range where inte~est is charged) is 65 cellts. Revenue estimate:, $0.7 
hillion/$1.9 ~il,lion. 
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June 13, 2000 

MEMORANDUM FOR SECRETARY SUMMERS 

DEPUTY SECRETARY EIZENSTAT 

FROM: LEN BURMAN 
DEPUTY ASSISTANT SECRETARY (TAX ANALYSIS) 

SUBJECT: Menu of Estate Tax Options 

. As you know, the President asked us to look at three options for modifying the estate tax: raise 
the exempt amount, lower marginal tax rates, or enact carryover basis and repeal the es~ate tax. 
This memo presents some options for raising the exempt amount and reducing rate's arid explains 
why political and budget considerations would make carryover basis inadvisable. We a1so 
present some options for limiting the budgetary cost of the options. . 

BackgrouD.d 

For context, I've been asked to report on some conversations I had today with Ways and Means 
Democrats. Mark Iwry, Frank Toohey, and I met with Representatives Neal and Cardirl to talk 
about pension legislation. (I can send you notes from that meeting ifyou are interested~) They 
got sidetracked on a discussion about the bad outcome for the estate tax. They agreed that 'the 
Democratxc alternative was brilliant, because it took effect immediately rather than in tJn years, 

I
and would exempt most current estate taxpayers from the tax. They thought that estate tax repeal 
won so decisively because the Democratic alternative was not available when the 45 DJrnocratic 
cosponsors signed onto the Republican bill, and because repeal was effectively a free vbte 
insofar as the Senate or the Administration could be counted on to block the legislationJ They 

I 

did not sel~m to think that the size ofthe Democratic proposal was a key factor in its failure to 
prevent a debacle. 

After the meeting, I ran into John Buckley and asked him where he thought the Administration 
should be on the estate tax. He urged most strongly that we 'not raise the bar from that s~t by the 
Democratic alternative. He thought that the Democratic alternative would be effective in the 

. Senate and we should be promoting that approach. . ., I 
Janice Mays, who called the meeting with Neal and Cardin, left for another meeting before I 
could ask her advice. Bill Fant tried to call her this evening, but did not reach her. We will talk 
to her tomorrow. 

Among yc)Uradvisers, there is general agreement that we should start with the Democratic 
alternative. There is not general agreement about whether, or how far, we should go b~yond that 
proposal. . 



Description of Options 

Unless oth(~lWise specified, effective dates for all ofthe options apply to persons dying and gifts 
made after December 31, 2000. Please note that the ten-year cost estimates are very roukh 
approximations subject to significant revision. A summary table is at the end 0[, this memo. 

1. 	Baseline Option (House Democratic Alternative) 

The base option isthe alternative proposed by House Democrats on June 9, 2000. It would 
immediately raise the exempt amount from $675,000 to $1.1 million; arid raise the exemption to 
$1.2 million in 2005. It would reduce estate tax rates across the board by 20 percent, so the top 
rate would fall from 55 percent to 44 percent, and pay for this by converting the state dedth tax 
credit to a deduction. It would exempt up to $4 million of small fann and business incorhe 
(QFOBI) for a couple ($2 million for singles). It would limit the revenue cost by closing some 
estate tax loopholes, some of which were proposed in our budget. 

, 
DetailS 

• 	 Reduce all tax rates (except for the 5% surtax) by 20 percent. The resulting statutory rate 
structure ranges from 14.4 percent on tax.able estates under $10,000 to 31.2 percent on 
taxable ,estates worth $750,000 less than$I,OOO,Oool, and continues on as follows: 

32.8% on estates of $1,000,000 under $1,250,000 . 

34.4% on estates of $1,250,000 under $1,500,000 

36% on estates of$1 ,500,000 under $2,000,000 

39.2% on estates of $2,000,000 under $2,500,000 

42.4% on estates of $2,500,000 under $3,000,000 

44% on estates 0[$3,000,000 or more. 


• 	 Modify ;and expand the qualified family owned business interest (QFOBI) benefit. 
Change the 'QFOBI deduction to an exclusion equivalent amount. 
Incn:ase the applicable exclusion amount (the amount exempted by QFOBI plus the 
unified credit) from $1.3 million to $2.0 million. '.1 

- Allow the second spouse to die to use any unused QFOBI exclusion amount, provided 
. that 1he first spouse also qualified for the QFOBI election. . I 

• 	 Increase the amount exempted by the unified credit to $1,100,000 for 2001 through 2005, 
and to $1,200,000 for 2006. . 

• Restore the phase-out ofthe unified credit for estates in excess of$10,000,000. (Included in 
the Administration's FY 2001 Budget proposal.) . 

I These lower rate brackets are effectively wiped out by the unified credit. However, they still have an effect on the 
. 	 I 

5 percent surtax, which phases out the effect of the graduated rate schedule (and under the proposal, the effect of the 
unified credit) fortaxable estates of $10,000,000 or more. The effect of the current structure (rates begilmmlg at the 
fust dollar oftilXable estate with a unified credit) could be also be acPieve by a zero bracket amount (plus sdrtax) .. 
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• Eliminate non-business valuation discounts. (lncluded in the Administration's FY 2001 
Budget proposal.) " I 

• "Eliminate the ability to claim valuation discounts on account of lack ofvoting control, where 
members of the decedent's family have voting controL 

• 	 Eliminate the state death tax credit and allow a deduction for all state death taxes pais. (See 
discussion of issues raised by this proposal below.) 

• Provide for the taxation of certain gifts .and bequests from expatriates. 

Cost: About $30 billion over 10 years. 

Discussion: Unlike the Republican proposal (H.R. S), the estate tax relief in the Democratic 
alternative is effective immediately .. Thus revenue costs are apparent, and not hidden out~ide of 
the budget window. All estates would benefit from the reduction in tax rates, and all but ~he very 
largest estates would benefit from the increases in the unified credit. Additional reliefwduld be 
targeted to '1';lalified family owned business interests (QFOBI). 

We believe that much of the animosity toward the transfer tax system stems from the top 
marginal rates that are in excess of 50 percent. By keeping the top rate at 44 percent (effective 
tate of 49 percent in the credit phase-out region), the Democratic alternative ensures that ito 
taxpayer will owe more than halfofhis or her taxable estate to the government. 

The proposal is paid for in part by the conversion of the state death tax credit to a deduction. We 
I 

would expect state revenues to fall as a result of this provision. Under current law, state death 
taxes are creditable against the federal tax, up to a limit. States generally levy death taxesl equal 
to the federal credit, thereby shifting revenue from the federal government to the state 
governments. Some states have done this by writing laws that refer directly to the federal credit. 
Other states have specified that their taxes will lapse if the federal tax is repealed. Our 
understanding is that ifwe were to repeal the federal tax, virtually all states would have tO

I 
enact 

new laws thnt are independent of the federal credit, or forego this revenue; States might also 
compete witlh one another to enact the most favorable death tax provisions . 

. The proposal is also paid for in part by imposing a transfer tax (at the highest transfer tax rate) on 
the recipients ofcertain gifts and bequests from expatriates. This provision represents ond piece 
ofRepresentative Rangel's proposal (H.R. 3099) to overlay amark-to-market regime on tite 
current expatriate tax regime. While we support the spirit of this provision, we pr~fer the 
comprehensive remedy that was offered in the Administration's FY 2001 Budget. The 
Administration's proposal would enact a mark-to-market regime and repeal the current expatriate 
tax regime. It would tax the recipients of certain gifts and bequests from expatriates at thel 
highest transfer tax rate, but would collect the tax through the income tax system (rather than 
through the transfer tax system). 

We support the two revenue raisers that were adopted from the Administration's FY 2001 
Budget proposal. The restoration of the phase-out ofthe unified credit for estates in excess of 
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$10,000,000 would correct a technical error in the Taxpayer Relief Act of 1997 that 
inadvertently provided a tax cut to estates in excess of$17,184,000. The elimination Of\nOn­
business valuation discounts would eliminate the incentive to place marketable assets in family 
limited prutnerships orlimited liability company and then make transfers of fractional interests in 
these entities, solely to reduce the value of the assets for transfer 'tax purposes. The proiision is 
needed to stop this erosion ofthe estate tax base. 

2. Raise tbe Exempt Amount , 

These options would exempt more estates from tax by (a) increasing the exempt amount'to $1.5 
million, (b) allowing an exemption for couples that is effectively twice the exemptionfo~ singles, 
and (c) provide a $5 million exemption from QFOBI for couples ($2.5 million for singlds). 

Option 2a. The Democratic alternative (Option 1) plus: 

• Increase the amount exempted by the unified credit to $1.5 million. 

Cost: About $60 billion over 10 years. 

Discussion: This option could be rationalized as a response to the inflated value ofpersonal 
residen~es, especi~l1y in California. ~elative to fully phased in current law, this hi~e: I 
exemptIOn would mc1ude an automatlC allowance of $500,000 per estate. Note that It IS pot 
contingent on owning a home. Since many elderly people dispose of their homes when they' , 
move to assisted living facilities or nursing homes, this is obviously fairer, more efficient, and 
easier to administer. '. 

Option 2b. Option 2a plus: 

• Allow the second spouse to die to use any unified credit Unused bythe first spouse to die. 

Cost: About $65 billion over 10 years. 

Discussion: Under the proposal, married couples would be able to obtain the full uni1ied credit 
to which they are entitled without engaging in complicated estate planning practices. Co~ples in 
which the first spouse to die leaves their entire estate to the second spouse would not los6 the 
benefit ofthe first spouse's unified credit. In order to take advantage of the provision, thb 
surviving spouse would need to maintain records documenting the amount of unified credit used 

I 

by the first spouse, even ifno tax return was required. This potentially adds to taxpayersi . 
administrative burdens. However, surviving spouses who chose not to keep such records would 
be no worst: off than they are under current law. 

This proposal would effectively exempt at least $3 million in assets from the estate tax for a 
couple. 

Option 2c. Option 2a plus: 

-4­



• Increase the amount exempted by the unified credit plus QFOBI to $2.5 million .. 

Cost: About $65 billion over 10 years. 

Discussion: This woUld benefit all QFOBI property owners. (The number of estates affected by . 
, I 

this provision is fairly small, becau.se the number of estates comprised primarily ofqualified 
farms and businesses is also small.) Because of the portability provision in the Democratic 
alternative, this proposal would effectively exempt up to $5 million of qualified farms ~d small 
businesses :from tax for a couple. 

3. Reduce Marginal Estate Tax Rates 

\ 


The President asked us to look at options that would lower the top estate tax rate tathe top 
individual income tax rate. These two options would either (a) replace the progressive rate' 

I 

structure with a flat 39.6 percent rate, or (b) retain a progressive rate structure and limit the top 
, . I 

rate to 39.6 percent for all but the estates over $10 million~ Note that these options would not 
increase marginal or average tax rates for anyone compared with current law. . 

Option 3a. Option 2a (which is the Democratic alternative, plus a further increase in the unified 
credit) plus: 

• Implemt:lnt a flat transfer tax rate· of39.6 percent. 

Cost: About $75 billion over 10 years. 

Discussion: Under currentlaw the marginal estate tax rate on estates of$1,000,000 to 
$1,250,000 is 41 percent, and the top rate (ignoring the 5 percent surtax to phase out the oenefit 
of the graduated rate schedule), applicable to estates of$3,000,000 ormore is 55 percent. IThe 
current marginal rate on estates of$I,500,000 (the new exempt amolint under Option 2a) ,is 45 
percent. Under the Democratic alternative, rates would range from 32.8 percent to 44 perFent; 
and under Option 2a rates would range from 36 percent to 44 percent. A flat 39.6 percent rate 
would bring'all transfer tax rates very close to the top individual tax rate, and would deflebt the 
argu~ent tha.t the estate tax is confiscatory. The marginal rate on estates with assetsbetw\een 
$1,500,000 imd $2,500,000 would be higher than under the Democratic alternative, but less than 

I 

under current law (and these estates would also benefit from the further increase in the unified 
credit under Option 2a). . 

Option 3b: Option 2a p14S progressive lower rate schedule: 

• 30% on estates under $2,500,000 
• '35% on estates of $2,500,000 under $5,000,000 
• 39.6% 011 estates of $5,000,000 under $10,000,000 
• 45% on estates of $10,000,000 or more. 

Cost: About $80 billion over 10 years. 

- 5 ­
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Discussion: Under current law, statutory marginal estate tax rates range from 18 percent to 55 
I'percent (Plus a 5 percent surtax to phase out the benefit of the graduated rates on estates worth 

$10,000,000 or more). The unified credit effectively wipes out the lower brackets so th~t by 
22006, the lowest effective marginal estate tax rate will be 41 percent. Under the fully ~hased in 

Democratic alternative, rates would be 20 percent lower than current law in every brac~et. 
Therefore both Option 3b and the Democratic alternative would reduce rates and mitiga~e the 
argument that estate tax rates are confiscatory. Option 3b would retain a slightly highe~rate for 
estates of $10,000,000 or more, but would have lower rates in every other bracket than the 
Democratic alternative, and the rate on those estates would not exceed the top individuai income 
tax rate. 

4. Repeal Estate Tax and Enact Carryover Basis 

The President asked us to consider repealing the estate tax and enacting a carrYover basis 
provision, under which heirs would assume the same cost basis of an appreciated asset Js the 
decedent.3 Thus, bequests would be treated the same as gifts. 

This proposal has considerable policy merit, as it would reduce a serious defect in the income 
tax, would reduce the incentive for people to hold assets until death, and would still defdr tax on 
assets that are not sold-addressing a concern of farmers and business owners. Howevdr, it 
would raisl;: tax on hundreds of thousands of people who would not otherwise be subjectltothe 
estate tax--all of those with appreciated property worth less than the estate tax exc1usio~: 
BecauSe the tax would be deferred until assets are sold, it would be very expensive in th~ budget 
window. Moreover, heirs ofproperty that had passed through mUltiple generations would have a 
nearly impossible task measuring their capital gains (as would the IRS in trying to admi~ister the 

. , I 

provision). The concern about complexity was a major factor behind the public oUtCIY about 
carryover basis when it was enacted in 1976, which led to its delay and ultimate repeal ~efore it 
could become effective. 

For all of these reasons, this proposal should not be advanced~ 

S. Options to Reduce Reyenue Cost 

There is general agreement that it would be ill advised to propose an estate tax cut much larger 
than the D(;:mocratic alternative. There are three options to restrain the cost, one ofwhich was 
adopted in the Democratic alternative: (a) convert the state death tax credit to a deductidn, (b) 
adopt estate tax provisions from our budget, or ( c) phase in the increase in the unified cr~dit. 

2 However, the structure of the lower rate brackets does affect the design of the surtax, which pbases out tlie benefit 
, of the graduated rate schedule and, under the proposal, the benefit of the unified credit, for taxable estates ~orth 
, $10,000,000 or more. " ' I 

3 Under curre'llt law, someone who purchases an asset for $1,000 that is worth $10,000 at death does not have to pay 
tax on the capital gain, and his or her heir assumes a basis of $10,000, rather than the decedent's cost basislof 
$1,000. This is called step-up in basis. Under the proposal, the beir would have a basis of $1,OOO-the same as the 
decedent. ' 
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5a. Convelt the state death tax credit to a deduction 

I 	 ' 

Revenue gain: About $45 billion over 10 years (note that this amount. is included in: the estimates 
for all of the options under 1, 2, and 3). ' 

Discussion: As noted above, the Democratic alternative is paid for in part by the conversion of 
I 

the state death tax credit to a deduction. Put differently, the estate tax includes about $4~ billion 
of revenue sharing with the states that is being recaptured by our proposal. The options tlhus 
allow federal estate tax rates to be lower, but at the expense of the states. Because of the :way in , 
which s~at~ tax laws interact with .the federal pr?visions, we would ~xpect state revenues\to fall if 
the, credIt IS converted to a deductIOn. States mIght also compete With one another to enact the ' 
most favorable death tax provisions. 

Although there was not an outcry from the states about the Democratic alternative, the:y might be 
I 

more exercised if the proposal originated with the Administration. FYI, the largest state death tax 
, • 	 I 

credits in 1998 were for decedents from California ($0.7 billion) and New York ($0.5 billion). 

5b, 'Enact Loophole Closers From Budget 

The option would enact the other revenue raisers from the Administration's FY 2001 Budget 
proposal: 

• 	 Require consistent valuation for estate and income tax purposes. Under current law, income 
taxpayers may report as the basis ofproperty acquired from a decedent a fair market Jalue, 
that is different from the fair market value reported for estate tax purposes. Taxpayer~ should 
be required to take consistent positions. The proposal would require executors to rep6rt the 
value of assets for estate tax purposes to the heirs; and for the heirs to use that value ak their 
basis for.incorne tax purposes. 

• 	 Require basis allocation for part sale/part gift transactions. The donor and donee in a part 
gift, part sale transaction should be required to take consistent positions so that no basts is 
lost or created by the transaction. 

• 	 Confoml the treatment of surviving spouses in community property States. In a community 
property State, each spouse is treated as owning one-half.of all marital property. Undbr 
current law, surviving spouses in community property states receive a step-up in basis on 
both the decedent's share oftIle property passing to spouse and on the their own share of the 
property. This is inconsistent with the treatment of couples in common law States who own 
property jointly. (In those States, the surviving spouse receives a step-up in basis on dnly the 
decedent's share ofthe property,) The proposal would eliminate the step-up in basis dn the 
surviving spouse's share ofcommunity property. I 

• 	 Include qualified terminable interest property (QTIP) trust assets in the surviviIlg spodse's 
estate. Under current law, QTIP trust assets receive a marital deduction in the estate of-the 
first spouse to die, but must be inCluded in the estate of the second spouse to die. Somle 
taxpayers have attempted to whipsaw the government by claiming the marital deducti6n in 
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the first estate, and then, after the statuteoflimitations on the first estate.has run out, arguing 
that the assets are not includable in the estate of the surviving spouse, because ofsorbe 
technical flaw in the QTIP election. The proposal would require the assets to be inc1!uded in 
the estate of the second spouse to die, if amarital deduction for QTIP assets was allo'wed for 
the estate of the first spouse to die. 

•. 	Elimimlte the gift tax exemption for personal residence trusts. Under current law> if an 
interest is retained by a grantor in a trust when other interests are transferred to family 
members, then the retained interest is valued at zero for gift tax purposes unless if takes the 

. '. 	 - I 

form or and annuity (GRAT), unitrust (GRUT), remainder interest after a GRAT or GRUT. 
Howev,er, there is a further exception for the transfer of personal residences, allowing more 
favorable treatment ofpersonal residence trusts. We favor consistent treatment ofpersonal 
residences. 

• 	 Modif~y requirements for annual exclusion gifts. Under current law, gifts of"present 
interests" ofup to $10,000 per donee per donor each year are exempt from the gift ta:~. 
Transfe:rs in trusts are not generally gifts ofpresent interests. However, the decisionlof 
Crummey v. Commissioner has allowed transfers in trust to be considered gifts of present 
interests if the beneficiaries had the power to withdraw the assets, even for only a vebr 
limited period 'oftime (often 30 days or less). The decision ofCristofani v. Commis$ioner 
has further allowed for a gift tax exClusion even when the holder ofthe withdrawal pbwei is 
not the ultimate beneficiary of the trust and has no substantial economic interest in tHe trust. . 
Typically withdrawal powers are granted to mUltiple "beneficiaries" who, by pre- '1'" - _. 
arrangement or understanding, will never exercise these rights, thus mUltiplyirig the annual 
exclusion gifts that can be used to transfer assets to the true beneficiary. The proposhl would 

I 

conform the gift tax rule to the generation skipping transfer tax rule and allow the gift tax 
I 

exclusion on behalf of an individual only if (i) during the life ofthe individual, no other 
person may benefit from the trust and (ii) if the trust does not terminate before the ddath of 
the individual, the assets of the trust are included in the individual's gross estate. 

Revenue Gain: $2 billion over 10 years. 

Discussion: These options make sense to inc1~de in an Admjnistration pro~osal because we have 
already proposed them and have already expenenced whatever heat they nnght generate. l 
However, there is a touchy issue ofbudgeting. Using these offsets to pay for estate tax ~reaks, 
which werm't in our budget, may be viewed as double counting since we used them in o'ur 
budget to offset other proposals that are still on the table. By the same logic, we should hot 

-	 . I 

consider the effect ofour budget raisers in the Democratic alternative. On the other hand, it is 
not clear who would raise this objection given that the Republicans are inclined to ofH~r fuuch 
larger net tax cuts, and disinclined to provide any offsets .. 

Note that other options exist that could raise much more revenue, and would make the tax 
simpler and fairer, but they would also be controversial. 

5c. Phase in Increase in Unified Credit 
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• 	 The Democratic alternative (Option 1), plus increase the amount exempted by fl1e unified 
credit to $1.5 million in 2010, and ., I 

• 	 Allow ~I QFOBI-like exemption ofup to $1.5 million forprincipal residences, owned as of 
6/1/2000, which constitute more than 50 percent of the value of an estate. The valuelofthe 
personal residence for this purpose is the value as ofthe date of sale or death, whichever is 
earlier. The exemption is implemented as a credit equivalent (as QFOBI is done in tIh.e 
Democratic alternative); The maximum exempt amount, including principal residen6e, is 
limited to $1.5 million (so it is never worth more than the increase in the exemption 6ffected 
in 2010). ' . 

, Revenue gain: to be determined. 

Discussion: The increase in the unified credit to $1.5 billion,in Option 2a costs about $30 billion 
over ten ye(rrs. An immediate increase may be desirable because it would defuse the (~onbems of 
Californians, in particular, ·that inflation in home prices is making moderate-income taxp~yers 
subject to t21X. The cost could be .limited slightly by limiting the increase to decedents' equity in 
their principal residences, but that would cause terrible estate planning incentives. For dample, 
taxpayers would be advised to own homes worth at least the amount of the residenceexetnption, 
and to hold them even if they move to a retirement community, assisted living facility, o~ nursing 
home. One can easily imagine Uhits in 'such facilities being recharacterized as condos to take' , 
advantage ofthis provision. 

Option 5c would effectively create a kind of transition rule to' allow a higher exempt amountfor 
. those whose: home equity as of a fixed date (6/1/00) is more than 50 percent oftheir estat6 value. 
Because of the fixed date, there is no incentive to buy a home to qualify for the higher crddit; and 
selling the home before death would not disqualify one for the credit. Because the maxiIrium· , 
exempt amount is $1.5 million, the proposal would effectively phase out in 2010, when the 
generally higher unified credit takes effect. 

The proposal could be criticized on several grounds. First, there is no good policy reason to 
provide relidto homeowners. Homes pass tax-free from one spouse to another, so a widaw or 
widower never has to sell their home to pay estate tax. Second, from the point ofview ofiheirs, 
there seems to be little hardship from having to sell a parent's home to pay tax. In that respect, it 
is much like any other asset. Third, it is unclear why,We should favor homeowners over dthers 
for estate tax purposes. The proposal would seem especially unfair to those who have alr6ady 
sold their home to move into an assisted living facility or nursing home. 
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, . 

Menu of Estate Tax Reform Options - Very Preliminary 

Very Preliminary 
I • 

Revenue EstImate, 
I 

2001-2010 
I 

(in bil~ions)Proposal 
Option 1: Baseline Option (Democratic Alternative) 

Option 2: Raise the Exempt Amount 
Option 2a: Option 1 plus increase amount exempted by the 
uriified credit to $1.5 million 
Option 2b: Option 2a plus allow portability ofthe unified credit 
between spouses 
Option 2c: Option 2a plus increase the amount exempted by the 
unified credit plus QFOBI to $2.5 million 

Option 3: Lower Rates 
. Option 3a: Option 2a plus a flat taX rate of39.6% 
Option 3b: Option 2a plus rate reduction 

Options to Reduce Revenue Cost 
Convert the state death tax credit to a deduction" 
Budget Proposals 
Phase-in the increase in the exempt amount 

-$30 

-$60 

I 
-$65 

I 

-$65 

I 

-$75 

, I, 

-$80 

+$L 

I 

+$2 

Not av~lable 


"This was ilncluded in the Democratic Alternative, therefore is assumed in the options udder 1, 2, 
and3. 


Note: These estimates are very rough and subject to significant revision. 
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Appendix: Other Options to Close Estate Tax Loopholes 

. On tax policy grounds, there is a compelling argument for broadening the estate tax base to pay 
for rate reduction and a higher exempt amount. (The p<;>litical merits are indicated by the fact

lthat this argument is made in an appendix.) The artifices taxpayers engage in to avoid the estate 
tax are costly and inefficient,and result in horizontal inequities among estate taxpayers. I 
However, powerful interests benefit from estate tax planning and would presumably resist . 
fundamental tax reform. (They presumably are also not thrilled about repeaL) 'Transitiorl rules 
to accommodate those who have already engaged in costly tax planning could be complek and . 
reduce the revenue gain from reform. 

Summary (If Options 

• 	 Establish a family attribution rule~ In valuing transfers of interests in business entities, nb 
minority discount will be allowed if the transferor owns more than 50 percent of the ehtity 
including the current transfer and all prior transfers to related persons, including transfers in 
trust .to related persons (whether or not for adequate consideration). This would elimihate the 
incentivc~ to make gratuitous transfers solely for the purpose ofobtaining minority distounts 
and eroding the estate tax base. 

• 	 Eliminate the gift tax exemption for grantor retained annuity trusts (GRATs) arid grantor , 
retained unitrusts (GRUTs). Under current law, if an interest is retained by a grantor in a 
trust whtm other interests are transferred to family members, then the retained interest liS 
valued at zero for gift tax purposes unless if takes the form ofa GRATor GRUT; We favor 
elimination ofthe exception for GRATs and GRUTs in part because they involve the bse of 
actuarial tables that the taxpayer (with better information about his or her own situatioh) can 

. . 	 I 

nearly always game to his or her advantage. Repeal of this exception would also eliminate 
the incentive to engage in several forms ofestate planning that are used only used to g'ain a 
tax advantage. 

• 	 Repeal· the estate tax deduction for interest and expenses for management and conservation 
of the estate assets. To the extent allowed by law, it is proper that these deductions be taken 
on the estate's income tax return, as they accrue after the decedent's death. 

• 	 Repeal the NIMCRUT provision for charitable remainder trusts. This would repeal the 
provision that allows a charitable remainder trust to payout the lesser of trust income 6r the 
unitrust amount and "make up" the shortfall ina later year when income exceeds the uhltrust 
amount. The net income unitrust would still be permitted, but no make up provision v.!ould 
be allowf:d. 

• 	 Limit the marital deduction to $50 million. The purpose of the marital deduction is to 
provide' fhr the surviving spouse by deferring taxes on assets bequeathed to the survivor by

. 	 I 

the first spouse, until the death ofthe surviving spouse. A deduction of$50 million is far 
more than adequate to erisure the welfare of the surviving spouse. 
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• 	 Allow ~t deduction in respect ofa decedent for state death taxes. Under current law 
distributions from some assets made at death may be taxed at a higher rate than distributions 

, 	 ,I 

made just prior to death, because only the federal estate tax attributable to the assets is 
allowed as a deduction. (This would lose revenue.) 

• Require that IRA and other retirement assets be distributed within five years of the 
decedent's death, unless the named beneficiary is the decedent's spouse. Under current law, 
if an IRA is left to a named beneficiary who is not the spouse then the beneficiary mdst begin 
to take distributions in the year of the decedenfs death. However, if the decedent didd before 
reaching age 7m'2, these distributions and the corresponding income tax payments m~y be 
made over the course ofthe beneficiary's own expected lifetime. The purpose ofdefbmng 

, the tax on the contributions to and the buildup of income in retirement accounts is to 
encourage saving and provide for the retirement of the contributor (and spouse). It is not to 
allow for the deferral of tax for younger beneficiaries. Together with the state death tax 
deduction proposal, this provision would eliminate any asymmetry in the tax treatmerlt of 

,IRA aSSI:lts distributed just prior to death or at death. 

Total Revenue: N/A 
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THE DEPUTY SECRETARY OF THE TREASURY 

WASHINGTON 
INFORMATION 

June 15, 2000 

MEMORANDUM FOR NEC PRINCIPALS 


FROM . STUART E. EIZENSTAT j1,.. 


SUBJECT: Estate Tax Issues and Options . 


The President asked us to look at three options for modifying the estate tax: raise the exempt 
amount, lower marginal tax rates, or enact carryover basis and repeal the estate tax. After a 
brief discussion of the legislative climate, this memo presents options for raising the exempt 
amount and reducing rates and explains why political and budget considerations would make 
carryov,er basis inadvisable. An appendix describes some options for limiting the re~enue cost 
of estate! tax reform. 

Current Legislative Climate 

We have discussed with members and staff from the tax-writing committees the question of 
where the Administration should position itself. While many Members told us that Ute 
Democratic alternative did not provide sufficient cover to the House vote, the curreht view 
from the Ways and Means Democrats is that we should either lie low or rally behintl the 
Democratic alternative. They believe that their alternative would have prevented a Idebacle on 
the House floor if it had been presented to members before they signed onto the reP,eal 
legislation. The main advantages of the Democratic alternative over the House-paskd bill are 
that it would become effective immediately rather than in ten years, would exempt ~bout half 
of estate taxpayers from tax in 2001, would exempt almost all farmers and small business 
owners, and would be more fiscally responsible. They believe that many members/ viewed last 
week's. repeal vote as a free vote insofar as the Senate or the Administration could be counted 
on to block the legislation. They did not seem to think that the size of the Democr~tic proposal 
was a key factor in its failure. 

Ways and Means staff has urged us not to overreact by raising the bar from that set by the 
Democratic alternative. They are convinced that an override vote would fail in th~ House. 

Staff of the Senate Finance Committee and Minority Leader do not yet know what they need to 
do to attract broad Democratic support. There are currently eight Democratic co-sponsors of 
an estate tax repeal bill, including three members of the Finance Committee - Kert-ey; Breaux, 
and Robb. Majority Leader TrentLott reportedly said that the Senate would .take hp the estate 
tax repeal bill as a stand-alone measure sometime in July. 



..' 

Summary 

The options the President asked us to evaluate would be expensive. ·Raising.the exempt 
I 

amount ti::>r estates from $675,000 under current law (scheduled to increase to $1 miHion by 
2006) to $1.5 million and setting the estate tax rate at the top individual income tax cite would 
cost over $100 billion over ten years. That is, it would cost more than the phased in Irepeal of 
. the estate tax that was passed by the House. The cost could be reduced by more thanl $50 
billion by adopting the revenue offsets in the House Democratic alternative, but one 6f those ­

I 

replacement of the state death tax credit with a deduction - is potentially controversial. . The 
state death tax credit effectively rebates state estate taxes, making such taxes a relativbly 
painless 80Urce of revenue for states. Even with the optimistic offset package, the o~tions, ' 
would cost $60 billion or more over ten years,depending on the details. Moreover, there is a 
significallt risk that any estate tax offer would be stripped of its controversial offsets ~nd 
undermine fiscal discipline or, even worse, used as a justification for adopting the le~s costly 
(in the budget window) House repeal proposal. 

The carryover basis option has policy merit, but it is both politically infeasible and fiScally 
imprudent. It is politically infeasible because it would raise taxes on hundreds of tho~sands of 

. heirs with appreciated property who would not otherwise 'be subject to the estate tax imder 
current law. Since capital gains tax would be levied at low rates (generally 20 perce~t or less) 
and defe:rred until the asset is sold, it would raise far less revenue in the budget windbw than 
. the estat(~ and gift taxes it would replace. 

The most viable option would be to build on the House Democratic alternative, which would 
I 

cut estatc~ tax rates, raise the unified credit, and raise the exemption for farm and business 
assets. We could add to that proposal portability, of the unified credit among spouse~ (so that 
.the effective exemption for couples is double the amount for singles) and relief for I . 
homeowners. A phased in version of this option with immediate relief for homeowners could 
be accomplished for about $5 billion more than the House Democratic alternative, o~ $35 
billion over ten years. (Treasury estimates the Democratic alternative as costing about $30 
billion over ten years, compared with JeT's estimate of $22 billion.) 

In considering this and other options that build on the Democratic substitute, keep in mind that 
the relatively modest cost assumes that the state death tax credit could be repealed despite 
strong opposition from the states . 

. Description of Options 

Unless otherwise specified, effective dates for all of the options apply to persons dying and 
gifts made after December 31, 2000. Please note that the ten-year cost estimates are! very 
rough 31,pr:oximations subject to significant revision. A summary table is at the end of this 
memo. 
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1. 	Baseline Option (House Democratic Alternative) 

The base option is the alternative proposed by House Democrats on June 9, 2000. It rould 
immediately raise the exempt amount from $675,000 to $1.1 million; and raise the exemption 
to $1.2 nHllion in 2006. It would reduce estate tax rates across ~e board by ~O per~nt> so the 
top rate would fall from 55 percent to 44 percent, and pay for thIS by convertmg the state death 
tax credit to a deduction. It would exempt up to $4 million of small farm and busineSs income 
(QFOBI) for a couple ($2 million for singles). It would limit the revenue cost by clo~ing some 
estate tax. loopholes and converting the QFOBI deduction to an applicable exclusion atnount. 
Two of the proposals to close loopholes were proposed in our FY 200 1 budget. . 

Details 

i 

• 	 Reduce all tax rates (except for the 5 % surtax) by 20 percent. The resulting statutory rates 
. 	 I 

would range from 32.8% on estates under $1,250,000 to 44% on estates of $3,000,000 or 
more. 

. • Modify and expand the qualified family owned business interest (QFOBI) benefit. 
Ohange the QFOBI deduction to an applicable exclusion amount. ' 

- Increase the applicable exclusion amount (the amount exempted by QFOBI plus the . 
unified credit) from $1.3 million to $2.0 million.l . . I 
Allow the second spouse to die to use the QFOBI exclusion amount not used by the first 
spouse to die, provided that the first spouse also qualified for but did not makb the 
QFOBI election. 

• 	 Increase the amount exempted by the unified credit to $1,100,000 for 2001 through 2005, 
and to $1,200,000 for 2006. 


/ 


• 	 Eliminate the state death tax credit and allow a deduction for all state death taxes paid. 
(See discussion of issues raised by this proposal below.) 

~ 	 Proviide for the taxation of certain gifts and bequests from expatriates. 2 

• 	 Eliminate the ability to claim valuation discounts on abcount of lack of voting control, 
where the transferor and members of the transferor's. family together have voting control. 

I Note thai: QFOBI effectively substitutes for the unified credit for estates with qualifying farms and businesses 
valued at more than the amount exempted by the unified credit. Thus, for example, a person whose qhalifying . 

business was valued at $1.5 million would have a credit equal to the tax liability on that amount. ]f thb business 

was worth $5 million, th.e credit would exempt $2 million of assets. Note that the QFOBI exemption is not in 

addition to the general unified credit. 

2 The revenue raisers are discussed in detail in the Appendix.· 
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• Restore the phase..:out of the unified credit for estates in excess of about $16,000,000. 
(Included in the Administration's FY 2001 Budget proposal.) 

• 	 Elimiinate non-business valuation discounts. (Included in the Administration's FY 2001 
Budget proposal.) 

Cost: About $30 billion over 10 years. 

Discussion: Unlike the Republican proposal (H.R. 8), the estate tax relief in the Democratic 
alternative is effective immediately. Thus revenue costs are apparent, and not hiddeA outside 
of the budget window. All estates that are now taxable would benefit from the redudtion in tax
.' 	. I 

rates, and all but the very largest estates would benefit from theincreases in the unifled credit. 
Additional relief would be targeted to qualified family owned business interests (QF<DBI). 

We belit~ve that much of the animosity toward the transfer tax system stems from thj top 
marginal rates that are in excess of 50 percent. By keeping the top rate at 44 percent (with a 
marginal rate of 49 percent in the region where the unified credit and graduated rate~ are . 
phased Clut), the Democratic alternative ensures that no taxpayer will owe more than half of his 
or her taxable estate to the government. . 

The proposal is paid for in part by the conversion of the state death tax credit to a deduction. 
We would expect state revenues to fall as a result of this provision. Under current l~w, state 
death ta::<.es are creditable against the federal tax, up to a limit. States generally levy! death 
taxes equal to the federal credit, thereby shifting revenue from the federal government to the 
state governments. For example, for the largest estates, the effective Federal margikt tax rate 
is 39 peJrcent (rather than 55 percent) and the effective state marginal tax rate is 16 dercent. 
Most state laws refer directly to the federal credit. Thus, repealing the federal credit would 
effectivdy reduce state revenues to zero. Virtually all states would have to enact ner laws that 
are independent of the federal credit, or forego this revenue. States might also compete with 
one another to enact the most favorable estate and inheritance tax provisions-the. v~ry 
situation that the state death tax credit was designed to avoid. 

2. Rais.~ the Exempt Aniount 

These options would exempt more estates from tax by (a) increasing the exempt mnount to 
$1.5 million, (b) allowing an exemption for couples that is effectively twice the exethption for 
singles, and (c) provide a $5 million exemption from QFOBI for couples ($2.5 millibn for 
singles). 

Option 2a. The Democratic alternative (Option 1) plus: 

• 	 Increase the amount exempted by the unified credit to $1.5 million. 
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Total Cost: About $60 billion over 10 years. 3 

Discussion: This option would be presented as a response to the inflated value of personal 
residences, especially in California. It would provide relief targeted at people wbosJ home 
equity constitutes the majority of their estate. Relative to fully. phased in current la~, thfs 
higher exemption would include an automatic allowance of $500,000 per estate. Note that it is 
not contingent on owning a home. Since many elderly people dispose of their homeJ when 
they moVe to assisted living facilities or nursing homes, this is obviously fairer; mor~ efficient,

1 

and easier to administer than an exclusion tied specifically to homeownership at death. 

The option would reduce the number of taxable estates by about 40 percent in 2010. 

QQ'tlOn "'bI... Phase in increase in the unified credit and provide interim relief for 
homeow'ners: 

• Option 1, plus: 

• incr(~se the amount exempted by the unified credit to $1.5 million in 2010, and 

• Allow a QFOBI-like exemption of up to $1.5 million for principal residences, owned as of 
• • 1 

June 1, 2000, which constitute more than 50 percent of the value of an estate. The value of 
the personal residence for this purpose is the value as of the date of sale or death!, . 
whic:hever is earlier. The exemption is implemented as a credit equivalent (as QFOBI is 
dom: in the Democratic alternative). The maximum exempt amount, including phncipal 

I. 

residence, is limited to $1.5 million (so it is never worth more than the increase in the 
exemption effected in 2010) .. 

Total Cost: About $32 billion over 10 years. 

DiSCUSSion: The increase 'in the unified credit to $1.5 billion in Option 2a adds about $30 
billion to the cost in the to-year budget window. Deferr,ing the full increase in the dredit to 
2010 would move all of the incremental cost outside the budget window. But an imfuediate 
increase may be necessary to defuse the concerns of Californians, in particular, that !inflation in 
home prices is making moderate-income taxpayers subject to tax. The cost could bel reduced 
by limiting the increase to decedents' equity in their principal residences, but that weuld cause 
terrible estate planning incentives. For example, taxpayers would be advised to owrl homes 
worth at least the amount of the residence exemption, and to hold them even if they kove to a 
retirem{mt community, assisted living facility. or nursing home. One can easily imakine units 
in such facilities being re-characterized as condos to take advantage of this provisiort. 

3 Note aU oost estimates are total rather than incremental costs, Thus, the DemOcratic alternative with the bigher ­
exclusion would cost about $60 billion over ten years. The incremental cost of going to the higher eiclusion is 
about $30 billion. . . 
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Option 2b would effectively create a kind of transition rule to allow a higher exempt amount 
for those whose home equity as of a fixed date (6/1/00) is more than 50 percent of ilieir estate 

I . 

value. Because ofthe fixed date, there is no.incentive to buy a home to qualify for the higher 
credit, and selling the home before. death would not disqualify one for the credit. Be'cause the 
maximum exempt amount is $1.5 million, the proposal would effectively phase out ih 2010, 
when the generally higher unified credit takes effect . 

. Although this option is probably the best way to address the concerns of homeowners without 
great cost in the budget window or creating undesirable estate planning incentives, i~ might still 

. I 

be subject to criticism. First, a preference for homeowners may seem especially unfair to 
those who have already sold their home to move into an assisted living facility or nutsing 
home. Second, a temporary preference for residences might lead to pressure for a pJrmanent 
preference for homes or for tax preferences for other assets. Third, the phase-in co~ldbe 
criticized as biased budgeting, because the bulk of the cost is outside the budget window. 
Nevertheless, we believe this is an essential ingredient in any Presidential proposal. 

Option 2c. Option 2b, plus: 

o Allow the second spouSe to die to use any unified credit unused by the first spouse to die. 
Thh. would make the combined exempt amount for a couple equal to $2.2 rtlilliob in 200 1, 
$2.4 million in 2006, and $3.0 million in.201O. 

Total Cost: About $35 billion over 10 years. 

Discussion: Under the proposal, married couples would be able to obtain the fun unified 
I 

. credit to which they are entitled without engaging in complicated estate planning. Couples in 
which the first spouse to die leaves their entire estate to the second spouse would ndt lose the 
benefit of the first spouse's unified credit. In order to take advantage of the provisipn, the 
surviving spouse would need to maintain records documenting the amount of unified credit 
used by the first spouse, even if no tax return was required. This potentially adds tb taxpayers' 
administrative burdens. However, surviving spouses who chose not to keep s~ch rtkords 
would be no worse off than they are under current law .. 

Portability, in combination with the increase in the unified credit, would approximately cutin 
. half thc~ number of estate taxpayers in 2010. 

Option 2d. Option 2b plus: 

• Increase the amount exempted by the unified credit plus QFOBI to $2.5 million . 

. Total Cost: About $35 billion over 10 years. 

Discussion: This would benefit farmers and small business owners with assets above $2 

million ($4 m,illion for couples). Because of the portability provision in the Democtatic 
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alternative, this proposal would effectively exempt up to $5 million of qualified farms and 
small businesses from tax for a couple. 

3. Reduce Marginal Estate Tax Rates , 

The Pr{~sident asked us to look at options that would lower the top estate tax rate to the top 
individual income tax rate. These two options would'either (a) replace the progress'ive rate 

" 1 

structure with a flat 39.6 percent rate, or (b) retain a progressive rate structure and limit the 
1 

top rate to 39.6 percent for all but the estates over $10 million. Note that these options would 
I 

not increase marginal or average tax rates for anyone compared with current law. 

Option :l. Option 2b plus: 

• Impllement a flat transfer tax rate of 39.6 percent. 

Total C()st: About $45 billion over 10 years. 

Discussion: Under current law, the marginal estate tax rate on estates of $1;000,000 to 
$1,250,000 is.41 percent, and the top rate {ignoring the 5 percent surtax to phase out the 
benefit (If the graduated rate schedule), applicable to estates of $3,000,000 or more ik 55 
percent. Under the Democratic alternative, rates would range from 32.8 percent to, percent; 
and und{~r Option 2a, rates would range from 36 percent to 44 percent. A flat 39.6 ,Percent 
rate would equal the top individual income tax rate, and would deflect the argument that the 
estate tax is confiscatory. The marginal rate on estates with assets between $1,500,000 and 
$2,500,CI()0 would be higher than under the Democratic alternative, but less than llndbr current 
law (and these estates would eventually benefit from the further increase in the unificlt credit 
under Option 2b). 

4. Repeal Estate Tax and Enact Carryover Basis 

The President asked us to consider repealing the estate tax and enacting a carryover basis 
provision, under which heirs would assume the same cost basis of an appreciated assdt as the 
decedent. 4 Thus, bequests would be treated the same as gifts. 

, This proposal has considerable policy merit, as it would address a serious defect in the income 
tax, would reduce the incentive for people to hold assets until death, and would still dbfer tax 
on assets that are not sold-addressing a concern of farmers and business owners. Hdwever, it 
. would raise taxes on hundreds of thousands of people who would not otherwise be sutlject to 

4 Under ~rent law, someone who purchases an asset for $1,000 that is worth $10,000 at death does not have to 
. pay tax on tbe capital gain, and his or her heir assumes a basis of $10,000, rather than the decedent's c6st basis of 
$1,000. This is called step-up in basis. Under the proposal, the heir would have a basis of$I,OOo--thJ same as 
the decedent. ' 
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the estttte tax-all of those with appreciated property worth less than the estate tax exClusion.s 

Because the tax would be deferred until assets are sold, it would be very expensive lin the 
budget window. Moreover, heirs of property that had passed through multiple gen~rations 
would have a nearly impossible task measuring their capital gains (as would the IR~ in trying 
to admi.nister the provision). The concern about complexity was a major factor behind the 
public outcry about carryover basis when it was enacted in 1976, which led to its dJlay and 
ultimatc~ repeal before it could become effective. 


For all of these reasons, this proposal should not be advanced. 


( . 

S The Republican proposal (H.R. 8) avoided taxing those not subject to estate tax by allowing generous 
exemptions from the carryover basis rule. For each decedent. up to $3 million in property passing to a surviving 
spouse and up to $1.3 million in property passing to other beneficiaries would receive a step-up in basi~. 
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Menu of Estate Tax Options - Very Preliminary 

Total Revenue 
Cost·(c~mulative)

I . 

2001-2010 
Proposal (in ~illions) 
Option 1:· Baseline Option (Democratic Alternative) -$30 

. Option ;~: Raise the Exempt Amount . 
2a. Option 1, plus increase amount exempted by the unified credit 

to $15 million 
2b. Option 2a phased in, with interim personal residence exclusion 
2c. Option 2b, plus allow portability of the unified credit between 

spouses . 
2d. Option 2b, plus increase the amount exempted by the unified 

credit plus QFOBI to $2.5 million 

-$60 
-$32 

I 
-$35 
-$35 

Option ~,: Lower Rates 
3. Option 2b, plus a flat tax rate of 39.6% -$45 

Options to Reduce Revenue Cost (see appendix) .' I 
Convert the state death tax credit to a deduction· +$45 
Budget Proposals·· ~$2 
Phase-in the increase in the exempt amoun!"u +$30 

·This was included in the Democratic Alternative, therefore is assumed in the options! under 1, 
2, and 3. Those options would cost about $45 billion more if the state death tax credit were 
retained. 

··The Democratic Alternative also includes two additional Budget proposals that raise about $7 
billion over ten years. .. 

···The ph,ase-in is included in the revenue estimates for options 2b-2d, and 3. They would cost 
about $30 billion more without the phase ,in. 

Note: These estimates are very rough and subject to significant revision. 
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Appendix: PossibJe Estate Tax Offsets 

The House Democratic alternative includes over $50 billion in revenue offsets, some from the 
Administration's budget, which make it possible to immediately raise the unified crclIit, reduce 
rates, and extend relief to farms and smaUbusinesses without sacrificing fiscal respdnsibility. 
Additional offsets exist in the budget; more controversial options could raise even m'ore 
revenue. 

On tax policy grounds, there is a compelling argument for broadening the estate tax ibase to 
pay for rate reduction and a higher exempt amount. A substantial portion of estate planning is 
done to ensure the orderly transition of assetS and would be done even in the absencb of the 
estate tax. However, some taxpayers engage in contortions to avoid the estate tax tt1at are 
costly and inefficient, and result in horizontal inequities among estate taxpayers. H6wever,

I 

powerful interests benefit from estate tax planning and would presumably resist fundamental 
tax reform. (They presumably are also not thrilled about repeal, although iricentive~ to engage 
in estate, planning for income tax avoidance and other purposes would remain.) Trahsition 
rules to accommodate those who have already engaged. incostIy tax planning could ~e complex 
and reduce the revenue gain from reform. 

Revenue Raisers in the House Democratic Alternative 

" Eliminate the state death tax credit and allow a deduction for all state death taxes paid. . .. . . . I 
(Raises about $45 billion over ten years-roughly the cost of the 20-percent mte reduction 
in the Democratic alternative.) 

State revenues would almost certainly fall as a result of this provision. Under current law, 
state deuth taxes are creditable against the federal tax, up to a limit. . States generall~ levy . 
death taxes equal to the federal credit, thereby shifting revenue from the federal govbrnment to 
the state: governments. For example, for the largest estates, the effective Federal mJrginal tax 
rate is 39 percent (rather than 55 percent) and the effective state marginal tax rate is 116 
percent. Most state laws refer directly to the federal credit. Thus repealing the federal credit 
would effectively reduce state revenues to zero. Virtually all states would have to ekct new 
laws tha.t are independent of the federal credit, or forego. this revenue~ States might ~lso . 
compere with one another to enact the most favorable estate and inheritance tax proJisions, the 
very situation that the state death tax credit was designed to avoid. 

Although there was not an outcry from the states about the Democratic alternative, the states 
might be more exercised if the proposal originated with the Administration. FYI. th~ largest 
state death tax credits in 1998 were for decedents from California ($O~Tbillion) and New York 
($0.5 billion). 
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• 	 Provide for the taxation of certain gifts and bequests from expatriates. 

The proposal would impose a transfer tax (at the highest transfer tax rate) on the recipients of 
certain gifts and bequests from expatriates. This provision represents one piece of I 
Representative Rangel's proposal (H.R. 3099) to overlay a mark-to-market regime on the 
current expatriate tax regime. While we support the spirit of this provision, we prefet the 
comprehemsive remedy that was offered in the Administration's FY 2001 Budget. Thb 
Administration's proposal would enact a mark-to-market regime and repeal the curredt 
expatriate: tax regime. It would tax the recipients of certain gifts and bequests from e*patriates . 
at the highest transfer tax rate, but would collect the tax through the income tax systeth (rather 
than through the transfer tax system). 

• 	 Eliminate the ability to claim valuation discounts on account of lack of voting control, 
where the transferor and members of the transferor's family together have voting bontrol. 

I 
The spirit of this proposal is laudable, but it could raise objections from members of the . 
business r.ommunity. 

• Restore the phase-out of the unified credit for estates in excess of $10,000,000. (Included . 
in the Administration's FY 2001 Budget proposal.) 

The restotation of the phase-out of the unified credit for estates in excess of $10,000,000 
would correct a technical error in the Taxpayer Relief Act of 1997 that inadvertently drovided 
a tax cut to estates in excess of $17,184,000. 

• 	 . Eliminate non-business valuation discounts. (Included in the Administration's FY !l001 . 
Budget proposal.) 

The elimination of non-business valuation discounts would ,eliminate the incentive to place 
marketable assets in family limited partnerships or limited liability company and then tbake 
transfers Clf fractional interests in these entities, solely to reduce the value of the assetslfor 
transfer tax purposes. The provision is needed to stop this erosion of the estate tax base. 

Loophole Closers From Budget 

The Democratic alternative included two of the Administration's FY 2001 Budget proppsais, 
that together would raise about $7 billion over ten years. The other revenue raisers froin the 
Administration's FY 2001 Budget proposal include the following: 

• 	 Require consistent valuation for estate and income tax purposes. 

Under current law, income taxpayers may report as the basis of property acquired from a 
decedent a fair market value that is different from the fair market value reported for estate tax 
purposes.· Taxpayers should be required to take consistent positions. The proposal wohld 
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require ei(ecutors to report,the value of assets for estate taX purposes to the heirs; and for the 
heirs to use that value as their basis for income taX purposes. 

• 	 Require basis allocation for part sale/part gift transactions. 

The donor and donee in a part gift, part sale transaction should be required to take consistent 
positions so that no basis is lost or created by the transaction. 

• 	 Conform the treatment of surviving spouses in community property States. 

In a community property State, each spouse is treated as owning one-half of all marital 
,~rope~. Under current law, surviving spouses in com~unity property states receiv~1 a step-up 

m has IS On both the decedent's share of the property passmg to spouse and on the their own 
slUtre of the property. This is inconsistent with the treatment of couples in common l~w States 
who own property jointly. (In those States, the surviving spouse receives a step-up id basis on 

, 	 I . 

only the decedent's share of the property.) The proposal would eliminate the step-up in basis 
on the surviving spouse's share of community property. 

• 	 Include qualified terminable interest property (QTIP) trust assets in the surviving spouse's 
estate. 

Under current law, QTIP trust assets receive a maritaIdeduction in the estate of the first 
spouse to die, but must be included in the estate of the second spouse to die. Some takpayers 
have atteInpted to whipsaw the government by claiming the marital deduction in the fi~st estate, 
and then, after the statute of limitations on the first estate has run out, arguing that thd assets 
are not includable in the estate of the surviving spouse, because of.some technical fla~ in the 
QTIP election. The proposal would require the assets to be included in the estate of the second 
spouse to die, if a marital deduction for QTIP assets was allowed for the estate of the first 
spouse to die. 

• 	 Elimillate the gift tax exemption for personal residence, trusts. 

Under current law, if an interest is retained by a grantor in a trust when other interests are 
transferred to family members, then the retained interest is valued at zero for gift tax purposes 
unless it takes the form of an annuity (GRAT), unitrust (GRUT), or a remainder interest after a 
GRAT or GRUT. However, there is a further exception for the transfer of personal 
residence!~. allowing more favorable treatment of personal residence trusts. Wefavor 
eliminating special treatment of personal residence trusts. 

• 	 Modify requirements for annual exclusion gifts. 

Under current law, gifts of "presentinterests" of up to $10,000 per donee per donor each year 
are exempt from the gift tax. Transfers in trusts are not generally ,gifts of present intetests. 

I , 

However,the decision in Crummey v. Commissioner has allowed transfers in trust to be 
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considered gifts of present interests if the beneficiaries had the power to withdraw th 

even for (mly a very limited period of time (often 30 days or less). The decision in 

v. Commissioner has further allowed for a gift tax exclusion even when the holder of 

withdrawal power is not the ultimate beneficiary of the trust and has no substantial economic 


I ' 
interest in the trust. Typically withdrawal powers are granted to multiple "beneficiaries" who, 
by pre-arrangement or understanding, will never exercise these rights, thus multiplyiI-ig the 
annual exclusion gifts that can be used to transfer assets to the true beneficiary. The proposal 
would conform the gift tax rule to the generation skipping transfer tax rule and allow the gift 
tax exclusion on behalf of an individual only if (i) during the life of the individual, nolother ' 
person may benefit from the trust and (ii) if the trust does not terminate before the death of the ' 
individual, the assets of the trust are included in the individual's gross estate. 

Other Options to Close Estate Tax Loopholes 

• 	 Establish a family attribution rule. 

In valuing transfers of interests in business entities, no minority discount will be allo"1ed if the 
transferor owns more' than 50 percent of the entity including the current transfer and all prior 
transfers to related persons, including transfers in trust to related persons (whether or bot for 
adequate eonsideration). This would eliminate the incentive to make gratuitous transfJrs solely, 

, for the purpose of obtaining minority discounts and eroding the estate tax base. 

• 	 Eliminate the special gift tax treatment for grantor retained annuity trusts (GRA Ts) and 

grantor retainedunitrusts (GRUTs). 


Under current law, if an interest is retained by a grantor in a trust when other i,nterests are . 
transferred to family members, then the retained interest is valued at zero for gift tax ~urposes

I 

unless it tilkes the form of a GRAT or GRUT. We favor elimination of the exception for 

GRA Ts a11d GRUTs in part because they involve the use of actuarial tables that the taipayer 

(with better information about his or her own situation) can nearly always game to his :or her 

advantage. Repeal of this exception would also eliminate the incentive to engage in several 

forms of e:state planning that are only used to gain a tax advantage. 


• 	 Repeal the estate tax deduction for interest and expenses for management and conservation 
of the estate aSsets. 

,These deductions should not reduce the estate because they' accrue after the date of death and 
relate to the ongoing management of assets, rather than to the costs of transferring the kssets. 
To the extent allowed by law, these deductions may be taken on the estate's income tai return. 

. 	 \ i 
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• Repeal the NIMCRUT provision for charitable remainder trusts. 

" 
This would repeal the provision that allows a charitable remainder trust to pay out th~ lesser of 
trust income or the unitrust amount and "make up" the shortfall in a later year when income 
exceeds the unitrust amount. The net income unitrust would still be permitted, but nd make up 
provision would be allowed. 
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.. 2000-SE-006564 


June 21, 2000 

MEMORANDUM FOR THE PRESIDENT 

FROM: LAWRENCE H. SUMMERS 
GENE SPERLING 

SUBJECT: Estate Tax Issues and Options 

This memorandum briefly describes the current legislative status ofestate tax repeal an~ 
discusses the three options you asked us to examine for refonning the estate tax: raise tpe exempt 
amount, lower marginal tax rates, or enact carryover basis and repeal the estate tax. This memo 
emphasizes factual information about alternative estate tax relief proposals; your econdmic 
advisers believe it is important to have a strategic discussion about how we would make a 
proposal or an offer on the estate tax. . I 
Legislative Background 

The House recently approved the Death Tax Elimination Act (H.R. 8) by a vote of 279-136, with 
65 Democrats voting in favor ofpassage. H.R.8 would repeal the estate and gift taxe~ gradually 
over a 10 year period. You· sent a letter to Speaker Hastert and Minority Leader GepHardt before 
floor action saying that you would veto estate tax repeal. (We have attached a memo ,1that briefly 
describe:s and analyzes the House Democratic alternative). 

Senate Majority Leader Lott has discussed taking H.R. 8 directly to the floor, bypassmg the . 
Finance Committee. This could occur as early as next week, although Senator DascHle reported 
at a Democratic caucus meeting yesterday (attended by Secretary Summers) that thiS!iS unlikely 
based upon his conversations with Senator Lott. . 

Senators Daschle, Moynihan and Baucus are presently formulating a Democratic alternative. 
. I 

They appear to favor an option that would (1) increase the amount exempt from tax (currently at 
$675,000) over time to $1.5 million per individual, (2) increase the special exemptidn amount for 

. . I 

family farms and small businesses (currently at $1.3 million) to $2.5 million, and (3) provide 
"portability," that is, allow the second spouse to die to use the portion of the unified/credit and 
the farnily farm/small business exception not used by the first spouse. At the caucus, many 
Senators expressed support for this type of approach. Several others argued that thd best counter 
to estate tax repeal would be a package ofmiddle class tax cuts or benefits, such as Iyour College 
OppOl1unity Tax Cut, long term care credit, or prescrip~on drug benefits. Senators Feinstein and 



Boxer want .a special estate tax exclusion for principal residences. Senator Kerrey spoke in favor 
" " 

of repeal. He and eight other Democrats are cosponsors ofan estate tax repeal bill. 

Discussion of Options 


1. . IncTlease Exemption Amounts 

" Retarget the. Estate Tax atVery Wealthy People 

Under current law, the so-called "unified credit" allows up to $675,000 in value to be excluded 
I 

from tax. This exemption amount is scheduled to increase by 2006 to a level where $1 million is 
excluded from tax. That wouldresult in an estate taxpaying population in 2010 equal to about 2 
percent of all decedentg-,-the same level it is at now. . 

AD. increase in the unified credit would further reduce the number of estate taxpayers and assure 

. that it applies to only the truly wealthy. We believe it is the fairest, most efficient way to brovide 


estate tax relief. For example, an approach similar to that currently beIng considered by Senate 

Democrats-immediately implementing a $1 million exclusion in 2001, phased up to $1.5tnillion 


. I 

by 201 O-would cut the number of estate taxpayers by about 33 percent in 2001 compared with 
current law, and by about 45 percent in 2010. T,hat is, over 16,000 people would be remored 
from the estate tax rolls in 2001, and more than 24,000 would be removed in 2010. Moreover, a 
tax credit priJVides the same tax reduction to someone with a $1.5 million estate ~t~ som1eone 
with a $15 million estate. This option would cost about $40 billion over ten years. A sloJer 

"phase-in could cut the cost to about $25 billion., (See attached table). 

Provi'de Targeted Relief for Farmers and Small Businesses 

Current law provides special estate tax treatment to family farms and small businesses. Fvst, Ii 
special exclusion is provided for the value of up to $1.3 million ofcertain qualifying family 
farms and small businesses. Second, special valuation rules are provided for real propert~ used 
in a qualified farm or business. Third, taxes attributable to farms and small business may oe 
deferred and paid in installments over 14 years at below-market interest rates. 

In 1998, only an estimated 642 taxable estates were comprised primarily of farm assets, and only 
an"estimated 521 taxable estates were comprised primarily of closely-held business assetsJ " 
About 96 percent ofthese estates with family farms were worth less than $5 million;'11 ~ercent 
of these estates with businesses were worth less than that amount. Thus, we believe with ~ 
relatively modest increase in the special exclusion amount (e.g., raising the exempt amourlt to $5 
million for couples and $2.5 million for single taxpayers) that virtually ~l family farms add a 
substantial percentage of small business could avoid the estate tax. I This would remove the ' 
strongest political argument that the Republicans have for full repeal- the adverse effect 6n 
passing family farms and small businesses between generations. This type ofproposal wduld 
add about $5 billion to the cost over 10 years. ' 

IFor technical reasons, the exact number of small businesses and family farms could be different from the numbers 
given above. 
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Make the Estate Tax Simpler and Fairer (portability ofUnified Credit) 

Under current law, much estate tax planning is involved in maximizing the benefit to couples of 
the unified credit-that is, to ensure that they could exclude'the entire $675,000 per spouse­
making for what is effectively a $1,350,000 unified credit for the couple. Married individbals 
who leave their entire estate to a surviving spouse effectively sacrifice the first spouse's uhlfied 
credit-that is, the couple gives up the opportunity to bequeath $675,000 to their heirs ta~ free. 

, Thus, similar couples can pay very different amounts of tax depending on whether they h~ve 
seen a tax lawyer. Wealthier people may pay tax at a lower rate because they are more li~ely to 

, ' I 

have expert estate planning advice. Thus, the complexity of¢.e estate tax law creates both 

horizontal and vertical inequities. ' 


As part of a fiscally responsible package, we would recommend allowing portability ofthe 
unified credit, so that the second spouse to die could use any portion of the unified credit iliat 
was unused by the first spouse. Thus, if the first spouse leaves his entire estate to his wifci and 
zeroes out his taxable estate due to the marital deduction, his wife's estate could claimcnMits , I 
that would exempt up to $1,350,000 ofestate from tax (using both her husband's and her pwn 

, credit). In combination with the increase in the unified credit. portability would. when fully 

phased in. anow a couple to exclude up to $3 million of assets from tax, without any estatk tax 

planning. Portability would add about $5 billion to the cost of estate tax reform over ten ~ears. 


Provide Transitional Targeted Relief for Homeowners 

Legislators in areas where house prices have greatly appreciated have stressed the importance of 
providing relief for homeowners who are house rich but don't feel wealthy. This is partichlarly 
important to the California delegation. ' 

Some have proposed an exclusion ofup to $500,000 per spouse of home equity from estate tax. 
Such a proposal could res~1t in highly inefficient tax sheltering activity. For example, thel 
exclusion could induce renters to purchase homes solely as an estate tax shelter, or cause older 
people who move to retirement homes, assisted living. or nursing homes to hold onto theit 
principal residence solely for tax purposes. Those who have to move out of their homes, ~ecause 
of an extend,edstay in a nursing home; would reasonably view a preference for those healthy 
enough to stay in their homes as unfair. 

, Senator Feinstein apparently has a different concern than the rest of the delegation. Her staffhas 
told us she wants to exclude the full value of residences when they are left to children whrl ' 
continue to Hv~ in the home after the parent's death. , ,I 
One possiblt:: alternative for addressing this issue would be to allow transitional relief (in the 

, - . I 

form' of a sp(!cial exemption amount) for current homeowners' until the higher unified credit 
proposed above is fully phased in. Once the increased unified credit is fully phased in corhbined 
with portability, taxpayers would be able to exclude up to $3 million 'of housing equity (arid 
other assets), which should be sufficient. Such an option would add about $1 billion to thb cost 
of the package over ten years. 
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2. Reduce Marginal Tax Rates 

Rate reduction is expensive and provides a disproportionate share of the benefits to the very 
wealthiest estates. The 20-percent across the board rate reduction done by the House Derhocrats 
would have cost $50-60 billion over ten years; a flat 40 percent rate would cost anadditiohal $30 
billion or more. In contrast, the options outlined above all help the least wealthy estate 
taxpayers. 

Federal estate tax rates are inflated by the fact that they effectlvely cover state inheritance and 
estate taxes as welL This is because current law allows state inheritance and estate taxes to be 

. credited against the federal tax, up to a limit, which varies by 'size ofthe gross estate. Thd 
federal tax credit effectively rebates the state taxes. As a result, all states currently levy I 
inheritance and estate taxes that are equal to or greater than the maximum federal credit al10wed 

. for each estate. 

Thus, in contrast to the federal income tax, the federal marginal rate effectively includes both the 
federal tax mid the state tax. For example, by providing.a 16-percent state death tax credi~ fotthe 
largestestate:s, the statutory federal marginal estate tax rate of 55 percent combines an effJctive 
16 percent state tax tate and a 39 percent effective federal estate tax rate. 

The House Democratic alternative would finance federal estate tax rate reduction by replacing 
. the state death tax credit with a deduction for state inheritance and estate taxes. This optioA could 
cause many states to repeal or sharply curtail their inheritance and estate taxes. Such taxeJ are an 
m:port~t sour~e ofrevenue in many states, including California, ~lorida, an~ NewYork.\Thus, 
thiS optIon, which sharply reduced the cost of the House Democratlc alternatIve could be v.ery . 
controversial with the States. 

It is also important to:note that,because ofmany deductions and credits, the average estate tax 
rate is much lower than the statutory rates. Total estate tax liability in 1998 equaled about 125 

. I
percent ofth(} value oftaxable estates. (This number does not reflect the loopholes that reduce 
the size ofgross estates.) 

3. Repealing Estate Tax and Enacting Carryover Basis 

The carryover basis option would repeal the estate tax, but essentially require that capital gains 
are eventually paid on all assets, rather than being forgiven at death. This proposal has I 
considerable policy merit, insofar as it would address a serious defect in the income tax, would 
reduce the im:entive for people to hold assets until death, and would still defer tax on assetJ that 
are not sold--addressing a concern of farmers and business owners. 

However, itis politically infeasible because it would raise taxes on hundreds of thousands of 
heirs with appreciated property who would not otherwise be subjectto the estate tax under I 
current law -:--all of those with appreciated property worth less than the estate tax exclusion.2 

'The Republic", _",01 (H.R. 8) avoided taxing those not subject io "'tare tax by allowing l"ge e,,,",,L.. 
from the carryover basis rule. For each decedent, up to $3 million in property passing to a surviving spoJse and 
up to $1.3 million in property passing to other beneficiaries would receive a step-up in basis. 
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Also, since capital gains tax would be levied at low rates (generally 20 percent or less) and 
deferred until the asset is sold, it would raise far less revenue in the budget.window thab the 
estate and gift taxes it would replace. Finally, heirs ofproperty that had passed through Imultiple \ 
generations would have a nearly impossible task-measuring their capital gains (as would the IRS 
in trying to administer the provision). The concern about complexity was a major facto~ behind 
.' 1 

the public outcry about carryover basis when it was enacted in 1976, which led to its delay and 
ultimate repeal before it could become effective. 

Recommendation 

Encourage Senate Democrats to adopt an alternative similar to the option currently favored by 

. Senators Daschle, Moynihan and Baucus. This approach would have several elements Jnd 


would acc()mplish several important objectives that would have political appeal. . I 

~ Immediately increase unified credit to$l million and increase to $1.5 million by 2010. 

. " I . 
Unllike H.R. 8, the immediate increase in the unified :credit will remove one-third of 
esUltes from the estate tax and provide significant relief to others. I 
Continuing to increase the unified credits would significantly reduce (by 2010, about half 
of) the number ofpeople who are subject to the estate tax, so that it is targeted at the truly 
wealthy. 

~ Increase the family farm and small business exclusion from $1.3 million to $2.5 million. 

- This would address the special concerns of family f~ers and small business olers and 
would allow virtually all family farms and a significant percentage ofsmall busiriesses to 
avoid the estate tax. 

, ~ Allow the estate of the second spouse to die to use any portion of the unified credit and 
family farm/small business exclusion not used by the first spouse. 

This increases fairness and significantly simplifies the tax so that those who do not 
engage in costly estate tax planning will not be disadvantaged . 

. In total,this package would cost substantially less than H.R. 8 (particularly in the out years). 

This approach would cost somewhere between $35 billion and $50 billion depending on ~ow 

quickly increases in the unified credit are phased in. In 2010 and beyond (i.e., when full tepeal 

would take effect in H.R. 8), this approach would cost less than one-fifth as much as full tepeal 

($10 billion a year as compared to $50 billion). 


We also believe that it may be important politically to provide targeted relief for homeowners 

who seem wealthy simply because their homes have vastly increased in value. This is . I 

particularly important in California, where housing prices in various areas have skyrocketed. 


. . . . I
Senate Democrats do not have any prOVISIOn targeted at homeowners. We, however, recommend 
that the Administration publicly reiterate its support for the concept oftargeted relief for s'uch 
homeowners. 

-$­

---- .--.--.......... _...._._-­



Finally, we should seriously consider the context under which we should present any estate tax 
. refonn proposal. Your economic advisers have been discussing whether we should suJport a . 
more progressive and targeted approach to the estate tax as a stand-alone measure or whether we 
should offer limited estate tax relief in exchange for targeted, middle-class oriented tax buts, ·like 

. the Earned Income Tax Credit, long-term care tax credits, or the college opportunity tax! cut. We 
will be discussing further strategic options with you as we develop them. 
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Appendix 1. Bouse Democratic Alternative 

Democrats on the Ways and Means Committee proposed an alternative option to reform the 
estate tax. It would immediately raise the exempt amount from $675,000 to $1.1 millioh; and 

. raise the exemption to $1.2 million in 2006. It would reduce estate tax rates across the 50ard by 
20 percent, so the top rate would fall from 55 percent to 44 percent, and pay for this by I 
converting the state death tax credit to a deduction. It would exempt up to $4 million Ofi\Small 

. farm and business income (QFOBI) for a couple ($2 million for singles). It would limit the 
revenue cost by closing some estate tax loopholes and converting the QFOBI deduction to an .. 
applicable exclusion amount. Two of the proposals to close loopholes were proposed in our FY 
2001 budget. 

Details 

• Reduce all tax rates (except for the 5% surtax) by 20 percent. The resulting stat~toryl rates 
would range from 32.8% on estates under $1,250,000 to 44% on estates of $3,000,000 or 
more. 

• 	 Modify and expand the qualified family owned business interest (QFOBI) benefit. 
Change the QFOBI deduction to an applicable exclusion amount. . 
Iricn~ase the applicable exclusion amount (the amount exempted by QFOBI plus the .. 

. unified credit) from $1.3 million to $2.0 million.3 
. • \ ... 

Allow the second spouse to die to use the QFOBI exclusion amount not used by tlie first 
spouse to die? provided that the first spouse also qualified for but did not make thd\ 
QFOBI election. " . 

.: 	 1 
• 	 Increase the amount exempted by the unified credit to $1,100,000 for 2001 through2005, 

and to $1,200,000 for 2006. 

• Eliminatl~ the state death tax credit and allow a deduction for all state death taxes paid. (See 
discussion of issues raised by this pr<?p'osal below.) 

• 	 Provide tor the taxation"of certain gifts and bequests from expatriates. 

• 	 Eliminate: the ability to claim valuation discounts on account of lack of voting control, where 
the transferor and members of the transferor's family together have voting control. 

• 	 Restore the phase-out ofthe unified credit for estates in excess of about $16,000,000. 

(Included in the Administration's FY 2001 Budget proposal.) 


3 Note that QFOBI effectively substitutes for the unified credit for estates with qualifying farmS and businesses 
. valued at more than the amount exempted by the unified credit. Thus, for example, a person whose qualifying 

business was valued at $1.5 million would have a credit equal to the tax liability on that amount. If the business 
was worth $5 mi.llion, the credit would exempt $2 million of assets. Note that the QFOBI exemption is nm in 
addition to the gi~neral unified credit. 

- 7­



• 	 Eliminate non-business valuation discounts. (Included in the Administration's FY 2001 
Budget proposal.) 

Cost: About· $30 billion over 10 years. 

Discussion: Unlike the Republican proposal (H.R. 8), the estate tax relief in the Democratic . 
alternative is effective immediately. Thus revenue costs are apparent, and not hidden oJtside of 
the budget window. All estates that are now taxable would benefit from the reduction id tax 
rates, and a.ll but the very largest estates would benefit from theincreases in the unified ~redit. 
Additional relief would be targeted to qualified famity owned business interests (QFOBI~. 

We believe that much of the animosity toward the transfer tax system stems from the top\ .. 
marginal rates that are in excess of 50 percent. By ,keeping the top rate at 44 percent (with a ' 
marginal rate of 49 percent in the region where the unified credit and graduated rates are ;phased 
out), the Democratic alternative ensures that no taxpayer will owe more than half ofhis dr her 
taxable estate to the government. 

The propos~tl is paid for in part by.the conversion of the state death tax credit to a deduction. We 
I 

would expec;t state revenues to fall as a result of this provision. Under current law, state death 
taxes are cn~ditable against the federal tax, up to a limit. ,States generally levy death taxe~ equal 

. to the federal credit, ther~by shifting revenue from the federal, government to the state \. 
governments. For example, for the largest estates, the effective Federal marginal tax rate ,is~9 
percent (rather than 55 percent) andthe effective state marginal tax rate is 16 percent. Mqst state 
laws refer directly to the federal credit. Thus, repealing the federal credit would effectively 
reduce state revenues to zero. Nearly all states would have to enact new laws that are ' \ . 
independent of the federal credit, or forego this revenue. States might also compete with one 

. another to enact the most favorable estate and inheritance tax provisions-the very situati6n that 
the state death tax credit was designed to avoid. . .. . \ . 

- 8­
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DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 

'SECRE-r:ARY OF THE TREA:5URY 

June 27, 2000 

MEMORANDUM FOR THE PRESIDENT 

FROM: Lawrence H. summersN ., 
SUBJECT: 'Options to Reduce Top Estate Tax Rates 

Summary 

In response to your request, this memorandum considerS two options for reducing top estate tax 
rates. The first option would replace the progressive schedule of estate tax rates that exists under 
current la'\iY' with a flat 39.6 percent rate-the top individual income tax rate. The second option 
would cut estate taX rates 'across the board by 20 percent, retaining the progressive rate ~1ructure, . 

. I 

but cutting the top rate from 55 percent to 44 percent. That option was included in the, House 
Democrat's estate tax proposaL '. I 

In stunmalt'Y, either option to reduce rates would cost roughly $90 billion over ten years ifmade 
effective in 2001; Between two-thirds and four-fifths of the benefits of tax rate reductiob would 
go t? estates larger than $5 ~llion. If combined.with options to ~move s~aller estates) and 
famIly-owned farms and busmesses from the estate tax rolls, as discussed m the June 21 memo, 
the total cost could increase into the $120 to $140 billion range. .' . 'I 
By comparison, the House Republican estate tax repeal bill was scored as costing about $100 
billion ovc~r ten years. However, the revenue estimate for the House bill hides most of its cost 
because rc;:peal would not become fully effective until 201 O--and not show up on estate: tax 
returns until 2011. When fully phased in, the annual cost ofrepeal is around $50 billion ~ 
year. The comparable annual cost for rate reduction would be one quarter as much-a~out $12 
billion per year. 

Although it is true that estate tax rates appear to be quite high, ranging up to 55 percent for large 
estates, that appearance is somewhat deceptive. The statutory rates under the federal t3f include 
both state and federal components, because state inheritance and estate taxes are rebated by , 
means ofa federal tax credit. For the largest estates, the 55 percent statutory tax t'?te inbludes a 

I Ways and Means Democrats proposed on June 9, 2000 to: (1) raise the amount exempt from estate tax from 
$675,000 to. $1.1 million in 2001, and to $1.2 million in 2006; (2) reduce estate tax rates 20 percent; and, (3) raise 
the amount of small farm and business assets that is exempt from tax from $1.3 million to $2 million peri estate ($4 
million per couple). It would limit the revenue cost by replacing the state death tax·credit with a deduction " 
(discussed below) and closing some estate tax loopholes. 



16-percent state rate plus a 39-percent net federal rate. That 39-percent net rate compares 
favorably with the 3~.6 percent top individual income tax rate. Moreover, the one-time bstate tax· 
is intended as a backstop against the effects of lifetime tax avoidance. whereas the incoxbe tax is 

. I • 

assessed rumually. Thus, arguably. federal estate tax rates are not excessive when all thfugs are 
considered. . 

Recommeilldation 

Given those considerations and thehigh cost and regressivity ofestate tax rate relief. wei 
recommend that estate tax reform focus instead on removing small estates. family farms, and 
family-ow11ed businesses from the tax rolls. That targeted relief, which would benefit all estate 
taxpayers, could be accomplished at relatively modest cost by raising the unified credit ~d ': 
increasing the tax-free allowance for fantily-owned farms and businesses. 

Attachment 
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Option 1: Flat ,39.6 percent rate 

Under cim:ent law, marginal estate tax rates range from 37 percent on taxable estates under 
, , I 

$750,000 to a top rate of55 percent on estates in excess of $3,000,000. A 5-percent surt:a:x, 
designed to phase out the benefit of graduated estate tax rates, applies to very largeestafes (over 
$10 million). "I 

Under the option, a flat 39.6 percent rate would replace the progressive rates and surtax. lbat 
rate would equal the top individ~ income tax rate, and would help defuse the argument that the 
estate tax is confiscatory. 

The proposal would provide the largest tax cut to estates over $3,000,000, and an especiaIly large, 
tax cut for those estates over $10 million that are currently subject to the 5-percent surtaf. It ' 
would provide little or no tax relief for smaller estates. In 2010, estates larger than $5 million 
would receive 80 percent of the benefit of this option. " I 

,The proposal would cost about $90 billion over ten years if effective in 2001. 

Option 2: Cut tax rates across the boai-d by 20 percent 

The House Democratic alternative proposed to reduce all tax rates (except for the 5% surtax for , 
very large estates) by 20 percent. The resulting statutory rates would range from 29.6 ~cent to 
44 percent. This option would retain a progressive rate structure while somewhat constn!uning 
the revenm:: cost;by assessing lower estate tax rates than Option 1 on estates smaller tharl. $2.5 
million and higher rates on large estates. In 2010, estates larger than $5 million would nkeive 
two-thirds of the benefit of this option. 

'" The proposal would also cost about $90 billion bver ten years. If the top rate were 1imltt¥i to 
39.6 percent (as in Option 1), a progressive rate schedule woUld cost more than $100 billion. 

, Possible Rlevenue Offset: Replace state death tax credit with a deduction. 

The House Democratic alternative would have eliminated the state death tax credit and allowed a 
, deduction for all state inheritance and estate taxes paid. We ~ould expect revenues from ~uch 

taxes to faU as a result of this provision. Under current law, state death taxes are fully cr~table ' 
against the federal tax, up to a limit. The federal tax credit effectively rebates the state takes. As,' 
a result, all states currently levy inheritance and estate taxes that are equal to or greater tHan the 
maximum federal credit allowed for each estate. 

The logic behind repeal of the state death tax credit is that the federal marginal estate tax ,rate 
effectively includes both the federal tax and the state tax. A$ a result, under current law, the 
federal government is "blamed" for both its own tax and the embedded state tax. For exa\mple, 
by providing a l6-percent state death tax credit for the largest estates, the statutory federJI ' 
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marginal estate tax rate of 55 percent combines an effective 16 percent state tax rate and a 39 
percent effective federal estate tax rate. 

Most state laws refer directly to the federal credit. In those states, repealing the federal credit 
w~uld effectively reduce state revenues from inheritance and estate taxes to zero. Statesl would 
have to enact new laws that are independent of the federal credit, or forgo this revenue: They 
might also compete with one another to enact the most favorable estate and inheritance tax . 
provisions-the very situation that the state death tax credit was designed to avoid. 

Although 1here was not an outcry from the states about the Democratic alternative, the states 
. 'might be more exercised if the proposal originated with the Administration. The largest;amollIit 
of state dea.th tax credits in 1998 were for decedents from California ($0.7 billion), Florida ($OS' 
billion), arid New York ($05 billion). . , 

Replacing the state death tax credit with a deduction would r~duce the cost of rate reducpon by 
around $65 billion over ten years. Note that the Administration's budget proposed $9 billion of 
loophole closers that could also be used to reduce the net cost of estate tax reform. Hou~e 
Democrats proposed $7 billion ofthose offsets. 

-4­
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Cf.[APTER ONE: FISCAL DISCIPLINE 
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( 

THE SECRETARY OF THE TREASURY .,.. 
WASHINGT9N 

January 21, 1993 

MEMORANDUM FOR: THE PRESIDENT 

FROM: 	 LLOYD BENTSEN 

It is important that we avoid putting public pressure on the 
Federal Reserve Board to ease monetary policy. Their historical 
sensitivities on "independence". and the internal politics the~e 
are such that this actually makes it harder. for the Fed to 
accommodate our fiscal policy. 

. The prE!SS is accustomed to public confrontation between ithe
lExecutive Branch and the Fed and is eager to stir the pcit again. 

-	 I, !The New York T1mes, for example, tr1ed to do so on Monday. Ewen 
indirect coIilll1.ent:.s by senior members of the economic team will be 
blown out of proportion. 

Our stance should be that we both have the same goal: 
balanced fi~;cal and monetary policies which ,will promote non­
inflationary growth. We expect to work cooperatively. 

cc: 	 The Vil:::e President 
OMB Director Panetta 
Chairperson Tyson 
Assist,ant to The President for Economic 

Policy, Bob Rubin 
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THE DEPUTY SECRETARY OF THE TREASURY 

WASHINGTON 

February 6; 1996 

MEMORANDUM FOR THE PRESIDENT 


THROUGH: ROBERT RUBIN ~ .'2... \2... 


FROM: LAWRENCE SUMMERs#' 


SUBJECT: Gold Standard and the Economy 


Steve Forbes has talked about returning America to the gold standard. You asked 
what this would mean. Here are some key points: 

A gold standard is a system under which the only aim of U.S. monetary policy is to 
keep the value of the dollar constant when measured in gold. 

• 	 Monetary policy is used to keep the gold price ofthe dollar fixed, and as long as 
monetary policy is used for this purpose it cannot be used for anything else. 

• 	 Under a gold standard, interest rates cannot be reduced to try to stop (or at least 
ameliorate) a recession -- had the U.S. been on a gold standard, the Federal Reserve-

I 

produced reductions in interest rates that have been used to fight every recession since' 
1950 would have been next to impossible. 

• Under a gold standard, interest rates cannot be reduced to try to stop a wave of bank 
failures -­ had the U.S. been on a gold standard, the beginning of the 1990s woJld 
have seen a large wave of commercial bank failures. 

• In fact, the recent definitive history of the Great Depression by Berkeley professor 
Barry Eichengreen, Golden Fetters, gives the gold standard the lion's share of t~e 
blame for the failure of governments to prevent the bank failures that deepened the 
Great Depression. 

• Politicians' beliefs in the gold standard were the "golden fetters" that kept them ,from 
taking the steps needed to keep the Great Depression from becoming a decade-ldng 
catastrophe. 



l 
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The U.S. would lose control of its money supply under a gold standard. 

• 	 Inflation or deflation in the U.S. would depe~d on con~ditions in the gold market · 

• 	 The wor'ld's largest source of gold is South Africa: the principal determinant o~ 
inflation or deflation in the U.S. under a gold standard is the state of South African 
politics as it affects gold production. Political crisis in South Africa means deflJtion­

. 	 <,
-and probably depression -- in the United States. . 

• 	 The world's second largest source of gold is Russia: the secondary determinant 
inflation or deflation in the U. S. is the state of Russian politics as it affects gold 
production. I 

of 

• 	 The third important factor influencing the world's supply of monetary gold is Chinese 
politics: instability in China that led to an increa,se in gold hoarding could also 
generate deflation -- and perhaps depression -- in the United States. 

• 	 In the early 1970s no one imagined that a decade-long economic crisis in the U.S. 
could be set in motion by the combination of an Arab-Israeli War, aU.S. policyl to 
build up the Iranian military, and the key role played by oil in the U. S. energy sector. 
Adopt a gold standard and the health of the U.S. economy is once again made hbstage 
to overseas political developments in less-than-stable countries. , 
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DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 20220 


November 29, 1995 

rTI08MEMORANUUM FOR SECRETARY RUBIN 
DEPUTY SECRETARY SUMMERS 

fJJJFROM: 	 Glen Rosser -----­
Deputy Assi¥~cretary 
(Economic Policy) 

CC: Sylvia Mathews 

SUBJECT: Medicaid Program 

Given all the discussion of late involving Medicaid I thought that ~ht be useful for you to 
have this short summary of the program as a review. ( IfJ-- . 

.. 

The Medicaid Program 
I 

• 	 Medicaild is a joint Federal and State entitlement program t medical setyices to 
low.:income, disabled and elderly individuals. There e 33. n people enrollrd in 
Medicai:d in 1994 at a total cost of-$138 billion; Federspen 'ng was $79 billion. CBO 
predicts Federal Medicaid spending to be almost $100 billion i 1996.. 

• 	 Subject to Federal guidelines, each State: 
Wl,.l 

(1) establishes its own eligibility standards; e..r & r I't " ........? 
(2) determines the type, amount, duration, and scope ofservices; 
(3) sets the rate ofpayments for services; and 
(4) administers its own program. 

As a result, Medicaid '~hould be viewed as 50 distinct programs. 

• 	 In general, States are required to provide medical services for certain groups of 
individuals, primarily individuals receiving Federally assisted income maintenance 
programs (AFDC, SSI). States are also required to cover children under 6 years old and 
pregnant women in families with income up to 133 percent of the Federal pover:ty ldvel. 

. 	 . I 

States must also cover children up to age 19 born after September 20, 1983 in families 
with incomes below 100 percent of the Federal poverty level. In addition, States ha~e the 
option of setting up programs for other individuals who do not qualify under the ab6ve 
conditions. 

EXECUTIVE SECRETARIAT 
I 
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• In 35 states, Medicaid covers nursing home care for non-poor elderly. In order to Hualify, 
individuals must require nursing home care and have income and assets below a le~el set 
by the State, subject to Federal guidelines. Individuals whose assets are greater th~ the 
State limit,must pay for nursing home care out-of-pocket ("spend down") until their asset 
level falls below the State limit. 

• The Federal share ofMedicaid expenditures is determined by a statutory formula. States 
with a lower per capita income have a higher matching rate. The minimum Federal 
matching rate is 50 percent and the maximum is 83 percent. 

• In 1993, roughly 30 percent of recipients were aged, blind, or disabled; almost 70 ~ercent 
of payments were on behalf of these beneficiaries. Roughly 70 percent of the recipients 
were either children or qualifying adults in families with dependent children, receivihg 30 
percent of payments. 

• General inpatient hospital services and skilled nursing facility services are the largest 
expenditures, each accounting for 25 percent ofpayments in 1993. 

Financial Status ofMedicaid 

• Medicaid is currently one of the fastest growing programs in the Federal Budget. Federal 
Medicaid spending rose at annual average rate of 18 percent from 1988 to 1994, 
increasing from 2.5 to 5 percent of total Federal outlays. In addition, Medicaid is 
becoming an increasingly important source ofFederal funds for States. In 1994 Medicaid 
constituted nearly 40 percent ofFederal grants and aid to the States. 

The Administration's Approach 

• 
. 

The Administration's budget calls for $54 billion in Medicaid savings over the next seven 
years, with $150 billion in Federal Medicaid spending in 2002, for a 1995-2002 artn~al 
average increase of 8 percent. 

• 	 The Administration is proposing a per capita cap on Medicaid spending. This would 
provide states with a fixed amount ofmoney per MedicaId recipient in a particular I 

category (say $X per' eligible child and $Y per eligible disabled adult). This would allow 
states to expand the eligible population and cover more individuals in response to thb 

I 

business cycle without reducing per capita spending. Block grants would not provide this 
same flexibility. 



The SecretarY of ilie Treasurv 
0/ ~ 

December 4, 1995 

NOTE FOR GLENN ROSSELLI 

FROM: BOB RUBIN 

Thank you. I kept last page, 
to keep numbers. 

Why isn't this enormously 
powerful, politically. 

Attachment 
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DEPARTMENT OF,THE TREASURY 
WASHINGTON, D.C. 20220 

December 5, 1995 

. MEMORANUUM FOR SECRETAnynIN INfO 
FROM: Glen ROSS~ 

Deputy Assistant Secretary 
(Economic Policy) 

CC: Sylvia Mathews 

SUBJECT: Medicaid 

Our Medicaid proposal has three components: a per capita cap; increased flexibility for 
reduced and re,·targeted disproportionate share hospital (DSH) spending, What follows is 
summary review of the main points ofour proposal and a comparison ofour provisions 
would enhance program flexibility with those endorsed by the National Governor's 

Under a per capita cap, the federal guarantee of coverage would be retained, and 
spending per beneficiary would be federally matched up to a set level. The cap 
would be set using spending per beneficiary in base year, increased by an annual 
growth limit. " 

. States would be given increased flexibility to manage their Medicaid prdgrams, 

DSH payments would be limited in size and retargeted.' 

PER C.APITA GROWTH liMITS POLiCY 

A "per capita cap" is a policy designed to limit federal spending without risking the loss 
coverage. It works by setting for each state a federal spending "cap" per beneficiary, 
adapts automatically to the size and type ofMedicaid beneficiary population that the 

The "cap" would be the estimate ofwhat the spending for a group of beneficiaries would 
been had spending growth per beneficiary been limited to a specified index, such that the .,...... n.11nf" 

of savings from the limits and the DSH program restructuring equals $54 billion over the 
period, If a state's actual spending exceeds the cap, then the Federal government would ' 
only up to the cap using the current federal medical assistance percentage (FMAP). 

\ 

The "cap" would be coupled with enhanced flexibility so that states can be creative in 
control Medicaid costs, 

EXEr.llTtVI= AnI,.,. 



Calculation of the Cap 


The cap would be the product of three components: 


1. Total State and federal spending per beneficiary in 1995, the base year; 

2. An index (for years between the base year and the particular year); 

3. The number of beneficiaries in the particular year. 

To allow for a change in the mix ofMedicaid beneficiaries over time, the cap 
would be calculated using the specific spending per beneficiary and number of 
beneficiaries in four subgroups: the aged, individuals with disabilities, non-disabled 
adults, and non-disabled children. Once the cap is calculated, it is multiplied by the 
federal medical assistance percentage (FMAP) to calculate the maximum federal 
spending per beneficiary in that state. ' 

The per capita cap becomes effective in FY 1997. 

Spending 


Payments for DSH, State Fraud Control units survey and certification, save 

Medicare premiums and cost-sharing, payments to IRS and other Indian health 

provid(;~rs, and the VFC program would be excluded from the cap. 


Most administrative costs would be included in the base year calculation. 


The ba~>e year would be adjusted for disallowances and prior period adjustments. 


Beneficiaries 

Beneficiaries are full-year equivalent individuals enrolled in Medicaid. All 
beneficiaries except QMBs (those qualified Medicare beneficiaries below 100 
percent ofpoverty for whom Medicaid pays all Medicare premiums, coinsurance, 
and deductibles), would be subject to the cap. 

Index 

Growth in spending per beneficiary would be indexed using an inflation-based 
index _.. the five year rolling average of nominal gross domestic product (GDP) per 
capita adjusted with a plus or nunus factor to meet budgetary targets, such that 
the amount of savings from the limits and the DSH program restructuring equals 
$54 billion over the 7 year period. 



ENFORCEMENT 

The cap would be enforced on an aggregate state level, based on the sum of subgroup caps for 
each of the beneficiary enrollment categories. The current reporting requirements would b~ 
modified in order to implement the per capita cap. 

Spending projections for the upcoming quarter would be disaggregated by 
beneficiary group. 

Expenditure, reports would be changed to include enrollment data and to cross­
walk expenditure and beneficiary categories. 

The current system for reconciling actual and allowed spending would be used. 
Quarterly grants would be adjusted as they are currently to reflect updated 
information as it becomes available. The cap would be enforced on an annual basis, 
so that quarterly grant adjustments would only be interim steps. 

Under a per capita cap, a quarterly grant process similar to that used to announce 
DSH allotments would be used. 

STATE FLEXIBILITY PROVISIONS 

States would b(: given increased flexibility in how to manage their Medicaid programs. 

Provider Payment 

The Boren Amendment would be repciiled. It would be replaced, in the case of 
nursing home payments only, with a set of notification provisions that would 
assure that adequate public notice and comments was provided to state residents. 

~ Provide reasonable opportunities for all citizens to appeal and 
, obtain a hearing on State actions; 

HHS would conduct a study to investigate the relationship between 
quality, access and provider payment to address the need for 
adequate access ofMedicaid beneficiaries. 

Repeal other special federal payment requirements. Federal requirements payment 
for obstetrical and pediatric services would be repealed. 

Repeal requirement for States to pay for private insurance when cost-effective 
. States would have the option to purchase group insurance and negotiate their own 
payment rate. 



Delivery systems 

Allow States to mandate enrollment in certain types ofmanaged care 
. delivery systems as State plan option, without the need for Federal waivers. 
States would continue to be required to offer Medicaid enrollees a choice of 
plan or delivery system except in rural areas where choice ofplan could be 
limited. Choice ofproviders within plan would be maintained in rural areas. 
Special provisions would be made for the inclusion oflndian health 
providers and Native Americans in managed care systems. 

Modify managed care quality ofcare requirements by repealing the 75/25 
enrollment composition rule and the independent external review requirement, 
while adding a provision that States would develop a quality improvement 
strategy, consistent with Federal standards, to ensure that the managed care 
providers maintain reasonable access and quality health care. 

Allow states to provide home and community based services as state plan option, 
without the need for Federal waivers. ' 

Administration 

Repeal physician qualification requirements. 

Repeal Federally-mandated administrative requirementS, :but retain States' 
authority to establish similar requirements. 

Re-engiileer the Medicaid Management Information System (MMIS)requirements 
to retain the required use of standardized claims formats, standardized HCF A 
reporting requirements 

I ' 

EligibiHty Expansions and Simplification 

Allow States to expand or simplify eligibility by making modest eligibility changes 
within certain parameters under a simplified and expedit~ procedure with limited 
Federal involvement. 

Federal matching would remain limited by the aggregate limit, which would be 
based Ofl current law eligibility and be constrained to the lower of the aggregate 
cap for current eligibles or projected State spending below the cap. Parameters for 
these simplified eligibility changes could be specified as either within a certain 
percentage of the Federal poverty level (e.g., 150 percent), or within a certain 
threshold level ofenrollee expansion (e.g., 30 percent) .. 



I 

FEDERAL OVERSIGHT PROVISIONS 

Eligibiility 

Retain current mandatory and optional eligibility groups, including AFDC and SSI 
cash and non-cash groups, poverty level children and pregnant women, medically I 
needy, and QMB/SLMB. (note: SLMBs are those "selected low-income Medicare 
beneficiaries" -- below 110 percent offederal poverty -;- that as a condition of 
participation in the Medicaid program we currently require states to pay Medicare 
the pre:miums for. ' 

Retain spousal impoverishment provisions. 

Services . 

Retain the requirement that states continue to offer all Medicaid mandatory 
services. 

Payment 

Retain the prohibition on copayments that are more than nominal Of/other cost­
sharing burdens on recipients unless they are reasonably related to income. 

Retain requirement for Federal matching as well as DSH payment requirements 
both fi.'om the 1987 and 1991 laws, and per hospital limits included in OBRA 93. 

Quality 

Retain quality ofcare provisions, such as OBRA-87 nJrsing home reform 
provisions, and an uncapped funding for the State survey and certification 
activities. 

Continue requirements for beneficiary protections and retain the administrative 
provisions that require States to ensure quality ofcare:: 

, 

Use a single State agency to administer or supervise the 
administration of the plari; : 

Provide reasonable opportunities for all citizens to appeal and 
obtain a hearing on State actions; 

Submit proposed program changes to public review and comment; 

Safeguard information about recipients. 



Retain current fraud and abuse provisions, and retain an uncapped funding for the State Fraud 
Control Units. ' 

Modify requirements related to State contracts with health plans to maintain State ana 
Federal oversight on managed care as follows: 

States must develop an overall quality improvement strategy, including plan 
standards, monitoring strategies, and data analysis; 

States must collect and analyze patient data from contracting health plans ror 
States may require plans to report cerj:ain information from the plans patiedt data]; 

Curreillt Demonstration Waivers 

All States would be subject to the per capita limits, including those with Statewide 
demonstration programs. The same per capita growth rates would apply to all Statesl. 

Enrollment Base: The proposal would pennit implemented demonstration States t~ 
choose between two approaches for maintaining their eligibility expansion: (1) 
IncludiIlg demonstration eligibles in their enrollment base for calculating their 
aggregate limit; or (2) Calculating their aggregate limit off of ~urrent law eligiblesl 
and expanding enrollment in a budget-neutral manner within this cap. 

REDUCING AND RE-TARGETING MEDICAID DISPROPORTIONATE SHARE HOSPITAL 
PAYMENTS 

The policy obje:ctive is to reduce and re-target the amount ofFederal Medicaid Disproportionate 
Share Hospital (DSH) payments made by states to hospitals serving large low-income and 
uninsured populations to be consistent with the President's balanced budget proposal. 

Reducing Payments 

Most states would have their 1995 federal DSH payments reduced by 35 percent 
by 1998; spending would then be maintained at the 1998 'levels. 

Very high DSH states (with DSH payments greater than 35 percent ofnon-DSH 
spending in FY 1995) would receive a 75 percent reduction, and very low DSH 
states (1995 DSH spending that is less than 5 percent ofnon-DSH spending) 
would r,eceive a 10 percent reduction. 



Special pool: to ease the transition to the streamlined DSH program, two special, 100 
percen~federally funded pools would be established. 

Pool for undocumented persons' medical care: a 100 percent federal pool 
would be allocated among the 15 states with the largest number of 
undocumented persons in proportion to the state's share of the total 
number of undocumented persons. 

Pool for states with large Medicaid shortfalls and unsponsored care 
burdens: a 100 percent federal pool would be allocated equally among the 
ten states with the highest percentage ofMedicaid shortfall and 
unsponsored care as measured by the American Hospital Association 
(AHA, November, 1992). 

COMPARISON OF ADMINISTRATION MEDICAID REFORMPROPOSAL WITH 
FLEXIBILITY REFORMS DESIRED BY THE GOVERNORS 

Our Alternativc;: Medicaid Reform Proposal significantly increases State flexibility in Medicaid 
program administration. At the same time, it achieves Federal Medicaid savings through thb use of 
per capita caps which protect States against eligible population growth due to demographit 

. changes, economic downt~rns, and other uncontrollable events.: Finally, the level of saving~ . 
proposed by the alternative is substantially less than a third of what the Republicans are se~king. 
Thus, States w(>uld have the flexibility to tailor their Medicaid programs to meet local needs 
without the substantial funding losses and financial risks inherent in the Republican block ~ant 
proposals. 

The State flexibility of the alternative plan is illustrated by the fact that many of the Medicaid 
I 

flexibility proposals requested by the States over the past several years are included explicitly in 
I 

the plan. The following chart reflects items requested by the National Governor's Association in 

its 1993 summary of State Recommendations for Statutory Change and its Medicaid Polic~ 

adopted in January 1995. ~ 

Attached find some tables comparing NGA Medicaid Proposals'and the Administration's 
alternative proposal. 



Flexibility Proposals Contained in the Alternative Medicaid Proposal 

NGA Medicitid Proposals Alternative Proposal I 
Addressed. States may implement man~ged 

managed care networks: 
1. Allow statc::s greater flexibility to establish 

care programs without obtaining waiveis from 
HCFA. . I 

• States should be able to establish Included. 

networks through the state plan process 

rather than through the freedom of 

choice waiver process. 

(NGA93, NGA95) 


• Eliminate the 75/25 rule for capitated Included. 

health plans participating in the 

Medicaid program (NGA93, NGA95) 


• Under a freedom ofchoice waiver, Included. 

permit states to restrict Medicaid 

recipients in a rural area to a single 

HMO if there is only one HMO 

available. (NGA93) 


2. OBRA87 Nursing home reform Addressed. : 

modifications: 


, 

• Eliminate restrictions on training sites Eliminates prohibition on providing nur~e-aide 
for nurse aides. (NGA93) training in rural nursing homes I 

3. States should have the ability to turn home Addressed. States may establish home bd . 
and community based waivers into permanent community-based services without waiJers 

site plan amendments once the waiver has 
 (subject to CBO scoring) .. 

been proven dfective. (NGA93, NGA95) 


Addressed. Permits states to implemeni• 4. Promote cost control and efficiency -- i.e., 
d . h . I· encourage states to continue innovations in manage care programs WIt out waivers. 


provider payment methods. (NGA95) 
 : . I 

Addressed. Boren amendment is repealbd for 
cost ofhospital and long-term care through 
5. Give states greater leeway in containing the 

hospitals and nursing homes. 

the Boren Amendment. (NGA93 , NGA95) 


6. Provider Qualifications Addressed. I 

• Repeal provision establishing minimum Included. 
,qualifications for physicians who serve 


pregnant women and children. 
 ! 

(NGA93) 



'. , 

• Repeal the annual reporting Included. 
requirements for OB and pediatric care. 
(NGA93) 

7. Allow states to pay Medicaid rates for 
those services provided to recipients for 
whom the state has purchased cost~effective 
group health insurance. (NGA93) 

8. Once a state has demonstrated through the 
waiver process that the program is effective 
and efficient, other states should have the 
opportunity to make that program a part of 
their state piall as an optional services without 
having to submit a waiver. (NGA93) 

9. Simplify eligibility by collapsing existing 
categories and optional groups where 
appropriate. (NGA93) 

10. Personal care should be an optional 
service that can be delivered or provided by 
other providers besides home health agencies. 
(NGA93) 

11. OBRA87 ~~nforcement: the determination 
ofdeficiencies require a form ofscope and 
severity index lto assure that limited state 
resources are directed to the enforcement of 
the most egregious deficiencies. (NGA93) 

Addressed. States will have the option io 
purchase group health insurance and pa~ 
Medicaid rates: 

. I 
Addressed. Managed care and home ana 
community-based care no longer requirel 

waivers. 

Addressed. To allow for eligibility \ 
simplification. and eligibility expansion, states 
would have the option ofcovering indivitluals 

. I 
up to 150% of poverty, or expanding overall 
coverage by 30%, as long as the expansibn is 
"budget neutral" (subject to CBO scorink). 
Current coverage would be maintained. I 

Affirms current law that personal care se~ces 
can be delivered by providers other than home 
health agencies. 

Affirms current law to allow the targetin~ of 
state enforcement resources. 



12. Impose no unilateral caps for federal 
spending on :Medicaid entitlement. 

I 
Addressed. In contrast with the Republican 
block grant proposal. the alternative petr capita 
proposal provides states with protections for 
enrollment increases due to population 
changes and economic conditions. 
Disproportionate share payments (DSH) 
would be reduced and restructured. Entities 
eligible for DSH payment should be ex~anded 
to include FQHCs. RHCs and other outpatient 
providers . 

. The alternative proposal would also include 
I 

new payments to a number of states with high 
numbers of undocumented immigrants ahd 
high level ofuncompensated care. I 


