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1 Introduction

1.1 Problem definition

A tax on bequests, like any tax on personal wealth, is fundamentally motivated
by the aim to counterbalance wealth inequality in society.! The question thereby
arises, whether bequests to future generations contribute to society’s wealth distri-
bution, and hence are justified being taxed, or whether the inequality in wealth can
solely be attributed to the inequality in earnings. In Germany, for example, it can
be observed that the wealthiest 10% of the population receive 25% of the total in-
come. However, indicating a significant difference in saving behavior, they possess
a substantially even higher percentage of almost 60% of the entire national econ-
omy’s wealth.> This distribution is similar in almost all industrialized countries.
Recent work has therefore focused on intergenerational wealth transfers, imply-
ing widespread agreement that these transfers account for a significant fraction of
household wealth. The quantitative estimates, however, vary widely: Kotlikoff and
Summers (1981) conclude that roughly 50 to 80 percent of total wealth is gener-
ated by gifts and bequests, whereas Aaron and Munnell (1992) or Gale and Scholz
(1994) estimate this figure between 25 and 50 percent.

Anticipating that intergenerational wealth transfers convey benefits above the re-
cipients’ abilities, the taxation of bequests hence can contribute to achieve equality
of opportunities by redistributing wealth within society. Thereby, it mainly affects
those individuals who transfer considerable amounts of wealth to future genera-
tions.

Thus, as a result, a taxation of wealth transfers, on the one hand, is able to bal-
ance the unequal distribution of economic, social or political power. On the other
hand, it is considered as a form of double taxation, which undermines the incen-

Whereas in some nations the testator is levied by wealth transfer taxes directly, in others it is the
recipient who is charged. Normally, the former is levied by an estate tax, whereas the latter pays
an inheritance tax. However, this distinction is not always respected. For example, the ‘inheritance
tax’ in the UK is a tax on personal representatives, and is therefore, strictly speaking, an estate
tax. Both terms are used interchangeably for bequest and wealth transfer taxation in the theoretical
analysis of this study. A detailed differentiation is given in Chapter 5.

%See Frick etal. (2007).

3See e.g. Hindricks (2004) observing data for the United States.

V. Kley, The Taxation of Capitalistic Bequests, DOI 10.1007/978-3-8349-7136-4_1,
© Gabler Verlag | Springer Fachmedien Wiesbaden GmbH 2012



2 1 Introduction

tive to save, impedes the continuation of family-owned businesses and welcomes
strategic tax planning.*

The redistributive character of wealth transfer taxation suggests that the more
concentrated society’s wealth, the more likely and the more intense bequest taxes
are. However, it can be observed that almost all developed countries rely exten-
sively on progressive personal income taxation, whereas none derives significant
revenue from the taxation of wealth transfers.’

Table 1.1: Wealth transfer tax vs. income tax revenues of selected OECD countries in 2007

Share of total
revenues gener- DE ES FR GB IT SE US
ated by ... (in %)

bequest taxation  0.48 0.73 1.08 0.77 0.02 0 0.81
income taxation 31.21 33.37 23.86 39.51 33.73 3874 49.02

Source: Revenue Statistics 1965 - 2007 OECD (2009); own calculations.®

Instead of a moderate taxation of all wealth transfers, most OECD countries
have resorted to high tax rates levied solely on large bequests. Due to high exemp-
tion levels, the larger part of the population is able to transfer wealth to future
generations free of taxes, whereas a minority of rich individuals is fully affected
by excessive taxation which they naturally seek to avoid. As an outcome, tax
revenues are negligibly low, inducing that the taxation of bequests has long been
and still is subject to extensive discussion, with supporters demanding much higher
taxation and opponents calling for its abolition. At the same time, the economic
analysis of an optimal bequest tax design arouses growing political interest.

In general, current systems of taxing wealth transfers have been subject to sig-
nificant and increasing criticism, and deliberations on bequest tax reforms are ob-
servable in many industrialized countries.” The discussion is basically triggered

4See Gale and Slemrod (2000) or Donges etal. (2007).

5See OECD (2009) or Aaron and Munnell (1992).

6Country names are abbreviated according to two-letter code elements of the International Organiza-
tion of Standardization (ISO).

7 A brief outlook: In the US, estate taxes were given a “one year repeal” in 2010 (effectuated by a
temporary tax rate of 0%) in order to reintroduce an estate tax, scheduled with higher top rates and
reduced exemption amounts, in 2011. In December 2010, President Barack Obama, however, has
signed legislation that exempts estates smaller than 5 million US-dollars from the federal estate
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by the polarizing nature of bequest taxation, arising on the death of an individual
and levying the total value of money and property of the deceased.

However, wealth taxes applied to enhance redistribution appear to fail their main
objective. Empirical data reveals that wealth inequality in many OECD countries
is increasing, implying that the gap between rich and poor is widening. On top of
the wealthy households this process is also induced by a shrinking middle class.?
Considering a huge share of personal wealth is generated by gifts and bequests, in-
equality is passed on and even intensified from generation to generation. Thereby,
the question arises as to how the taxation of intergenerational wealth transfers can
be improved to counter this development in the future.

Covering one of the most widely discussed tax instruments in fiscal policy this
thesis therefore aims to answer “How fo optimally tax capitalistic bequests?” by
examining the application of wealth transfer taxes on very rich individuals.’

1.2 A note on optimal tax theory

To be able to answer the core-question of this study it is necessary to define which
attributes must be fulfilled for reaching optimal taxation. Thus, in order to judge
any good tax system, appropriate criteria is needed, and optimal tax design is
generally measured against three key figures:

- the degree of efficiency it generates,
- the administrative costs it produces and
- the political constraints it faces.

Whereas the first quantifies undesired distortions on individual decisions to work
as well as to accumulate and dispose wealth, the second measures government
expenditures for both assessment and collection of taxes. The third attribute, final-
ly, depicts political consequences when implementing or reforming a tax system,
which inevitably creates winners and losers.

tax, and creates a maximum estate tax rate lower than that in 2009. Contrasting, Sweden, Portugal,
and Austria abolished their inheritance tax in recent years. In France, Great Britain as well as
in Germany inheritance taxes are subject to constant changes in which all recently extended tax
exemption levels. See Chapter 5.

8See OECD (2008).

9Throughout this study, wealth transfer taxation solely focuses on those transfers occurring at death,
entirely neglecting inter-vivos gifts, which are taxed in accordance to bequests in almost all indus-
trialized countries.
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Hence, in order to find the optimal tax system, literature on tax theory deals with
these criteria by providing normative as well as positive implications. Though,
analyzing government activities from different angles, both approaches aspire to
optimize and to explain government decisions on public expenditures and rev-
enues. Therein, literature on optimal taxation typically treats the social planner as
a utilitarian, using a social welfare function that is determined by the utilities of
individuals in society.

Based on welfare economics, normative tax theory originates in a major early
contribution of Ramsey (1927), upon which the work of Mirrlees (1971) is estab-
lished. Ramsey (1927) showed that a social planner, raising a given amount of
tax revenue through taxes on commodities only, should impose these taxes in
inverse proportion to the representative consumer’s elasticity of demand for the
good. So that commodities which experience inelastic demand are taxed more
heavily. Ramsey’s efforts have had a profound impact on tax theory as well as
other fields such as public goods pricing and regulation. Mirrlees (1971) launched
the second wave of optimal tax models by suggesting a way of formalizing the
government’s problem that deals explicitly with unobserved heterogeneity among
taxpayers. Thereby, the Mirrlees approach formalizes the classic trade-off between
equality and efficiency that governments face, and it has become the dominant ap-
proach for tax theorists. The optimal tax problem turns into a game of imperfect
information between taxpayers and the social planner, who strives to tax those of
high ability and give transfers to those of low ability. Therefore, the social plan-
ner needs to make sure that the tax system does not induce those of high ability
to pretend being of low ability.! Generally, the aim of normative tax theory is
to provide ideal tax policies which minimize welfare losses and hence maximize
society’s welfare in a given analytical framework.'!

Positive tax theory, going back to early representatives like Wicksell (1896) and
Lindahl (1919) and more recently to Buchanan (1976), Brennan and Buchanan
(1977), as well as Hettich and Winer (1984), however, considers optimal tax poli-
cies as equilibrium outcomes of a collective choice process with self-interested
political agents. Thus the optimal tax design is constrained by political as well
as economic forces which are shaped by individual tax preferences, generating

19Indeed, modern Mirrleesian analysis often relies on the “revelation principle”. According to this
classic game theoretic result, any optimal allocation of resources can be achieved through a policy
under which individuals voluntarily reveal their types in response to the incentives provided.

""While the optimal taxation literature is large and complex, there are several reviews of the material.
Auerbach (1985), Stern (1974), and Stiglitz (1987) offer technical summaries of optimal commod-
ity and income taxation, whereas Slemrod (1990) presents a critical review of the modern optimal
tax literature.
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an incentive for redistribution between majority and minority fiscal interests. Tax
policy thereby is endogenously defined by the voters.

Regarding the discussion of optimal bequest taxation, existing literature mainly
concentrates on normative aspects, analyzing distributive as well as allocative ef-
fects of wealth transfer taxation. Therein, the implications critically depend upon
the type of bequest motive one assumes. These are divided in several distinct
categories, ranging from unplanned bequests to personal motivations. Follow-
ing Davies (1981), the former result from uncertainty concerning length of life-
time coupled with restrictions on the availability of annuity insurance contracts,
whereas the latter can be further subdivided into three common bequest motives.
According to Barro (1974) and Becker (1974) individuals have altruistic prefer-
ences, caring about the heir’s utility. Another motive, evolved by Blinder (1976) or
Andreoni (1989), assumes individuals to care directly about the amount of wealth
transferred to the descendants. A third is based on Bernheim, Shleifer and Sum-
mers (1985) or Kotlikoff and Spivak (1981), depicting wealth transfers as pay-
ments associated with services transacted within families. While unplanned be-
quests shift the tax burden completely towards the heir, planned bequests at least
partly incorporate the tax burden of future generations.

1.3 Aim and structure of this study

To answer the central question of this thesis, a theoretical analysis is employed.
Therein, the specific properties of optimal normative as well as positive wealth
transfer taxation focusing on very wealthy individuals are derived, in order to final-
ly give recommendations for bequest tax design. In doing so, this study aims to
answer the following question:

1. Up to which extent should wealth transfers of the very rich be optimally
taxed within a society characterized by heterogeneity according to age and
wealth?

2. Which tax rates on wealth transfers of the very wealthy are politically viable
— obtaining the majority of votes — within such a heterogeneous society?

3. How can current bequest tax policy be assessed, by application of the afore-
mentioned findings?

Thus, when wanting to analyze optimal bequest tax design, it is of major interest
to have a closer look at wealthy individuals as they ultimately pay wealth transfer
taxes at exceedingly high rates.
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In order to identify any rich society member, a characterization by Atkinson
(1981) can be used, implying that individuals whose wealth holding would enable
an entire life of leisure are considered as ‘very wealthy’. Thus, the critical wealth
level to separate a rich from a less wealthy individual can be determined by the
sum of the individual’s life cycle incomes.!?

It can be observed that the behavior of the very wealthy often differs from the
rest of society.”> De Nardi (2004), for example, shows that rich individuals of-
ten continue working, even though having accumulated enough wealth to live in
extreme luxury until life’s end, and that they further leave most of their wealth to
charity rather than to their children. The question thereby arises, whether this is
due to the fact that, being a scaled-up version of everybody else, they save and
bequeath more in absolute terms only, or whether rich individual’s preferences to
accumulate and dispose wealth differs from those exhibited by any other citizen.
In the latter case it can be asked whether behavioral responses emerge under the
influence of wealth transfer taxation, and whether wealthy individuals are able to
generate political influence.

Generally, a wealth creating ambition, continuing even beyond death, is at-
tributed to most rich individuals. Describing an innate desire to accumulate wealth
throughout lifetime, this ambition is known as ‘capitalist spirit’ — a notion that
has been shaped by Weber (1905, p.53)

Man is dominated by the making of money, by acquisition as the ulti-
mate purpose of life.

More recent findings suggest, due to ‘capitalist spirit’ wealthy individuals either
derive utility from terminal wealth, applied by Zou (1994), Carroll (1998), and
Francis (2008)), or gain utility by a ‘desire of immortality’, which is argued by
Davies and Shorrocks (2000) and Luo and Young (2009).

Whilst the analysis of universal bequest motives has been widely explored in tax
literature, the specific characteristics of wealthy individuals have mostly been ne-
glected. Even though empirical work, like Arrondel and Laferrere (2001), De Nardi
(2004), or Dynan, Skinner and Zeldes (2004), reveals that the upper tail of the
wealth distribution exhibits different patterns of saving, this phenomenon has re-
ceived little attention in theoretical literature. These particularities, however, seem
decisive for optimal tax policy design.

12For further motivation see Arrondel and Laferrére (2001). According to them the wealthiest 2% in
society can be regarded as ‘very wealthy’.
13See Arrondel and Laferrere (2001) or Dynan, Skinner and Zeldes (2004).
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This study, therefore, reviews the optimal wealth transfer taxation with particu-
lar attention to very wealthy individuals, enriching the current debates on bequest
tax reforms and giving recommendations for political decision makers.

The thesis is subdivided into six chapters, outlined in the following. The overall
structure additionally is visualized in Figure 1.1.

In the following, Chapter 2 analyzes the implications for optimal bequest tax
design, compiling existing literature on intergenerational wealth transfers. Re-
commendation for the optimal taxation of these transfers is given, with regard to
the specific attributes of the most common bequest motives. Current state of scien-
tific knowledge apparently implies the optimal solution neither to be constituted
by radical bequest tax abolition nor by confiscatory taxation.'* Normative theory
rather suggests a moderate taxation, adjusted to the underlying bequest motive,
which thereby maximizes society’s welfare and simultaneously minimizes behav-
ioral responses of testators and heirs. Literature focusing on the positive analysis
of bequest taxation, on the contrary, recommends wealth transfers to be taxed at
higher rates than normatively optimal, in order to generate political majorities.

On the basis of these findings, the following chapters are then dedicated to
the wealth accumulation of the very rich, incorporating the idea of the ‘capital-
ist spirit’. A normative as well as positive analysis of the optimal wealth transfer
taxation of the very rich is developed under the assumption that individuals, when
becoming wealthier, rather dedicate utility to the immortality of own lifework and
property than to family concerns.

Chapter 3 analyzes the normative aspects of taxing wealth transfers of the very
wealthy. A comparison of existing universal bequest motives to the saving behav-
ior of the very rich indicates that their motivation to bequeath does not appear to
follow family concerns and that their fortunes are often inherited to own founda-
tions rather than to their descendants. In order to analyze rich individuals’ prefer-
ences and the impact of a bequest tax on their behavior as well as on social welfare,
a ‘model of overlapping generations’ is introduced.!> Observing the distortive and
redistributive effects for individual as well as for social welfare, it can be shown
that with increasing wealth inequality a wealth transfer taxation of the very rich
may contribute to society’s welfare.

Chapter 4 models a positive equilibrium, deriving the political-economic im-
plications for optimal bequest taxation of capitalistic individuals. Again, an OLG
model is used to determine the politically optimal level of wealth transfer taxation,
incorporating a median-voter approach with agents being heterogeneous accord-

14See Cremer and Pestieau (2006), or Gale and Perozek (2000).
131n the following, the abbreviated term *OLG model’ is used in accordance with the scientific litera-
ture.
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ing to age and wealth. Bearing in mind that the number of individuals affected by
bequest taxation is rather small, one could expect tax rates on wealth transfers to
be even confiscatory, since a winning coalition of society’s poorest fifty percent
could theoretically enhance their members’ welfare by redistributing wealth to the
mean. Using numerical simulation, individual tax preferences are analyzed with
and without redistributive public pension payments, showing that age composition
as well as wealth distribution in society crucially determines tax policy.

Chapter 5 explores the interplay between tax theory and tax policy, compar-
ing the theoretical findings with current tax policy in selected OECD countries.
Special attention is paid to German inheritance tax.

Finally, Chapter 6 summarizes the major results of this study and provides
policy recommendations for future wealth transfer taxation.
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Figure 1.1: Structure of the thesis
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2 Optimal wealth transfer taxation: a
review of existing literature

“The art of taxation consists in so plucking the goose as to obtain the largest amount of
feathers with the least possible amount of hissing.”

Jean B. Colbert

The economics of taxation have been a major subject of analysis throughout his-
tory, and it is not difficult to understand the source of this widespread interest.
Taxes directly affect the daily lives of individuals, while also providing revenues
of the state. They give the government access to private economic resources and
enable the provision of public services. Their imposition, however, influences the
distribution of personal income and may alter the division of wealth among citi-
zens.

The economic analysis of wealth transfer taxation is essentially based on the
underlying assumptions on individual bequest motives. A universal recommenda-
tion for optimal tax design, therefore, is barely feasible, since the attributes of each
motive differ completely. Thus, in order to evaluate existing tax systems and give
policy advice it is inevitable to derive differentiated implications for each of the
common theories on bequests motives in literature.

From a normative perspective, it can be shown that those bequests aimed to
directly benefit the heirs are more sensitive to taxation than those transferred in
order to either receive services in return or to generate utility by giving per se.
Thus, classifying the different intentions, one can argue that wealth transfers to
own descendants might be much more dynastically motivated than those to distant
relatives.

As soon as political considerations are regarded, irrespective of the various be-
quest motives, literature implies the imposition of higher tax rates than normatively
optimal, in order to generate political majorities. Arguing that the unaffected can
outnumber the affected, this might by the reason why many countries extensively
tax at least large wealth transfers.

In order to analyze these aspects, Section 2.1 gives an overview of the most
common bequest motives in literature, explaining their specific attributes by using

V. Kley, The Taxation of Capitalistic Bequests, DOI 10.1007/978-3-8349-7136-4_2,
© Gabler Verlag | Springer Fachmedien Wiesbaden GmbH 2012



12 2 Optimal wealth transfer taxation: a review of existing literature

an overlapping generation setting. Based on these findings, Section 2.2 collates
normative aspects of bequest taxation and gives implications on how to optimally
tax each bequest motive in order to maximize society’s welfare. Section 2.3 out-
lines the aspects of positive wealth transfer tax analysis within majoritarian voting
processes. Finally, Section 2.4 compares normative and positive tax theory results
and concludes.

2.1 Motives for intergenerational wealth transfers

Within studies on national saving behavior in the early 1930s, already two funda-
mental bequest motives had been developed. It was observed that capital accumu-
lation often causes large shares of these savings to be inherited.'® Thus, on the
one hand, they identified a capitalistic saving motive that was attributed solely to
the wealthy strata of the population, in which wealth is utilized to acquire pres-
tige, power and control. Savings of the financially weak individuals, on the other
hand, were revealed solely to serve for funding retirement. Hence, these individ-
uals were supposed to gradually dissave assets until death. While bequests among
the former are considered to be mainly strategic, inheritances among the latter are,
if occurring at all, mainly accidental and thereby unplanned.

In the late 1970s, studies on family economics renewed these class-based con-
siderations. Further transfer motives were identified, among which two motives
received particular awareness in literature — one being pure altruism, based upon
research of Barro (1974) and Becker and Tomes (1979), the other being an ex-
change motive nurtured by self-interest, constituted by Bernheim, Shleifer and
Summers (1985).

The motivation to transfer wealth to future generations can thus be divided into
several distinct categories, which can be further aggregated into three main groups:

- Unplanned bequests are not induced by the wish to bequeath wealth. They
rather result from capital market imperfections and uncertainty concerning
the length of own lifetime. Hence, wealth can neither be invested optimally
nor consumed completely.

- Planned, family-oriented bequests follow a progeny-focused interest. They
range from altruistic care about children’s wellbeing to strategic payments
associated with services transacted within families.

16For a historical survey see Modigliani (1988).
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- Capitalistic bequests are a specification of planned transfers, but solely a
phenomenon of very wealthy individuals. The motive to transfer wealth
to future generations pursues the idea of guaranteeing the survival of own
lifework even beyond death, in form of a foundation, a family trust, or a
company dynasty.

In order to present the specific characteristics of each of these bequest motives in
more detail, I introduce a model of overlapping generations. Therefore, I consider
identical individuals to live for two periods each, consuming in both but working
only in the first. Each individual receives an exogenous labor income e as well
as an inheritance 7 in the first period of life.!” Therewith, she funds private con-
sumption ¢; and ¢,41 when young and old, respectively, and transfers the residual
as bequest b to her descendant. Hence, the individual born in period ¢, maximizes
her lifetime utility by

maXUt:u(chct-‘rl?bl‘)a (21)
subject to the budget constraint

Crv1+ by
I = _— 2.2
e + 1 ¢+ 1+r 5 ( )
with r denoting saving’s interest rate. It holds du(-)/dc > 0 and du/(-)/dc < 0 as
well as du(-)/db > 0 and du'(-)/db < 0.
Since the characteristics of each bequest motive can be reflected in the utility
function, these are explicitly analyzed in the following.'?

2.1.1 Unplanned bequests

Although some individuals may not pursue any specific wealth transfer motive,
different reasons cause them to be unable to consume their entire savings until the
end of life and thus to unintentionally transfer wealth to following generations.
According to Davies (1981) such bequests result from restrictions on the avail-
ability of annuity insurance contracts. These induce that individuals neither can
nor want to invest their wealth holdings in order to receive regular pension pay-
ments. Due to capital market imperfections, they fear uninsurable risks of aging

7For sake of simplicity labor earnings e are assumed to be independent from work effort. For the
present analysis of bequest motives this assumption does not change the results.

181n order to solely focus on wealth transfers made from generation 7 to 7+ 1, I abstract from any
inheritances received by the testator /; as well as from own bequests made by the descendants b,y ;.
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and instead prepare for unexpected expenditures by undertaking precautionary sav-
ings. Naturally, risk aversion leads to excessively high savings, such that sudden
death results in unplanned bequests.

Based upon findings of Yaari (1965) and Barro and Friedman (1977), Abel
(1985) further observes that precautionary savings and hence unplanned bequests
are intensified by incorporating uncertainty about the length of lifetime. If individ-
uals would solely adjust savings to the expected average lifetime, any assets would
be spent as soon as exceeding this age. Hence, in order to avoid this situation, risk-
averse individuals often save more than necessary. Unplanned bequests, therefore,
are not only a side-effect of early death but rather driven by precautionary savings
of individuals at any age.

Thus, parent’s lifetime utility is determined merely by own consumption. Un-
certainty can be illustrated by incorporating a survival probability 0 < 8 < 1. It is
assumed that all individuals live in the first period with certainty, whilst the prob-
ability to survive in the second period is insecure. Hence, an individual born in
period t maximizes

max U = u(c;) + Ou(cr1),
under the budget constraints

Ct = € — 8¢,

1 =s(1+7).

with s; denoting savings in period ¢ for consumption in # + 1. The first order
condition then holds

u u
9 67&[“ (I+7r).

Let, for the sake of simplicity, » = 0. Hence, it can be observed that parents, living
the first period only (6 = 0), consume their entire earnings, whilst saving noth-
ing. However, if individuals live until the end of the second period with certainty
(6 = 1), they consume one half of their income in ¢ while the other is saved for
consumption in ¢ + 1. In between these extrema, exact wealth planning cannot be
accomplished, which inevitably leads to precautionary savings and consequently
to unplanned bequests.
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Yaari (1965) shows that precautionary savings rise with the survival probability,
since the risk to require funding when old increases.!” It holds that, the earlier the
death of individuals with high life expectancy the larger their bequests.>”

2.1.2 Planned bequests

Bequest motives describing planned, family-concerned wealth transfers can be dis-
tinguished into four categories: altruism, retrospective, paternalism, and strategic
exchange. Therein, pure altruism, describing the parent’s unselfish care for their
children, provides one extreme, whereas the other is defined by strategic exchange,
in which bequests are solely left in return for services provided by the heir. Even
though a mixture of these motives is possible, they are described in isolation below
in order to present their specific characteristics in detail.

2.1.2.1 Altruism

The motive of altruistic wealth transfers is based on considerations of Barro (1974)
and Becker and Tomes (1979). It is by far the most common bequest motive in
literature. Parents are regarded to unselfishly care for the continuance of their dy-
nasty, and are thus anxious about the wealth and wellbeing of future generations.
Besides own consumption they hence regard their children’s utility level in their
own utility considerations. Thus, by varying the amount of wealth transfers, par-
ents try to redistribute their wealth according to their children’s own resources.
Such compensatory bequests balance the different income opportunities of their
children and thus enhance dynastic stability.>!

Formally, children’s utility U, is incorporated into the old individual’s util-
ity function in addition to own lifetime consumption ¢’. This future generation’s
utility is weighted by the degree of altruism 0 < 8 < 1. It holds that

maxU; = u(c®) 4+ BU41.

19He analyzes the change in consumption as soon as uncertainty about the own lifetime is introduced.
Showing that under risk aversion (risk affinity) the rate of consumption decreases (increases) with
the mortality rate.

20This would imply that the total amount of inheritances would increase with society’s survival proba-
bility. However, Sexauer (2004) shows that there are two opposing effects released. Sudden death at
young age causes the amount of bequests to be higher. On the other hand, the share of individuals
surviving until the end of the second period rises. Thereby, the number of individuals increases
who dissave entirely, and bequests are less frequent. Hence, both effects neutralize each other.
But, within an economy being characterized by unplanned bequests, there might be some optimal
survival probability 0 < 6* < 1 for which the amount of bequeathed wealth reaches its maximum.

2IReil-Held (2002) shows that children with higher own wealth holding therefore receive less inheri-
tances than a less wealthy sibling.
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If assuming that not solely one generation is altruistically linked to its descen-
dants but that rather the entire dynasty pursues altruistic thinking, compensatory
bequests would continue from one generation to the other. By regarding the wel-
fare of an entire dynasty, altruism can even obtain an infinite horizon. Due to
this reason, Cremer and Pestieau (2006) extend the life cycle theory by the use of
recursion, so that old individual’s utility reveals

max Uy, = Z B Us .- (2.3)

For B < 1, altruism decreases with growing distance between the generations im-
plying that family ties diminish over time.
Budget constraints for parents and children can be written as

C() — e() _ bt
=+ (1 +r1)hy1,

with e’ ¢¥ describing parent’s and children’s labor income, respectively. Bequeath-
ed wealth b, is equivalent to the sum of inheritances /4 received by the children.
The first order condition determining the optimal wealth transfer of the altruistic
parent is hence given by

U,

=55 (140

C

Let r = 0, then parents adjust the amount of wealth transferred to their children in
order to equal their own marginal utility of consumption and that of their children
weighted by 8.2

Apart from the aforementioned characteristics, altruistic bequests can be further
identified by three specific phenomenons. Becker (1974) introduces the Rotten-
Kid-Theorem, whereby dynastic transfers are considered to exert disciplining ef-
fects on the descendants. Hence, even completely egoistic children would have
an incentive to increase the total wealth of the family and therefore behave altru-
istically optimal. This is due to the fact that these children anticipate altruistic
behavior of their parents, calculating to reach a higher utility level by means of
cooperation than by selfish behavior. Bruce and Waldman (1990) contradict to
Becker’s considerations by describing the Samaritan’s dilemma. They identify an
incentive problem between parents and their children, supposing that children save

22 Assuming pure altruism (8 = 1), utility gained by bequeathing corresponds to the utility children
receive by consumption.
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at lower rates than being dynastically optimal, in order to increase the transfers re-
ceived from their parents. The last phenomenon, shaped by Barro (1974), is called
Ricardian equivalence. It implies that altruistic parents will always compensate
the intergenerational redistribution of the government. Hence, if expenditures are
financed by issuing public debt rather than by taxation, a dynastic parent never
consumes her extra savings realized by reduced tax liabilities. Instead, she com-
pensates her children’s future debt burden leaving larger bequests.

2.1.2.2 Paternalism

Paternalistic bequests are similar to altruistic thinking, and are therefore often con-
sidered as a reduced form of altruism.”> Similarly, testators generate wealth for
their descendants without expecting any reward for doing so. However, distin-
guishing the paternalistic from the altruistic bequest, children’s different needs are
considered irrelevant.>* The parent solely incorporates the utility gained by the
amount bequeathed, which creates some joy of giving that enhances her utility
level.?> This can be determined by

max U, = u(c?) + v(by),
under the budget constraint
e, =c’+by.

with v(-) strictly concave, strictly increasing, and twice continuously differen-
tiable. The optimal wealth transfers of paternalistic individuals can thus be derived
by the first order condition

u ov

dco - Tbt

Maximizing their utility, parents choose the amount of wealth transfers, such that
their marginal utility of own lifetime consumption equals the marginal utility gen-
erated by warm glow.

Even though paternalism and altruism have much in common, paternalistic im-
plications are less restrictive. Parents refrain from balancing the income oppor-
tunities of their children, but instead distribute their wealth equally among them.

23See Abel and Warshawsky (1988).
24 Anything that is unrelated to elephants is irrelephant.
21n literature this positive effect on individual’s utility is also denoted as warm glow.
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Moreover, they do not make the effort to compensate their children for govern-
ment deficits. Generally, paternalistic testators are much more concerned about
their own needs. Since bequests can be regarded as an equivalent to consumption
goods, paternalism is often also denoted as bequest-as-consumption model.

2.1.2.3 Strategic exchange

Ever since, traditional societies transfer wealth among generations as an exchange
of payments and services. Parents care for their children until they reach autonomy
and additionally transfer wealth and belongings to their descendants at the end of
life. In return children usually support their parents, when assistance for reasons
of bad health or afflictions of old age is needed. Kotlikoff and Spivak (1981)
argue that such pure form of voluntary exchange of services, nowadays, can be
found solely in rural regions or developing countries. Therein, family serves as a
community to share risks and members safeguard each other.

In modern families, however, parents pointedly use wealth transfers to enforce
their needs against their children. They are assumed to gain utility by their descen-
dants’ services additionally to own consumption. Children are further regarded to
offer assistance solely in return for payments. Thus, parents interlink the amount
of their bequests with the intensity of children’s attention, such that a strategic
motive enters the parental bequest decision.

Bernheim, Shleifer and Summers (1985) consider a non-cooperative game ap-
proach to describe this strategic exchange between generations. Therein parents
determine a specific amount of wealth to be bequeathed, and additionally lay down
how this wealth will be distributed according to the attention given and services
performed by each descendant. Children naturally aim to receive the maximum in-
heritance, however, they have to spend part of their time for their parent in return.
Hence, each child balances the costs of leisure or working time losses against the
utility gained by inheritance. In the end, a descendant thus offers exactly that ex-
tent of attention required to maximize her own utility.”® Thus, contrary to altruism
or paternalism, strategic exchange enables the children to influence the devision of
their parent’s bequests.?’

26Cox (1987) argues the assumption of a cooperative game to be more realistic. In such game, both
generations possess bargaining power and are able to be fined when deviating from the optimum.
This setting could be modeled by Nash-bargaining or by use of a repeated-game situation with
uncertain termination.

27See Masson and Pestieau (1997). However, ultimately it is the parent possessing the power to play
off her children against each other and to threaten to disinherit those stepping out of line. Thereby,
the testator is able to generate the largest benefit for herself.
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Under these conditions, a parent maximizes the following utility function, ac-
cording to lifetime consumption ¢’ and attention received in old age A:

maxU; = u(c®) + v(Ai11).
The budget constraint for parents and children holds, respectively

¢’ =+ p A,
E+(1+rhy=¢,

where p* denotes the price for one unit of attention. Its value equals the cost
incurred due to working or leisure time losses. The inheritance, therefore, is a
payment for services provided. The optimal amount of wealth transfers can then
be defined by use of the first order condition

du 4  dv
aco? T oA,

(1+r).

Assuming r = 0, parents choose an amount of wealth to be inherited, such that the
marginal utility of own consumption, multiplied by the price for attention, equals
the marginal utility gained by their descendants’ attention.

2.1.2.4 Retrospective

The motive of retrospective exhibits some familiar characteristics of other bequest
motives — Reil-Held (2002) even speaks of ad hoc-altruism. Due to imperfect
information and insecurity regarding the future, individuals orientate their own
intergenerational transfers towards those having received themselves.

This transfer motive has been analyzed by Cigno (1993) in the case of transfer
payments 7" while alive. However, their characteristics can be similarly applied to
wealth transfers occurring at death. In order to reveal the repeated effect, the two-
period OLG model has to be extended by a third generation and period. Individuals
born in ¢ are assumed to gain utility by consumption ¢/ in each lifetime period

j=1,2,3 and hence maximize

max U, = u(c},c?,¢cl).
In the second period of life, individuals work and receive labor income e to fund
own consumption and that of their parents and children, by means of transfer pay-
ments, denoted as 7,° and T,y , respectively. In her first period of life, however, the
individual is reliant on the financial support of her parent 7 . In her last period
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of life, the individual lives on her savings s and hopes for supplementary financial
assistance 7, of her on grown-up children. Hence, the budget constraints for
these three periods are given by

C}:Tty_la
G+ +T +s =e,
cf =T+ +7r)s.

In her second period of life, the individual has to decide how much transfers to give
to parents and children. Anticipating that her descendant will imitate her behavior
in the subsequent period, she has to balance present utility losses against expected
utility gains. Hence, under these circumstances, transfer payments are indirectly
predetermined by family standards which are passed on from one generation to
another. The optimal amount of intergenerational transfers can thus be determined
by

dujoc T2,
du/dc; T,

=8,

with & denoting the interest rate for intra-family credits. It determines how much
of given transfers is regained during retirement.?®

As stated before, these retrospective lifetime transfers are comparable to be-
quests which are orientated on family standards, predetermining the testator’s de-
cision on the amount of wealth transferred. Hence, the testator sets the amount
of bequests corresponding to the value having received herself. Therein, the im-
plications of retrospective wealth transfers are quite similar to strategic bequests.
Parents also transfer wealth in exchange for services, even though these have been
already rendered by the previous generation via bequests. Nonetheless, both mo-
tives imply a strategic give-and-take across generations and are thus subsumed
under the term of reciprocal transfers in the following.

2.1.3 Capitalistic bequests

The motive of capitalistic or entrepreneurial bequests solely emerges among very
wealthy individuals, owning wealth too vast to be consumed within a single life-

281n this context, Laferrere (2000) argues that parents should decide against having children if investing
on the capital market is more profitable. That is the case as soon as the capital market interest rate
r is larger than &.
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time.?” Evolving a self-augmenting process, such immense wealth holdings often
become uncontrollable for their owners. Thus, even though the testator might not
be interested in the needs of her family, she has no other possibility than to be-
queath most part of her wealth. This idea is even supported by empirical findings,
in which significant differences in saving behavior of rich individuals with chil-
dren, and those without cannot be observed.*

Wealthy individuals are assumed to have a desire to leave an immortal vestige
of themselves beyond death.3! Thereby, they do not follow any altruistic beliefs,
but instead regard descendants as necessary means to guarantee the survival of
their financial or entrepreneurial dynasty.>> In doing so, they rather institute own
foundations or inherit business empires to future generations.

However, being able to explain the bequest motivation of the super-rich, this
motive has found scarce interest in the existing literature.

Carroll (1998), and Francis (2008) analyze capitalistic bequests by including
the testator’s wealth holding directly into the individual’s utility function. Thus,
they assume that, additionally to private consumption, capitalistic individuals gen-
erate utility by the pure existence of wealth w at the end of lifetime. Hence, the
maximization problem of a capitalist leads to

maxU; = u(c,) + V(Wii1)-

The total derivative produces the first order condition

Ju_9v
dc, ow’

In equilibrium, capitalistic individuals bequeath exactly that amount of wealth,
which equalizes their marginal utility of consumption with the marginal utility of
terminal wealth holding.

Contrary, Davies and Shorrocks (2000) argue that capitalistic bequests cannot
be described as a result of the pure existence of wealth, but are rather induced by
the desire of immortality. Thus, the installation of a foundation or the transfer of a
business empire could not be reflected by mere monetary wealth at the end of life.

2This is due to the fact that individuals do not accumulate growing amounts of wealth, until a crit-
ical wealth level is reached. Only above this level, the saving rate continuously increases, and
individuals are able to leave capitalistic bequests.

30See Hurd (1987), or Kopczuk and Lupton (2007).

31This is based on the idea of the ‘capitalist spirit’. See Weber (1905).

32See Masson and Pestieau (1997).
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Similarly, Luo and Young (2009) motivate capitalist’s utility to be generated by
social status y, which is formally incorporated as a luxury good. The capitalistic
individual hence maximizes

maxU; = u(c,) + v(y),

with % > 0, and % < 0. Hence, higher terminal wealth w per se induces higher
social status. On the other hand, increasing wealth levels in the direct social envi-
ronment w depreciate the own social status.

In this setting the first order condition can thus be rewritten as

Ju _9v
dc, Oy’

The optimal amount of bequest is determined by the marginal utility of consump-
tion that equals the marginal utility of social status.

This dissenting motivation of the very wealthy has received little attention in the
optimal tax literature. Therefore, the following sections on normative and positive
tax analysis abstract from the capitalistic motive. However, wealth transfers of the
very rich constitute the largest share of bequest tax revenues, so that the lack of
attention paid to the preferences of the wealthy seems inadequate. The follow-
ing chapters of this thesis are therefore dedicated to the specific characteristics of
capitalistic wealth transfers, evolving the normative, and positive implications in
Chapter 3, and 4, respectively.

2.2 Normative analysis of intergenerational wealth
transfer taxation

The determination of an optimal tax system in general depends on the existing
moral values a society pursues. In this regard, most western countries consider
a national duty to achieve an efficient and egalitarian tax system. Therein, it is
regarded to be efficient, if individual choices remain undistorted, and disincen-
tives are avoided. Whereas, an egalitarian tax system seeks to obtain an equitable
distribution of income, and wealth.

2.2.1 Redistributive vs. allocative effects

The analysis of egalitarian taxation goes hand in hand with the definition of equal
sacrifices. Thereby, individuals are considered to be taxed in relation to their abil-
ity to pay. Applied to bequest taxation, wealthy individuals are thus to be charged
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at higher rates to reduce wealth concentration. Hence, the bequest tax seems to be
an adequate policy tool to attain a fairer wealth distribution in society. As a conse-
quence, the existence of a wealth transfer tax is often justified by its redistributive
impact, and is further invariably associated with enhanced equity.

However, estimating the redistributive effect, it becomes obvious that wealth
transfer taxes simultaneously fulfill equity and efficiency considerations in very
few instances only. In this regard, following Masson and Pestieau (1997), one
has to distinguish between altruistic bequests, and the remaining transfer motives.
While the resources are already optimally distributed throughout the generations
in a dynastic family, they are not in the remaining cases. Given that individuals,
pursuing non-altruistic motives, do not consider the needs of future generations,
a tax on bequests can thus be justified for reasons of equity. On the other hand,
Scheffler and Wigger (2006) argue that inheritances themselves engender redistri-
bution. This holds true, once wealth is transferred to more than one descendant and
when high-income parents transfer wealth to low-income children. Such intrinsic
redistribution is endangered as soon as the incentive to bequeath is weakened.

Given these characteristics, the taxation of wealth transfers should not be dis-
cussed without considering allocative effects as well. Neglecting behavioral chan-
ges of the taxed individuals may even lead to effects opposite to the desired, such
that those intended to be supported by redistribution may be adversely affected by
this development. How strong these incentive effects turn out to be, is determined
by the underlying bequest motive. Thereby, reactions can be twofold. On the one
hand, the taxation of estates influences the saving decision of the individual and,
on the other hand, may induce even selective tax avoidance.

2.2.1.1 Bequest tax effects on savings

The tax impact on savings is originated in the trade-off between present and future
consumption. Whereas this effect is discussed manifold with regard to capital
income taxation, an adequate analysis of bequest tax remains barely ignored in
literature.

Solely Stiglitz (1978), Bernheim (1999), and to some extent also Gale and Per-
ozek (2000) observe intergenerational wealth transfers with respect to the trade-off
between lifetime consumption and savings for bequests. Similar to existing stud-
ies on capital income taxation, Stiglitz and Bernheim solely focus on the testator’s
behavior. Showing that, individuals, planning their bequests, regard transfers less
attractive as soon as an estate tax is levied and consequently reduce savings in favor
of consumption. Hence, these studies claim that a tax on wealth transfers cause
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a reduction in wealth formation and thereby a decrease in capital accumulation
throughout the entire economy.

However, Gale and Perozek (2000) argue that the estate tax not only affects
the behavior of the testators but that of the recipients as well. These are assumed
to anticipate the after tax situation by changing both, labor supply and consump-
tion. Ultimately, these changes even impinge on the descendants’ saving decision,
which possibly may work in opposite direction to parents’ behavioral changes.
Gale and Perozek therefore recommend incorporating the sum of the testator’s and
the inheritor’s expected tax effects on savings. The results of their analysis depend
on the underlying bequest motive.33

- Considering unplanned bequests the testator’s saving decision remains en-
tirely unaffected. However, if descendants anticipate to receive wealth trans-
fers, an estate tax reduces expected receipts and might induce a compen-
satory increase in own savings. Hence, the aggregated wealth accumulation
in society remains invariable or even increases due to estate taxation.

- Altruistic parents reduce their savings when being taxed, since bequests
become less attractive. Due to the decline in expected transfers, their chil-
dren will increase their own savings to compensate this loss in inheritance.
Hence, the overall effect on wealth accumulation is unclear.

- Regarding reciprocal bequests, the estate tax increases the costs parents
have to afford for their children’s services. In order to keep their children
providing the desired level of attention and services, parents have to main-
tain the net bequest value, and the entire estate tax has to be absorbed by the
testators’ generation. Hence, if the testators’ demand in children’s services
is inelastic, they have to fund larger inheritances. If reacting elastically in-
stead, testators might substitute their children’s attention with consumption
of other services. Thereby, savings for bequests are reduced, and consump-
tion is enhanced. In the latter case heirs should anticipate reduced bequests
and therefore increase their own provisions by higher savings. Again, the
overall effect on capital accumulation in society is undetermined.

- In case of paternalistic bequests, parents are assumed to anticipate the after-
tax amount of bequests according to their demand elasticity of warm glow.
Similar to reciprocal bequests, testators thus increase their savings, if their

3 Gale and Perozek abstract from any redistribution of estate tax revenues, supposing that public trans-
fers always reduce private savings — in the parents’ as well as children’s generation.
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demand is entirely inelastic. On the contrary, they substitute wealth trans-
fers with consumption of other goods, if demand elasticity is high. Due to
reduced inheritances, children have to enhance their own savings. Thus, the
overall economic effect is again ambiguous. If instead the pre-tax value con-
stitutes the basis of decision-making, then parents will remain completely
unaffected and saving decisions would be similar to unplanned bequests.

The analysis by Gale and Perozek (2000) thus qualifies the (negative) effects on
society’s wealth accumulation associated with estate taxation. Empirical investi-
gations, like Joulfaian (2006), show that heirs reduce their savings, when receiv-
ing additional wealth transfers. Thus, by implication, heirs should increase their
wealth accumulation, if inheritances are expected to decline. However, it is debat-
able, whether this conclusion can be applied. It can be stated that testators almost
always try to reduce their tax burden by enhancing consumption at the expense
of savings for future generations. Whereas it is uncertain if the heirs are able to
anticipate the reception of a bequest and which amount exactly to inherit. Only
with this information available, they are able to adapt to the new situation.

In this regard, Bernheim (1999) argues, it is mainly the testator being able to
anticipate changing tax conditions for wealth transfers. Hence, among planned
bequests, only children of reciprocally motivated parents can exactly pre-plan the
amount of wealth to be inherited. Since both generations bargain with each other
they know beforehand the precise bequest value and are able to optimally antici-
pate their saving behavior. Within all other planned bequest motives a wealth
transfer tax, however, provokes a reduction in savings. Resulting in declining
wealth accumulation as well as subsiding investments, it hence leads to welfare
losses in society.

2.2.1.2 Tax avoidance and migration

Apart from changing consumption and saving decisions, individuals further are
able to avoid estate taxation completely. The possibilities to detract capital from
tax authorities are manifold, reaching from domestic tax planning activities to mi-
gration.

However, tax avoidance activities are costly. Regarding bequest taxation, the
expenses depend on total wealth to be inherited as well as on the share that poten-
tially could elude taxation. Therein, Kopczuk and Slemrod (2000) observe relative
avoidance costs to decline with increasing wealth holdings. Hence, for wealthy
families it may be worth the effort to avoid taxation. It holds that tax avoidance
methods are individually profitable as long as the marginal costs are smaller than
the marginal estate tax burden.
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Domestic avoidance activities are featured by increasing donations, the installa-
tion of foundations as well as early gifts to family members.>* Whereas society,
generally, welcomes charitable activities, it challenges gifts during lifetime. The
former induces voluntary redistribution without public transfers; the latter by con-
trast entirely withdraws wealth from reallocation. Usually, however, only altruistic
parents consider gifts during lifetime as an alternative to inheritances. This is due
to the fact that wealth transfers made early in life, require parents entirely to con-
fide in their children’s help and support. By reducing their financial securities,
they are reliant upon their descendants’ favor in adversity. Further does Nordblom
and Ohlsson (2006) show that gifts during lifetime reduce the individuals’ utility
by lost interest payments and thus diminish future consumption. Given, there is no
compensation for this utility loss, behavioral changes induced by estate taxation
thus cause inefficiencies, which shall be obviated.3’

Tax avoidance by migration has to be taken very seriously, since it induces far-
reaching economic consequences. Wealthy families leaving for foreign countries,
cause domestic capital resources to shrink notably. Thereby, investments decrease
and jobs are permanently displaced. Increasing unemployment leads to a declining
national wage level and reduces the standard of living. Hence, migration deteri-
orates the functional income distribution. Due to the arguments of Scheffler and
Wigger (2006), migration tendencies are mostly permanent. Once having left the
country, individuals very rarely remigrate. Thus, the migration of national tax
bases, not only affects state revenues and impairs further redistribution, but entails
a series of consequences which notably harm national welfare.

2.2.2 Modeling optimal taxation of bequests

Whether a tax on bequests leads to an excess burden depends on the intensity by
which the relative price structure is influenced and to which extent individual be-
havior is distorted. According to the aforementioned findings, wealth transfers are
supposed to react sensitively to taxation. Even though bequest taxes cause ineffi-
ciencies, these could be minimized by adequate taxation, taking into account the
various characteristics of each bequest motive. In order to evolve an optimal tax
system, I assume a simple OLG model with identical agents. Hence, the aggrega-

34The opportunity to avoid taxation by lifetime gifts is solely achievable as long as inheritance and gift
tax rates deviate.

33Most western democracies therefore levy wealth transfer taxes irrespective of whether transfers oc-
curring during lifetime or at death.
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tion of the individual utilities weighted by the social time preference rate 0 < o < 1
leads to the maximization of the entire society’s social welfare

maxy o'U,. (2.4)
=0
The government faces an exogenous budget constraint which is funded by levying
a combination of various proportional taxes: a labor income tax 7/, a capital in-
come tax 7’, and a tax on bequests 7. The corresponding tax rates are then set to
maximize the utility of the representative household.

To be able to analyze the tax effect of each of these taxes within the entire tax
system, I extend (2.1) and (2.2) by the inclusion of work effort. Thus, individuals
receive a labor income e, that depends on their labor supply /;. It holds that

U = u<ctact+1;ltvbt)7 (2.5)

with du(+)/dl < 0 and du'(-)/dl > 0. The budget constraint of the representative
individual can be written as

cr1+Db
ey +1 =c + Ly (2.6)
L+rip
and the government’s budget constraint g is determined by
(L4+n)tled + 1 (1+r)s1 + b =g, 2.7)

with n denoting population’s growth rate.

To define the optimal estate tax rate within the national tax system, the charac-
teristics of each transfer motive are decisive. In doing so, I first of all introduce a
traditional OLG model without intergenerational wealth transfers. I then succes-
sively extend this basic model to the different bequest motives. Thus, being able
to evolve appropriate taxation for each of them.

2.2.2.1 Reference model without bequests

The traditional overlapping generation model according to Diamond (1965) is
based on the assumption that individuals dissave wealth completely until their dy-
ing day. There is no insecurity about the length of lifetime, since individuals are
supposed to live for exactly two periods, consuming in both, but working only in
the first. In the absence of intergenerational wealth transfers the government is
solely able to fund its budget requirements by the taxation of labor earnings and
capital income. In order to establish an optimal combination of these two tax rates,
Diamond (1965) states two fundamental results.
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- The government is able to redistribute resources across generations by the
use of public debt or a pay-as-you-go system. The long-term marginal pro-
ductivity of capital per capita thus converges to an equilibrium, in which the
ratio of population growth equals the time preference rate. This constitutes
the so-called modified golden rule.

- Although being a dynamic problem, optimal labor and capital income taxes
can hence be set according to the rules of the static tax theory.

Given these characteristics, the government optimization problem can be written
as

max )" o' (u(cr,c11,11)),
t=0

subject to the budget constraint, determined in (2.7), with b, = 0. Thus, the optimal
tax rates on labor earnings and capital depend on

- the amount of public revenues needed to fund the exogenous budget;
- the compensated elasticities of labor supply and of future consumption;

- the degree of capital accumulation.

Diamond (1965) shows that the elasticities of the tax bases should enter the optimal
tax calculus in addition to the required state revenues. If labor is hence inelastically
supplied, capital income tax should be set to zero and labor income tax equal to
a lump sum tax (and vice versa). However, since most tax bases are not entirely
inelastic, generally, a mixture of different tax rates can be observed, which are set
according to the particular elasticities.

Moreover, Atkinson and Sandmo (1980) further argue that the use of distorting
taxes can be justified, as soon as societies behavior deviates from the equilibrium,
determined by the modified golden rule. Imperfect capital accumulation can thus
give rise to a tax policy restoring equilibrium in the long run.

2.2.2.2 Unplanned bequests

Due to imperfect asset markets, on the one hand, and lifetime insecurity, on the
other, unplanned bequests may occur. However, individuals leaving unplanned
bequests do not take into account such accidental transfers in their optimal deci-
sion making. Hence, extending the aforementioned reference model to unplanned
inheritances, the social planer solely maximizes

max Z o' (u(cr,lt) + Ou(cii1)).
t=0
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Given, individual utility is determined by consumption and work effort, Blumkin
and Sadka (2003) argue that even a confiscatory tax rate of 100 percent would
not create any distortive effects. Thus, following efficiency considerations only, it
may be optimal to seize the entire inheritances accidentally transferred to future
generations.

Nonetheless, Kopczuk (2002) argues that even if no inefficiencies in the testa-
tor’s generation are released, there still may be distortions among the heirs. As
soon as public revenues gained by the estate tax are redistributed within the des-
cendants’ generation, all households receive higher income and thereby aggregate
labor supply is reduced. This income effect diminishes the revenues of labor in-
come taxes and shortens further redistribution. Labor income leakages thus com-
pensate the advantages gained by redistribution of the estate tax. Optimizing the
gap between these contrary tendencies causes an estate tax rate being high but not
compensatory at all. A tax rate of a 100 percent would be optimal if and only
if either the optimal income tax amounts to zero or descendants’ labor supply is
completely inelastic. Hence, the tax rate on unplanned bequests can be determined
by:

- the amount of public revenues required;
- the compensated elasticities of descendants’ labor supply;
- the optimal tax level on labor income.

According to Cremer and Pestieau (2006) the taxation of unplanned bequests
should be preferred over any other income tax. Only if budget requirements ex-
ceed potential estate tax revenues, additional capital and labor income taxes shall
be levied.

2.2.2.3 Altruism

Altruistic testators already optimize intergenerational welfare by incorporating the
utility of future generations into their own utility optimization. Hence, it can be
supposed that the intragenerational interest rate, by use of the time preference rate
o, equals the intergenerational interest rate determined by the degree of altruism
B. Thus, the government objective function in (2.4) corresponds to that of the
altruistic individual in (2.3). Thereby the social welfare function holds

max Y B'U(ci,crit1,ly). (2.8)
t=0
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Maximizing the welfare function, Chamley (1986) and Judd (1985) argue savings
and bequests to remain untaxed in the long run (t? = 7" = 0). This consideration
is simplified by Cremer and Pestieau (2006), who assume the testator’s second
period consumption to be ¢;+; = 0. By living solely one period, the taxation of
wealth transfers thus corresponds to a tax on capital income, which according to
Diamond (1965) should not be taxed in the long run.’® Hence, in the presence of
dynastic families with an infinite planning horizon, levying a wealth transfer tax
should be determined by one single coefficient:

- the degree of capital accumulation.

In order to reach a new equilibrium, taxation of capital income and hence bequests
can be justified within short term transitional periods. Given a steady state always
is reached in the long run, permanent capital and wealth transfer taxes should not
be levied. Required revenues are thus to be financed by a tax on labor income
only.”’

2.2.2.4 Paternalism

Contrary to altruism, paternalistic testator’s utility diverges from the social plan-
ner’s optimum. However, there is no common consent in literature on how to
incorporate joy of giving into the social welfare function. Harsanyi (1995) dis-
tinguishes between individual and external preferences. These considerations are
based on Dworkin (1977), who determines individual preferences as ‘enjoyment
of goods and opportunities’, whereas external preferences are regarded as ‘assign-
ment of goods and opportunities to others’. Harsanyi claims to except the latter that
includes the joy of giving motive, from any welfare considerations. On the other
hand, utilitarian opinion considers the government to be unauthorized to change
or even ignore the preferences of the individuals. Hence, joy of giving has to enter
the social planer’s welfare maximization calculus entirely.

In order not to limit the analysis of paternalistic bequests to one of these per-
ceptions, Michel and Pestieau (2004) include an additional coefficient 0 < & < 1

36This result remains, even if testators live and consume in two periods, but modeling is much more
complicated.

37 Atkinson and Sandmo (1980) contradict such complete tax exemption. Similarly to Saez (2002)
and Fahri and Werning (2006), they argue that due to empirical findings a zero taxation hypothesis
solely is viable in a finite planning horizon. With infinity, altruistic wealth transfers would be
purely stochastic given that unlimited parental care declines with generation’s distance, so that
thereby inequality increases. The welfare ambitions of the social planner, in contrast, would remain
constant and are thus preferable to dynastic transfers. However, under the above assumption ¢ = f3
this argumentation fails.
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into the social welfare function, describing the intensity by which a paternalistic
motive is taken into account. This leads to the following social welfare function

maxz o' [u(cr,crir, ) +€v(by)].
=1

For each € > 0 the optimal amount of wealth transfers is chosen, such that the
marginal utility to transfer wealth is equal to zero, v/ = 0. Hence, the social planer
maximizes the bequest value in order to reach the welfare optimum. Different tax
rates are thus determined by:

the amount of public revenues required,;

- the degree of capital accumulation;

- the compensated elasticities of labor supply and of future consumption;
- the intensity of €.

If v > 0, old age savings might be exposed to double taxation — by a tax on capital
income, on one side, and a tax on bequests, on the other. However, the optimal
design of the available taxes is basically defined by €. For € = 0 a tax on bequests
has to be preferred to all other taxes. The social planer is able to confiscate wealth
transfers according to unplanned bequests, without harming social welfare. How-
ever, as soon as the social planer includes joy of giving (€ > 0), a tax on bequests
must be set in order to minimize individual distortions and thus maximize social
welfare. A complete tax exemption or even subsidization is more likely the higher

£ 38
2.2.2.5 Reciprocal bequests

According to Kaplow (2000), reciprocal wealth transfers resemble the expenses
for consumption goods. Hence, bequests should be taxed equally to goods and
services. The social planer therefore maximizes

max Y &' [u(cr cor1, 1) + V(A
=1

38 Kaplow (2000) indicates that subsidization might be inefficient, if individuals consider the pre-tax
amount of bequests rather than the descendants’ received net inheritances. In that case parents only
regard the own sacrifice for future generations. Subsidization would then reduce the individual
sacrifice and therefore diminishes utility.
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Given that savings for future bequests are taxed by capital income taxation within
lifetime and by a wealth transfer tax at the end of life, such double taxation may
induce a higher total tax burden on transferred wealth "+ ”(14-7) than on future
consumption. Thus, bequests do not constitute a perfect substitute to consumption
goods.

The optimal tax rate on reciprocal bequests hence is determined by:
- the amount of public revenues required;
- the degree of capital accumulation;

- the compensated elasticities of labor supply as well as of future consumption
and descendants’ attention.

The intensity of estate taxation has to crucially depend on the demand elastici-
ties of future consumption and children’s services. Thereby, wealth transfer taxes
should be positive (negative) as long as the compensated demand elasticity of des-
cendants’ attention is lower (higher) than that of future consumption.

2.2.3 Implications for optimal bequest tax design

The different characteristics of the various bequest motives illustrate the social
planer’s need for adapting wealth transfer tax rates according to individual incen-
tives to bequeath.

By minimizing the allocative effects subsumed in Table 2.1, government is able
to efficiently tax wealth transfers and thereby maximize society’s welfare.

- Unplanned bequests might be taxed up to 100 percent. The determination
of the estate tax rate depends solely on the potential behavioral response of
the heirs. If the recipients’ labor supply is elastic bequests shall be taxed
heavily but not confiscated completely.

- Pure altruistic bequests shall never be taxed. Given that testators optimally
distribute their wealth across generations, social welfare is implicitly maxi-
mized at the same time.

- Paternalistic bequests shall remain untaxed or even subsidized as long as
€ > 0. Thereby, the value of the estate tax depends on the demand elasticities
of warm glow. However, if € = 0, paternalistic bequests are to be treated like
unplanned bequests and thus may be taxed at high rates.
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Table 2.1: Effects of wealth transfer taxes according to bequest motives

Incentive effects

on... unplanned  altruistic paternalistic reciprocal
testator’s saving highly negative/ .

. none . 5 negative
behavior negative none* g
heir’s saving positives*/  positives*/  positives+/ .

. positive
behavior none none none

: highly ositive/ e
tax avoidance none .. p ositive
positive none+ p

*  fore=0

=t according to the assumptions of Gale and Perozek (2000)

Source: Following Cremer and Pestieau (2006).

- Reciprocal bequests shall be taxed like future consumption goods. Accord-
ing to the price elasticities of demand, the wealth transfer tax is advised to
be positive or even negative.

Hence, in order to design an optimal tax system by means of the aforementioned
characteristics, the government ultimately must be able to observe the underlying
bequest motive of each inheritance. Although this seems visionary, the govern-
ment, however, can exploit indications from which to reason the individual bequest
motive. In this regard, Scheffler and Wigger (2006) argue that bequests made to
close relatives, like own spouses or children, are much more indicative of a dynas-
tic motive than those made to distant family members or even strangers. Similarly,
Richter (1987) motivates that, in addition to value, bequests should be taxed ac-
cording to the degree of consanguinity between inheritor and heir. Accordingly,
tax rates are lower the closer the family ties.

As a result, optimal taxation of bequests shall allow for individual tax exemp-
tions rather than for special treatment of specific assets. Only then will it be pos-
sible to align towards the different needs of each bequest motive and hence to
optimize tax policy.
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2.3 Political-economic analysis of intergenerational
wealth transfer taxation

All findings of Section 2.2 are based on normative considerations, determining the
optimal wealth transfer taxation that maximizes social welfare. However, these
results change as soon as a legislative process with self-interested political agents
is incorporated.

Relating to this, Brennan and Buchanan (1977) show that such leviathan state
strives to maximize own revenues rather than society’s welfare. To receive le-
gitimization for its policies, its main objective therefore is to attract majoritarian
votes, which succeeds best, if individuals are unable to judge the amount of taxes
they pay (fiscal illusion). Moreover, state revenues are utilized to promote those
public projects, generating the largest political support.

Similarly, Hettich and Winer (1984) argue, selfish political agents therefore
choose precisely that tax structure that minimizes their political costs. Thus, given
an exogenous budget constraint, the potential loss of votes has to be optimized.

Both concepts reveal that collective choice may distort the normative optimal
tax implications. Regarding wealth transfer taxes, however, there is little litera-
ture on political-economic considerations. Solely Aura (2004) observes the posi-
tive implications of an estate tax within a democracy. Using an OLG model with
homogeneous individuals, who are altruistically linked to their descendants, he
shows that against normative implications taxation of wealth transfers might be
politically optimal. This section concentrates on altruistic wealth transfers only, as
no literature exists covering up to which extent other bequest motives may lead to
distortions from the normative optimal solution.

2.3.1 Politically optimal taxation of bequests

In order to illustrate the preferences and voting behavior of each generation, the
OLG model of the previous normative analysis is extended to two dynasties A and
B. These dynasties live simultaneously, but lagged by one period (Figure 2.1).

By this construction, always one dynasty’s event of death, and therewith wealth
transfer, lies in very distant future. Their short term planning horizon is not deter-
mined by savings for their descendants, but rather by own future consumption.

The government is assumed to generate its revenues by taxes on labor earnings,
capital income, and bequests. According to Aura (2004), the government’s budget
has to be balanced at all times, however, the determination of tax policy is endo-
genized by repeated referenda. Each period the individuals therefore have to vote
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Figure 2.1: Time path of the individual decision process

Dyn. B, young Dyn. B, old
by
1. Birth, [, 1. Retirement
2. Referendum 2. Referendum
3. Economic choices 3. Economic choices
| Dyn. A, young Dyn. A, old |
[ 1
t=1 t=2 t=3 t=4

on distinct tax rates, defining the optimal policy according to political majorities.
To simplify matters, individual labor supply is considered to react inelastically and
hence labor income to be taxed lump sum. Voters are assumed to have to decide
on the tax rate on wealth transfer, and the required capital income tax is succes-
sively chosen to balance the budget. In doing so, individuals are supposed to have
perfect information on the decision process and are able to predict future tax rates
as a function of today’s choices.

At the beginning of life, the individual receives an inheritance /;. Subsequently,
she votes on the tax policy and chooses optimal consumption and saving ¢, s; in
accordance with the voting result. With transition into the second period the indi-
vidual retires and is again asked to vote on the tax rates. Given the tax environment,
she then determines optimal consumption ¢, and savings for bequests b;, which
are entirely motivated by altruistic care for the own dynasty.

According to Winer and Hettich (2002) the results of collective choice can be
analyzed by use of the median-voter model as well as by probabilistic voting.

The median-voter theorem traces back to Black (1958), who argues the politi-
cally optimal tax policy to be the result of majoritarian decisions in direct voting
processes. Therein he abstracts from any strategic behavior and insecurity regard-
ing the voting results, such that any individual opts for that policy which maxi-
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mizes her welfare. In order to receive unequivocal results this theorem can only be
applied as long as individuals vote on solely one single parameter, for which they
exhibit single-peaked preferences.

To derive the median-voter equilibrium for the taxation of wealth transfers in the
present setting, voting society has to be divided in young and old voters. The young
generation is directly affected by an estate tax already at birth. However, even
though their inheritances are reduced by taxation, they do not have the possibility
to influence the tax rate, since wealth was transferred before the new referendum
took place. After the inheritance receipt, young and old individuals together vote
on the estate tax rate and thereby at the same time implicitly determine present
capital income taxation.

Within this model the voting process leads to the result that all young individuals
will vote for the installation of a wealth transfer tax, whereas all old individuals,
prefer a tax on capital income. The young will not yet be affected by a tax on
bequests in the near future, whereas a tax on capital earnings affects them directly
today. Therefore they oppose the latter and favor the taxation of bequests, passing
the tax burden to the other (old) dynasty. Within this calculus, young individuals
anticipate to be asked to vote again in the next period and thereby consider the
opportunity to be able to revise their decisions made today. The old, on the con-
trary, vote for the lowest possible bequest tax rate, in knowledge of their death at
the end of this period. In which case a tax on wealth transfers directly reduces
their altruistic utility gained by bequeathing to their descendants. A tax on capital
earnings, however, does not affect them anymore, since savings have already been
taxed in the previous period. They thereby attempt to pass the tax burden to other
(young) dynasty.>®

However, disregarding all other individuals, ultimately, the preferences of the
median-voter determines current tax policy. Hence, assuming a homogeneous so-
ciety with positive population growth, the median-voter will always be a young
individual. Contrary to normative theory, the estate tax will be set at positive rates
in every period. The median passes the costs of public spending to the other, the
old, dynasty.

By use of a probabilistic-voting model, it can be shown that wealth transfers
also are to be taxed in the political equilibrium, however the dominant effect con-
stituted by the median-voter approach vanishes. Following Persson and Tabellini
(2000), two parties are supposed to compete for votes, with neither the young nor
the old voting cohort preferring any of the two parties per se. Further all voters
of both generations are similarly mobile in their voting behavior. Based on these

3 These observations follow the implications of intergenerational tax incidence. See Wigger (2004).
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assumptions, the two parties maximize the social welfare function, weighting the
utilities of each generation by the share of young and old in society, which is de-
noted by ny,n,, respectively. Hence, it holds

max W = n,Us +nyUp. (2.9)

By assumption of positive population growth (n, > n,), tax policy gives greater
emphasis to young voters’ preferences. However, the old generation’s preferences
influence tax policy as well. Thus, under probabilistic-voting, the result is not as
incisive as in the median-voter approach, but its impact remains.

In result, both scenarios justify the positive taxation of wealth transfers and
cause the political optimal tax rate to deviate from the normative implications.
This is due to imperfect policy commitment, which enables the individuals to re-
optimize political decisions every period. It can be shown that the shorter these
voting periods, the larger the deviation from the normative optimum. If the as-
sumption of sequential voting is replaced by once-for-all voting, the results change
completely. Given that voters have to decide upon the tax rate once up to infin-
ity, they anticipate that readjustment of political decisions is impossible. In which
case, once-for-all voting causes the normative result to be politically optimal as
well. Hence, under the absence of regular voting periods, altruistic bequests are
exempted from taxation even in the political equilibrium.

2.3.2 Extensions

The political-economic implications of the previous analysis essentially depend on
positive population growth as well as on the homogeneity of individuals. Hence,
it is interesting to observe, how this political equilibrium can be modified, if al-
lowing for changes in society’s age composition as well as for the existence of
heterogeneous agents.

Society’s aging is a serious challenge for most industrialized countries. Applied
to intergenerational wealth transfers, higher life expectancy combined with lower
birth rates, leads to changing preferences of each individual as well as of the en-
tire society. Therein, individuals reveal an intensified consumption at older age,
such that the testators’ generation evolves into a cohort of high spending power
and increased dissaving. Due to higher life expectancy, bequests take place later
in life and consequently are inherited by those individuals already having reached
retirement age themselves. Regarding these aspects, Reil-Held (2002) discusses
intergenerational wealth transfers as an alternative to the traditional pay-as-you-go
old age security. Contrarily, Szydlik (2004) on the other hand argues that with in-
creasing age, testators bequeath their wealth directly to their grandchildren. Given
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their own children have already reached secured retirement, the incentive to care
for their wellbeing has become unappealing. However, demographic change also
leads to changing structures in society and thereby to new political majorities. As
wealth transfer taxes affect solely old individuals, which, under the assumption
of lower birth rates, gain increasing political weight, the political equilibrium is
expected to change.

Although there is no specific literature on aging with regard to bequest tax-
ation, demographic impacts analyzed for the taxation of capital can be transferred.
Therefore, Razin, Sadka and Swagel (2002) show that the median-voter’s transi-
tion from young to old age is likely to increase labor income taxes as well as the de-
mand for public social services. In a later approach, Razin and Sadka (2007) mod-
ify this consideration, by extending the analysis to capital income taxes, implying
that aging does not necessarily causes tax revenues to increase and the welfare
state to expand. Similarly, Mateos-Planas (2010) supposes a negative correlation
of increasing society’s average age and the tax rate on capital income. However, he
detects an additional countervailing equilibrium effect, leading to the acceptance
of capital income taxes even among the old.*°

These results can be applied to intergenerational wealth transfers, which — like
capital taxation — solely affect the old generation. However, avoidance possibilities
differ. Whereas capital income is predetermined in the previous period, the pro-
portion of savings to be bequeathed is not. Thus, these savings might be entirely
withdrawn, when being taxed too heavily. In a homogeneous society population’s
aging therefore is supposed to induce lower bequest tax rates in equilibrium.

Extending the model to a society being heterogeneous according to wealth, dif-
ferences in tax preferences as well as in opportunities to exercise political in-
fluence of specific individuals or groups become relevant. Under these circum-
stances, supporters and opponents of wealth transfer taxes can no longer be distin-
guished solely by age, but additionally by wealth level. Whereas rich individuals
reject an estate tax, individuals with little or even no wealth holdings favor its
taxation for sake of redistribution. Such division into opponents and supporters
across the age levels offers the opportunity for pressure groups to gain political
influence. Even though no specific literature addresses this problem with regard to

40This effect is based on factor prices of labor and capital. Aging of society leads to a capital surplus
and a workforce deficit. Thereby the interest rate decreases whereas the wage rate increases. Com-
pensatory taxes on capital income are thus preferred among the old and young. Using an empirical
evidence of the historical evolution of tax rates in the US since 1965, Mateos-Planas shows that this
equilibrium effect even predominates. The rejuvenation of the American society between 1965 and
1990 led to a decline of capital income taxation, whereas the projected aging between 1990 and
2025 is expected to increase capital income taxation.
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wealth transfer taxation, the ideas of Becker (1983) are suitable to explain expected
political adjustments. It is assumed that both dynasties A, B consist of wealthy in-
dividuals (b > 0) and those without means (b = 0). Therein, a tax on bequests
affects the wealthy individuals, whereas the impecunious gain by redistribution of
tax revenues. Differentiating further between young and old voters, the young dy-
nasty favors the taxation of estates, independently of its wealth level. Among the
old dynasty, the wealthy prefer a capital income tax, whereas the impecunious are
indifferent.

b>0 b=0

old  T°'>1" indifferent
young i -1 b — 1"

A pure observation of majorities implies the old, wealthy voters to be outright
losers and the young dynasty, regardless of being rich or poor, to be outright win-
ners of the political process. It is, however, conceivable that losers will not simply
accept this tax policy, but rather try to reduce their losses by targeted lobbying.
Thereby, it can be shown that political power and influence of pressure groups
may be quite ambiguous. Following Becker (1985), the intensity of public redis-
tribution is not determined by maximization of the social welfare function, but
instead shaped by altruism, egoism, envy or moral of the strongest pressure group.
Coughlin, Mueller and Murrell (1990) model the political influence of a pressure
group within a two-party approach under probabilistic voting. Therein, the in-
dividual utility of each society member is not incorporated equally like in (2.9),
but weighted by different coefficients that determine the political decision making.
Transferring these results to the politically optimal taxation of wealth transfers,
winners and losers are supposed to form pressure groups according to their spe-
cific tax preferences. In the first period, government faces two pressure groups
i = A,,By — the former represents the interest of the old, wealthy individuals of
dynasty A, the latter aggregates the interests of all young agents of dynasty B. The
influence of each group is assumed to increase with the number of members 7;,
the homogeneity of interests within each group J; as well as with the intensity of
their potential political pressure z;.*!

“nterest group homogeneity is defined by x; = 1/(I; — r;), with the denominator defining the bias
of individual preferences — left, /;, and right, r; — within the group. Political pressure z; is sup-
posed to increase with financial possibilities, public visibility, and the credibility of tax avoidance
opportunities.
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Thus, the political parties maximize
max W = Xa,n4,24,Ua, + XB,18,28,Up, .

It can be supposed that the young dynasty gains political influence due to its size.
However, the old, wealthy individuals are able to use their political pressure to
influence the government decisions in their own favor. Political influence of old,
economically powerful individuals, moreover, is expected to rise with society’s
aging and increasing wealth inequality, contributing the bargaining power of the
very rich.

2.4 Concluding remarks

The review of the literature indicates that an assessment of a universal optimal
wealth transfer tax is quite complex. As a result, neither unconditional supporters
nor vehement opponents are supposed to be on the right track. The former often
neglect behavioral responses of heirs. Provoking capital flight, overall tax revenues
are reduced. Hence, the excessive taxation of wealth transfers might even impair
the situation for those meant to benefit from redistribution. Vehement opponents,
however, ignore the additional potential for redistribution, gained by taxation of
unplanned bequests. Furthermore, they disregard the political implications plead-
ing for a wealth transfer tax. In conclusion an optimal bequest tax rate should be
focused on the underlying motive each testator pursues when transferring wealth.
Such differentiated taxation might enable to jointly fulfill a series of normative as
well as positive criteria.

Nevertheless, bequest motives are hard to identify and furthermore usually do
not exist in pure form. However, for practical application of the aforementioned
findings, a classification system is needed to be able to categorize different be-
quests. Thus, one can argue that wealth transfers to own spouses or direct descen-
dants might be much more dynastically motivated than those to distant relatives.
Hence, the amount of personal tax reliefs should be expanded. An additional com-
plete tax exemption of spouses and children would be advisable. Thereby, the
continuation of family property and enterprises would be guaranteed, such that a
special tax treatment for specific assets would become obsolete.

In order to be politically viable, the taxation of large bequests should be con-
tinued, since the beneficiaries of redistributive payments outnumber those affected
by taxation. However, it should be noted that political influence of the wealthy
counteracts their numerical inferiority. In the future, population’s aging and in-
creasing international tax competition will further promote the bargaining power
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of the wealthy.*? Political agents, therefore, need to adjust their optimal tax policy
to these new conditions.

On grounds of these findings, there is still a great need identified for further
research on wealth transfer taxation. Therein, special attention must be paid to
capitalistic bequests. Even though this motive has been revealed to be able to
explain the saving behavior of the very wealthy, neither normative nor positive
implications for the optimal bequest taxation of the very rich have been explored.
Yet in many industrialized countries wealth transfer taxes are imposed solely on
the very rich, such that precisely their preferences and behavioral responses have
to be taken into account when evaluating tax policy. In the course of the follow-
ing chapters, I therefore deal with the optimal taxation of capitalistic bequests,
answering

- up to which extent wealth transfers of the very rich should be taxed in eco-
nomic equilibrium, anticipating a society characterized by heterogeneity in
age and wealth,

- which tax rates on bequests of the very wealthy are politically viable under
majority rule in such a heterogeneous society, as well as

- how current bequest tax policy can be assessed, by application of the afore-
mentioned findings.

“2The European right of unrestricted mobility further boosts international tax competition. Even
though tax-induced migration of very wealthy families seems to be omnipresent in the media, there
is little empirical evidence, indicating the extent of testators’ reactions when being taxed. For the
US there are some basic approaches quantifying the extent of estate tax avoidance, like e.g. in
Bakija and Slemrod (2004). Nevertheless, due to specific assumption, the results of these studies
differ widely.



3 Normative aspects of taxing capitalistic
bequests

“Let me tell you about the very rich. They are different from you and me. They possess and
enjoy early, and it does something to them, [...] in a way that, unless you were born rich, it
is very difficult to understand.”

F. Scott Fitzgerald (in “The rich boy”)

Bequest motives serve as an explanation why individuals do not decumulate assets
completely during retirement, and some even continue saving while old. Never-
theless, common family-oriented bequest models still fail to account for the saving
behavior of the very wealthy, among which a significant difference between those
with children and those without cannot be observed.*?

Empirical work of Arrondel and Laferrere (2001), De Nardi (2004), and Dynan,
Skinner and Zeldes (2004) has shown that the upper tail of the wealth distribution
reveals different patterns of saving. Even though wealth accumulation of the very
rich is highly relevant for the economy, it still has received little attention in theo-
retical academic literature. Solely Zou (1994), Carroll (1998), and Francis (2008)
incorporate a wealth creating ambition, by including terminal wealth into the very
wealthy’s utility function. On the contrary, Davies and Shorrocks (2000) and Luo
and Young (2009) argue that very rich individuals do not derive utility from ter-
minal wealth but from the “desire of immortality”. Despite their differences, both
approaches indicate why many fortunes end up in charitable foundations which, in
contrast to own descendants, often better accomplish benefactor’s will.

Assuming that, with increasing wealth, individuals rather dedicate utility to the
immortality of own lifework and property than to family concerns, this chapter
analyzes the preferences of rich individuals — referred to as ’capitalists’ — their
motives to save and to bequeath and the impact of a wealth transfer tax on their
behavior. Therefore, Section 3.1 reveals why the standard life cycle model as
well as wealth transfer models, focusing on family concerns, cannot explain the
consumption and savings decision of the wealthy. Section 3.2 develops a ‘capitalist

43See Hurd (1987) and Kopczuk and Lupton (2007). Hurd interprets his findings with the absence of
a bequest motive, whereas Kopczuk and Lupton still find evidence of an operative bequest motive.
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spirit’ model in which the wealthy gain utility directly by holding assets and by
passing them on to following generations. Focus lies on behavioral changes as
well as on social welfare implications released by estate taxation. Section 3.3
extends the model to the existence of foundations. Finally, Section 3.4 concludes.

3.1 Life-cycle savings and family bequests — an
explanation for transfers of the rich?

Following the ‘proportionality hypothesis’ of Friedman (1957), consumption and
savings ratios are independent from permanent income. Implying there is no sat-
uration in consumption, one may suggest wealthy individuals behave identical to
any other society member.

Empirical findings apparently contradict this hypothesis, exhibiting that espe-
cially rich individuals barely reduce funds when old and prevailing unanimous be-
lief about the difference in saving ratios between recipients of high and relatively
low permanent income.** One could argue this is due to the fact that the amount
of wealth and interests gained is too vast to be consumed within a single lifetime.
According to Modigliani (1986) one could, on the other hand, assert saving be-
ing a luxury good, causing higher saving rates among the rich. In order to further
analyze the bequest motives of the wealthy, their saving behavior is compared to
the pure life cycle theory as well as to family-oriented savings, showing that the
common bequest motives fail to explain the behavior of the upper tail of the wealth
distribution.

Intragenerational accumulation of savings basically can be described by the
standard life cycle model developed by Modigliani and Brumberg (1954). It de-
fines consumption and saving decisions of forward looking individuals, whose
preferences are defined over present and future consumption, incorporating a pe-
riod of retirement at life’s end. The accumulation of wealth is thereby solely driven
by the individuals’ desire to optimize rewards of consumption. The age-profile of
wealth holding is expected to have a hump-shape with its peak occurring near the
date of retirement and a complete decumulation of wealth until death. Empirical
findings, however, reveal that a large fraction of society dies with positive personal
wealth (Figure 3.1). Extensions to the basic life cycle model therefore incorpo-
rate, for example, capital market imperfections or uncertainty in earnings and in
length of lifetime, which are given as explanation for the existence of unplanned

“Friedman’s assumption has caused a long controversial in the literature, generating opponents as
well as supporters. See Kotlikoff and Summers (1981).
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Figure 3.1: Individual wealth over lifetime: life-cycle theory vs. empirical findings
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bequests. Nevertheless, theories of lifetime accumulation and accidental bequests,
caused by the lack of planning reliability, are quite inadequate for those individuals
having made a sizable fortune during lifetime. Contradicting the argumentation of
unplanned bequests, De Nardi (2004) demonstrates that rich individuals often con-
tinue working even though having accumulated enough wealth to live in extreme
luxury until the end of life.

Positive wealth holdings at the time of death can further be originated by direct
family-oriented bequest motives — already described in Chapter 2.1 — generating
utility by the transference of wealth to future generations. Savings are regarded
not only for infragenerational purposes by smoothing consumption over time, but
also for intergenerational issues and might thus explain even the saving behavior
of the very rich.

However, first notably since Hurd (1987) and Laitner and Juster (1996) revealed
that sizable bequests generally are independent of the existence and number of
children, it has become evident that pure family concerns cannot be responsible
for the absence of wealth decumulation in retirement. Furthermore, Carroll (1998)
and De Nardi (2004) show that neither unselfish parental care nor strategic motives
appear to be very strong for those having made a remarkable fortune, given that
the rich mostly leave the bulk of their wealth to charity rather than to their chil-
dren. Thus altruistic preferences, characterized by compensatory bequest equaliz-
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ing welfare among the descendants, as well as a strategic motive, in which wealth
is transferred as payment for services delivered by the donee, cannot account for
the very wealthy’s preferences.

Among the common bequest motives, paternalism, pursuing the idea of warm
glow (or joy of giving), provides the closest fit to explain wealth transfers of the
wealthy. Since giving itself produces a benefit to the donor without incorporating
the effects on the donee, utility is derived by the amount of terminal wealth trans-
ferred. Similarly, for the very rich it is wealth itself or its associated attributes,
which induce a motivation to save at even increasing rates until death. Though,
deviating from ‘joy of giving’, sizable wealth already generates utility in all pe-
riods of life and even beyond death — a fact that should be incorporated into the
modeling of the very wealthy’s bequest behavior.

The importance of such wealth creating ambition — denoted as ‘capitalist spirit®
— has long been recognized by economists like Adam Smith or John M. Keynes as
the underlying driving force for economic growth. They were aware that wealth
serves to advertise status as well as to achieve higher social positions and power
during life, inducing individuals to undertake growth-enhancing economic activ-
ities. The perception that this motivation continues beyond death and can thus
be reflected even in bequest behavior was first adumbrated by Atkinson (1980).
He argued that the transfer motives of those individuals having gained substan-
tial wealth by entrepreneurial activity differ from classical bequest motivations. In
this regard Hurd (1987), Masson and Pestieau (1997), and Arrondel and Laferrere
(2001) also refer to a ‘capitalist spirit” suggesting a prime motivation of the rich to
see their name continued in the public arena even beyond death.

3.2 The Model

Analyzing the effects of a wealth transfer tax on bequests of the very wealthy and
demonstrating its relevance for society, a simple overlapping generation model is
introduced with just the essential features needed to describe the characteristics of
the ‘capitalist spirit’.

Suppose there are two dynasties i = L, H each consisting of two generations
which both live for two periods. During the first period of life, the individuals
work, consume, and save. In the second period the individuals retire and live off
their savings, which they spend for own consumption and bequests.

Each parent, born in ¢, has a single child, born in # + 1, to whom she leaves all
her remaining wealth. Consumption and savings are denoted with ¢, c?, w”, w’ for
young and old respectively. Each individual is endowed with one unit of time in
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Figure 3.2: Time path of the model
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her first period of life, which she can spend for working. The chosen labor supply /;
determines foregone leisure denoted by 1 —/;. Further, the dynasties differ in innate
earning abilities, with p; < py. Both, labor supply (effort) and innate ability are
unobservable. Information on the individual’s gross income only exists as product
of effort and ability e; = p;l;, where e; < ey holds. The government imposes a
non-linear income tax, such that the individuals receive a net income xz,xg, and
additionally a proportional tax on bequests 7°.

Individuals, in general, are assumed to be life cycle savers. However, above
a critical wealth threshold «a, individuals of the parent generation are supposed
to follow a ‘capitalist spirit’ motive. In that case, they gain additional utility by
wealth holding during periods alive wl’ w7, as well as by the survival of their
wealth within the following generation. This wealth transfer may be taxed by the

(),‘L'b

government and is denoted by w;}" . Individuals hence maximize:

b
, , u(eg)+yvwg)  vwi”
Uieml) =l v (1 1)+ ST )

with u(-), v(-), and h(-) strictly concave, strictly increasing, and twice continu-
ously differentiable. The parameter o describes the time-preference rate and y > 0
denotes the degree of the ‘capitalist spirit” determining the emphasis given to the
wealth term.* In the following, I first analyze the individual optimum lifetime de-

“With y = 0 the model reduces to a standard precautionary saving’s model, which occurs with wealth
holding below a.
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cision process in the parent’s generation, characterizing the distortive effects that
emerge with the imposition of an estate tax. In a next step, social welfare con-
siderations of a benevolent government are incorporated, taking into account both
generations and dynasties.

3.2.1 Individual optimum bequest decision

Suppose, agents of dynasty i = L,H earn a positive, exogenous net income x;,
when young. Additionally, they receive a (differing) wealth transfer w{, | from the
previous generation. Assuming for simplicity that high-able individuals have high-
able ancestors, these are endowed with more initial wealth and thereby will leave
larger bequests to the following generation.*® Once retired the individuals live off

their savings. Thus, I maximize (3.1) under the following budget constraints

Wi, =X W = (3.2)

w}’,, :wfyt—czt. (3.3)

1,

In equilibrium, parents consume and save in both periods so that

: : , 1 )
C?,t : ”/(czyt) = W/(Wz}'.t) + m”/(ci,t)v (3.4)
1 ozh
il (¢0) =y (Wl + "o VWi, (3.5)

Contrasting to pure life cycle considerations, where savings solely serve to finance
future consumption, wealth creates additional utility by its existence per se. Thus,
the marginal utility of first period consumption has to equal the marginal utility
of future consumption weighted with the time preference rate plus the marginal
utility gained by wealth holding weighted with the rate of ‘capitalist spirit’. When
old, the marginal utility to consume equals the sum of marginal utilities derived by
present wealth holding and by its survival within the future dynasty, both weighted
with y. Thus, the intensity to consume when young and old is determined by the
factor of ‘capitalist spirit’. The higher it is, the higher are wealth preferences and
the lower is consumption.

In order to give further evidence regarding the individual lifetime utility, an as-
sumption about the concrete functional form of utility is needed. In the following,

46The assumption of the positive correlation of initial wealth and abilities appears plausible, given that
empirical findings show that individuals with higher income also own more wealth and a substantial
part of this wealth is regarded to inheritances. See Gale and Scholz (1994) and Modigliani (1988).
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I use a standard CRRA form for the consumption and the leisure term and a modi-
fied Stone-Geary form for the wealth term. Entering both additively into the utility
function leads to

(c?t)““+ (W,’-’,,+a)1*¢+(171,-)1—”

Ui= 1—u 4 1—¢ 1—u
@) g )
e e
1—& = 1—¢
3.6
o e GO

where i denotes relative risk aversion for consumption and leisure, and ¢ con-
trols the curvature of the wealth term. Further a > 0 is defined as a modified
Stone-Geary parameter, assuring that for initial consumption the marginal utility
to consume is strictly greater than the marginal utility to accumulate wealth, and
thereby generating heterogeneity in the demand for wealth.*’

In the following, I assume for simplicity that 4 = ¢ = 1. By use of L’'Hopital’s
rule the utility terms in (3.6) become logarithmic.*®
Solving the maximization problem in (3.6) with respect to the budget constraints
(3.2) and (3.3), optimal consumption reveals, when old and young respectively

. W, +a)(1+o0)
=t (3.7)
T l+o0+y240)
. Wf,  +x+a)(1+0)?
=5 — . (3.8)
+30+02+y(3+30+0?)

As the marginal utility of wealth is lower for initial consumption levels, individ-
uals with a low permanent income would even choose to die in debt.*” Therefore
a no-borrowing constraint has to be added, to guarantee that wealth is nonnegative
in both periods
cyt—i—c;”t szt—i—w,-o’,_l, (3.9)

l7

leading to the following proposition.

4TThis modified parameter is similar to the original Stone-Geary parameter which, describing a subsis-

tence minimum in consumption, is negative in the formulations of Stone (1954) and Geary (1949-

50). The modified form in this model, however, is positive, determining the relative scale over

which the ‘capitalist spirit’ outweighs the individual’s impatience and desire for immediate con-
sumption.

3 yl-p Y y1-u-1

€0F _ gy
49Thereby increasing the marginal utility of wealth and lower that of consumption.

Blimy_y

= In(c;,); equivalently, this holds for all other utility terms.
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Proposition 1. The solution to the individual maximization problem is given
by

* 0%

cip = min[(c}y + 7)), (Wig +xi0)].

Lifetime consumptions c;; is hence determined by the minimum of the sum
of optimal consumption in both periods and the sum of labor income and
inheritances.

Proof. Consider a low-able individual with w?,_; +x;; < a. Due to the
assumption that the wealth term is described by a modified Stone-Geary
form, for low consumption levels it holds «’(c) > v/ (w+a). Hence, without
a no-borrowing constraint all parents with permanent income smaller than
a would borrow to increase consumption. |

The no-borrowing constraint is binding for all agents with wealth holdings be-
low the threshold level a. These individuals are life cycle savers, decumulating all
assets until death. Contrasting, agents above the threshold level will save and leave
behind wealth at ever increasing rates as permanent income rises.

3.2.1.1 Special case — optimal bequest decision

The results obtained so far are illustrated in the following numerical example.

Example 3.1. Let for the above concrete utility function 4 = ¢ = 1, such that
u=1In(c;;) and v = In(w;; +a), and assume ¢ = 0.1. Let further, initial
wealth and net income for dynasty H : wf_| = 10,x, =10 and L : w{_| =
0,x =3

When varying the threshold levels a and the strength of ‘capitalist spirit’
v there are three observations to be made (Table 3.1).

- High-able individuals with permanent income above the threshold
level a, one the one hand, reduce consumption with increasing 7.

- A higher threshold level a, on the other hand, causes high-able indi-
viduals to diminish savings and to increment consumption.

30To solve the model, I begin with determining the last period consumption. Given that the individual
might choose to die with positive wealth holding, last period consumption is not determined by
remaining assets of the previous period, as in the typical life-cycle problem. Instead, optimal
consumption in the last period is denoted by ¢f;" = w?, | +x;; —c};" —w{;". If the individual’s
permanent income, w¢, | +X;,, is small, the consumer will want to die in dépt, which is restricted
by (3.9). Thus, lifetime consumption ¢;, is smaller or equal to the given individual budget.
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Table 3.1: Exemplary optimal bequest decision under non-taxation

Y% o 0% (o
Y Cit Wzy,t Cit Wit

i=H a=5 1.1 5.0831 149169 64247 8.4922
1.5 4.1580 15.8420 5.3944 10.4476

a=7 1.1 54898 145102 69388  7.5714
1.5 44907 15.5093 5.8259 9.6834

i=L 0 1.5714  1.4286 1.4286 0

- In contrast, low-able individuals would rather die in dept to increase
consumption levels. In this case, the no-borrowing constraint is bind-
ing. Low-able individuals become life cycle savers, leaving no be-
quests to their descendants. Given that ¥ = 0 and irrespective of the
threshold level a, low-able individuals will only smooth consumption
over time.

Suppose now, the social planner intervenes in the decision process, imposing a
tax on wealth transfers t” > 0. Thus, considering how the individual saving and
consumption decision changes, as soon as capitalistic utility is diminished.

3.2.1.2 Special case — optimal bequest decision under estate taxation

A tax on wealth transfers implicitly causes the threshold level a to increase. Hence,
a higher gross bequest is needed in order to be able to gain utility from the for-
tune passed on to following generations. However, the utility derived from wealth
holdings during lifetime remains unaffected. Figure 3.3 depicts the effect on con-
sumption and savings with the introduction of a tax on bequest.

The actual consumption function is given by the minimum of the 45-degree line
and the optimal consumption function, in which bequests are not constrained to
be positive. The intersection labeled w identifies the level of lifetime wealth at
which consumers begin to leave positive bequests. The introduction of a bequest
tax shifts the intersect point to the right. The new required wealth level from which
parents begin to save and to bequeath, w s, is substantially higher and increasing
with the tax rate.
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Figure 3.3: Consumption and savings decision with 7”
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Source: Following Carroll (1998).

Hence, when wanting to analyze the effects of a wealth transfer tax introduction,

three categories of individuals within the parents’ generation have to be differenti-

ated.

- Individuals with permanent lifetime income below w, due to the no-borrow-

ing constraint will never leave bequests neither when wealth transfers are
untaxed nor when bequests are taxed.

Individuals exhibiting wealth above WT;,, however, will always leave be-
quests, even when exposed to an estate tax. This can be argued by the
existence of a strong ‘capitalist spirit” which generates utility from wealth
holding that is sufficiently high to compensate the utility losses induced by
wealth transfer taxation.

Individuals with lifetime wealth berween w and w_, would leave bequests
as long as transfers to descendants remain untaxed, but will become life-
cycle savers under an estate tax. Here the ‘capitalist spirit’ is crowded out
by wealth transfer taxation.

At first glance it appears the third category is most affected by wealth transfer tax-
ation. However, at any level of lifetime income above the threshold a, the size
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of bequests left to the future generation is reduced by the amount equalizing the
gap between the two consumption curves. This gap becomes wider the higher
the wealth transfer tax rates.' Since individuals are assumed to be rational and
forward-looking, they optimally determine their consumption and savings over
lifetime. Anticipating future wealth transfers will be taxed, they adjust consump-
tion and saving decisions in both periods. Thus, receiving the following proposi-
tion.

Proposition 2. Let t° > 0, then the behavioral changes concerning the op-
timum saving decision in the last period W;')}* induced by taxation, can be
determined as

At A,
e, | = - GEASE) iz
—=T Wi | O o= _ = (3.10)
aT > — 3 T o7 Ybut <0 if w<wi, <wp,
=0 if wi, <w.

Proof. Since w* is defined as the residual of wealth holding minus the op-
timal consumption level according to (3.7) and (3.8), it can be written as

wi  =w —c¢?" and wy’,* =Wq X — c,)t* (.11

it it Cit i
When introducing a tax on bequests (3.7) modifies to

on __latwi)(+0)
it 14+o+y2+0—1b)

(3.7)

Applying the modified optimal consumption level (3.7”) to (3.8) it holds
. (a+wt, +31)(1+0)
w? T (14+0)2+y+0+0y) +y(-2+0—1)

Combining (3.11), (3.7”), and (3.8’), the tax induced changes in the end of
life’s wealth can be calculated by

)%

(3.8")

aw;'],;rh _ acz{’:rb acz;frh 312
ott —  9tt  o9tb (3-12)

5!n order to judge the aggregate effect of a bequest tax by extending this model to n agents, I would
need to make assumptions on the distribution of individuals across these different levels of income.
If most of the parent generation belong to the first group, an estate tax may have little effect on the
consumption and saving decisions. If, however, among the benefactors (capitalists) most bequests
will be created within the third category (W<w<w_»), then the taxation of wealth transfers can nearly
reduce wealth transfers to zero, which also implies that no tax revenues are generated.
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Due to the no-borrowing constraint this only holds true if wi, > we. In
all other cases the reduction of wealth holding is lower. For all individ-
uals with wp, > wy, > w it shows that wealth is reduced and consumption
equivalently increased until the no-borrowing constraint binds.

4T

o0
it,T it,th = Wig—1+Xig,

With w}, < w individuals do not reveal any behavioral changes, given that
they would not even hold wealth without an estate tax. In this case it reveals

0,%

ow;
Wiy +xis— (¢}, +¢f,) =0, and it follows a;bl =0. |

The distortive effect on savings and hence on wealth transfers, induced by an
estate tax, is larger the higher the tax rate 7, the higher the wealth threshold level
a and the lower the ‘capitalist spirit’, determined by y. The intensity of these
behavioral changes can be shown in the following numerical example.

Example 3.2. Given the two dynasties H,L analog to Example 3.1, and let
the tax rates 77 on bequests vary. Since low-able individuals are life-cycle
savers, irrespective of a bequest tax, they will never leave bequests to des-
cendants. Therefore, they are excluded from this numerical example.

As can be taken from Table 3.2 there are three observations to be made.

- The introduction of 7% causes high-able individuals, receiving a per-
manent lifetime income above the threshold level a, to consume more
and thus save less for future generations. This effect increases with
b

- The higher the wealth threshold a and the lower the capital spirit ¥y
the stronger the distortive tax effects.

- If estate tax rates are too high (e.g. an almost confiscatory tax of t° =
0.99), taxation might even reduce the optimal amount of terminal
wealth in such way that it falls below the threshold level a. In this
case, the ‘capitalist spirit’ is crowded out. The lower y and the higher
a the sooner this effect is released, so that at some critical tax rate
7 even the high-able individual cannot generate utility by passing
wealth into the future as well as by holding wealth during lifetime
(cells marked gray).
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Table 3.2: Exemplary optimal bequest decision under wealth transfer taxation
b * k 0% 0,% W;*mh 0%
T Y c}}-l,t WIY-I,t CHy WH o/ WHy
a=5 0 1.1 50831 149169 64247 8.4922
1.5 4.1580 15.8420 5.3944 10.4476
0.2 1.1 52783 14.7217 6.8006  7.9211 -0.0672
1.5 43369 15.6631 5.7543  9.9088 -0.0515
0.4 1.1 54890 14.5110 7.2260  7.2850 -0.1421
1.5 45318 154682 6.1685 9.2997 -0.1099
099 1.1 6.2217 13.7783 8.997 4.7813 -0.4369
1.5 52245 14.7755 7.8672  6.9083 -0.3388
a=7 0 1.1 54898 145102 6.9388  7.5714
1.5 44907 15.5093 5.8259 9.6834
0.2 1.1 57006 14.2994 7.3446 6.9548 -0.1128
1.5 4.6839 153161 6.2146 9.1015 -0.0601
0.4 1.1 59281 14.0719 7.8044  6.2675 -0.1722
1.5 4.8943 15.1057 6.6619  8.4438 -0.1280
0.99 1.1 6.7195 13.2805 9.6116 3.6689 -0.5154
1.5 5.6425 14.3575 8.4967 @ 5.5608 -0.4257

As a result, the optimum decision process of a capitalistic individual is revealed
to be determined by two parameters: the degree of ‘capitalist spirit’ and the level
of wealth threshold required to gain utility from lifetime savings as well as from
terminal wealth. It holds that the more intense the ‘capitalist spirit’ the higher are
savings and bequests. The imposition of a wealth transfer tax leads to a reduc-
tion of capitalistic savings. These distortions, however, are smaller the higher this
wealth creating ambition. This implies, individuals attaching great importance
to the survival of their wealth even beyond death, to reveal smaller behavioral
changes. Contrasting, it can be shown the higher the wealth threshold level the
smaller are savings and bequests. Since capitalistic savings become less valuable
with an increase in the required minimum wealth level, individuals, if at all, solely
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save smaller shares of their permanent savings for capitalistic reasons. The in-
troduction of a tax on bequests induces capitalistic savings to become even less
valuable. This reveals that the higher the required amount to undertake capitalistic
savings the more sensitive individuals are to wealth transfer taxation.

3.2.2 Social welfare

In order to analyze not only individual but also social effects of wealth transfer
taxation, I now integrate social welfare considerations of a benevolent government
imposing a non-linear income tax and a linear tax on bequest. The parents’ indi-
rect utility can be defined according to (3.1)

0 by —
Vi.t(xi,taei,hwi,tfl,f ) =

) o,7" y
max{Ui, (ciy,tvc;ita”ﬁ{t’wztvwi,} )| Cit + iy < xig Wi}

For the children’s generation it applies

0 by —
Viert (Xig g1, €041, Wit T )=

S UG AN EANECAVES ARERTAS:
The maximized utility of both generations is increasing in the individual net in-
come and the initial endowments transferred from the previous generation. Higher
values of these variables lead to higher consumption and higher saving rates in
both periods.

To begin with, the tax on bequests is set fixed at 7% = 0, and the government is
considered to impose an optimal non-linear income tax with the objective to maxi-
mize the welfare of both dynasties as well as generations. A non-linear income
tax enables the government to apply different tax parameters on different types
of individuals and therewith to redistribute income from high-able to low-able in-
dividuals. This, however, might create an incentive for the former to avoid the
tax burden by adjusting labor earnings to that of the low-able individual. Hence,
to make the individuals voluntarily reveal their productivity type, the government
has to include a revelation mechanism.

In this model, setting a non-linear income tax is equivalent to determining two
bundles (x7;,er;), (Xm,,en ) — implying net and gross labor earnings of both low-
able and high-able individuals — subject to a self-selection constraint and a resource
constraint. Even though earnings and wealth are supposed to be positively corre-
lated, the government is assumed not to use its information on individual’s initial



3.2 The Model 57

wealth. Thus, instead of applying a differentiated lump-sum tax, the government
applies a schedular tax system, levying income and bequests independently.”? Ac-
cording to Mirrlees (1971) an optimal non-linear income tax system is then defined
by

max Y avi()+a Y qvia(), (3.13)

a
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S.t. vH,t(xH,taeH,tawHJ—lvT ) > VH7[(-XL,laeL,l)WH7[—]aT ), (3.14)

(ers—xmy)+ (e —xrs) + ‘L'b(w?” +wi) > 8 (3.15)

with (3.14) as the self-selection constraint and (3.15) as the government budget
constraint. vk, denotes high-able individuals mimicking low-able ones and g the
required government revenues.>>

The social planner is assumed to weight the individual utility according to gz >
qm, such that downward redistribution from high-wage to low-wage individuals
is desired. The self-selection constraint, therewith, is solely binding for the rich
individuals. The factor & > 0 incorporates the descendants’ welfare — which is
not included in the parents’ welfare function neither with a life-cycle nor with a
capitalistic motive — into the governments’ objective. Given gross income eg, ey,
being exogenous, a variation in net income reveals the effects of a change in non-
linear income tax rates. Thus, the first order conditions of the above maximization
problem with respect to x; , and xy ; read

v v ovk
Xt qre—t pag Rt )~ o, (3.16)
8xLJ 8xL_,, 8xL_,,
0 0 0
Xt gt gy S YHi 3 —o. (3.17)
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with 4 and A denoting the Lagrange multipliers for (3.14) and (3.15) respectively.
Both multipliers are strictly positive.>* These first order conditions, together with

52This is in accordance with actual behavior of tax authorities, which might be based on the fact that
in reality the relation of earnings and inherited wealth is — at least partly — stochastic.

33Following Bohn (1991) current and future government spending is held constant, i.c. exogenous.
The assumption of such fixed revenue requirement is common in the tax avoidance literature, e.g.
Yitzhaki and Slemrod (1991), or Sandmo (2005). To analyze social welfare changes induced by
the introduction of an estate tax, incorporating both generations and dynasties, we likewise suppose
governmental revenue requirements to be constant over time.

341 > 0 implies that the self-selection constraint is binding. If it were not, the government could im-
plement a first best tax system. However, it is obvious to show that this is not incentive compatible
and thus not consistent with the self-selection constraint.
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the self-selection constraint and the government’s budget constraint, implicitly de-
fine an optimal non-linear tax system which will be denoted as G*(7?). Hence,
the question arises, whether and how an additional tax on bequests affects social
welfare. Differentiation of G* with respect to t” reveals the following proposition.

Proposition 3. Let the government implement an optimal non-linear income
tax system. Then the introduction of a tax on wealth transfers produces the
following welfare effect

aG* aVi (9 0
S, —o X af a§21>+u(axf[’<wﬂi—wt>> (3.18)

t0=0 i=L,H

While the first term — describing the tax-induced distortions in the chil-
dren’s generation — is negative, the second term — indicating the redistribu-
tive effect in the parents’ generation — is positive. If initial endowments
were homogeneous, WZ’]; = WZJ, the effect on the self-selection constraint
would be zero and the overall social welfare effect would hence be nega-
tive.>> But, due to the assumption that initial wealth of high- and low-able
individuals differs, the overall effect in the present setting is ambiguous,
depending on whether the first or the second term prevails.

Proof. Using the Envelope Theorem, we generate the optimum value func-
tion G*(t?) at ?* =0
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33This result is obviously related to the findings of Atkinson and Stiglitz (1980), who have shown
that an optimal non-linear income tax is sufficient in order to redistribute within a generation. Their
considerations lead to the result that an additional taxation of wealth transfers would have a negative
welfare effect.
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This leads to

aG* (9V,',+1 avit+1 avlf]l
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When applying the Slutsky-equation it holds
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Since the high-able individual is endowed with more initial wealth, she will,
even when mimicking, leave more bequests to her descendant than the low-able
individual does. Therefore, it holds wé,’, > wr,. If an estate tax is introduced,
the government is able to increase tax revenues by At? (W, +wf,). This allows
for the possibility to compensate the individuals of the parents’ generation with
an equivalent reduction in income tax A’cbwzt = Ax;;. Given that w"H’t > Wi,
the compensation must be higher for high-able individuals Axg, > Axz ;. Hence,
the self-selection constraint is relaxed, due to the fact that the opportunity to mimic
becomes less attractive for the high-able individual. By facilitating the government
to further redistribute via the income tax the taxation on wealth transfers elicits a
positive welfare effect. However, an additional welfare-decreasing negative price
effect affects the descendants’ generation, whose initial inheritances are reduced
by wealth transfer taxation and thus would rather call for a subsidy on bequests.

As a result, the impact of wealth transfer taxation on social welfare under the
‘capitalist spirit’ assumption decisively depends on the difference in initial wealth
levels and on the parameter &, describing the social rate of discounting the welfare
of future generations.® If wealth inequality is zero, as in Atkinson and Stiglitz
(1980), or infinitesimal small the positive redistributive effect has virtually no im-
pact, so that the negative distortive effect prevails. However, with the existence of
a ‘capitalist spirit’, which implicitly presumes a sizable difference in initial wealth
of high-able and low-able individuals, the redistributive effect becomes clearly
evident. Hence, this positive impact induced by the estate tax might justify its
existence. In the optimum, the estate tax rate should be set to balance both, the
distortive and the redistributive effect, best possibly.

Nonetheless, high estate tax rates generally will be avoided by the individuals
involved. For the high-able individual following a ‘capitalist spirit’ the formation
of a charitable foundation therein provides a preferable instrument to prevent own

OTf @ is set to zero the estate tax would only have a positive redistributive effect.
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wealth from being taxed.”” In order to analyze this effect, I allow for the existence
of charitable foundation in the following section.

3.3 The existence of self-governed foundations

The present model has been limited, so far, to only one possibility of preserving
the own fortune beyond death — via bequests to descendants. I now allow for the
existence of own foundations which can perfectly replace the dynasty in the con-
tinuation process of own wealth in the future. Hence, the individual has to choose
not only which fraction of the fortune to transfer, but also how to allocate the for-
tune between descendants and the own foundation.”® Contrary to passing wealth
on to the own dynasty, which is intended to continue the will of their ancestors
free of costs, the foundation is assumed to require a specific capital stock d/ to be
instituted and proportional costs k& to be run. These costs obviously reduce the
utility gained from wealth holding.

Most societies grant philanthropists tax deductibility for donations and charit-
able bequests. Foundations set up by an individual, a family, or a group of individ-
uals can pursue public or private interests. Whereas charitable foundations enjoy
tax shelter, a family foundation which solely serves private interest is taxed like
any other legal entity.>

In order to incorporate the idea of a tax privilege into this model, I allow for
charitable foundations only and assume the government to exempt these founda-
tions from the estate tax. The rate of return r,f generated within the foundation is
supposed to accrue into public revenues, such that the budget constraint in (3.15)
changes to

(ers—xmy)+ (e —xr;)+ Tb(W?L, + WI()",) > 8 — V{(Wz}f(Pi,t))7 (3.20)

STEmpirical evidence shows that the taxation of wealth transfers reduces the price for charitable be-
quests and hence causes strong incentive effects to avoid taxation by charitable giving. See Bakija,
Gale and Slemrod (2003).

381 will show that given the simple model, there will only be all-or-nothing decisions. Capitalists max-
imize their utility either by bequeathing the entire fortune to the descendants or to the foundation.

Foundations may have a diversity of forms and may follow different regulations. These depend
on the jurisdiction in which they are created. In most countries solely charitable organizations
are characterized as foundations, whereas in some others they differentiate between foundations
following public interests (charity) and private interests. Generally, charities receive tax shelter in
almost all countries.
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with w/ describing the amount of wealth inherited to the charitable foundation.
This amount depends on P, ,, describing the price of charitable contributions rela-
tive to the price for bequests to the own family

(wf, +d”) /(1K)

Y /=)

The taxation of dynastic bequests reduces the price for charitable transfers to the
foundation and increases the amount of charitable bequests. Thereby, it generates
additional revenues for the government, so that the national budget is relaxed,
offering the possibility to cut taxes or to increase redistribution. Both aspects
enhance social welfare.®

Given that a capitalist is solely interested in seeing her fortune continued beyond
own death, a charitable foundation, in which the lifework and the testator’s name
are maintained, offers a perfect and tax-free alternative to pass on wealth into the
future.

Let in the following the minimum capital stock needed to form a foundation
d’ be strictly larger than the wealth threshold level a. Thus, in equilibrium no
foundation exists, if 72 = 0, or if ¥/ > 7%, and the results of Section 3.2 remain.
However, this changes as soon as the costs to run the foundation k/ are lower
than the estate tax rate 7°. Then, all capitalists with wealth holding w?, > d/ have
the opportunity to avoid estate taxation by forming an own foundation, anticipating
that d/ is the minimum financial requirement to form a foundation and &/ > a. The
new wealth threshold level, above which the individual is able to avoid taxation by

installing an own charitable foundation is denoted by 1.

Figure 3.4 depicts that tax effects for some part of the capitalists are relaxed,
when allowing for the existence of charitable foundations. Even though, facing
operating costs when transferring wealth to a foundation which would not accrue
when bequeathing to the descendants, these costs, nonetheless, are smaller than
being taxed.

%OWith this assumption we abstract from any specific mission a foundation normally pursues by fund-
ing special interests e.g. in health care, education, culture etc.. Thereby any influence exercised by
the benefactor is excluded. The return is incorporated in the public revenues without a specified
appropriation.
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Figure 3.4: Consumption and savings decision with 7% and the existence of foundations
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Therefore, the findings of Section 3.2 can be revised, and by modifying Proposition
2 it holds

lai ey . .
o’ | = — (5at+545) it wi, >Ww,
Wiif PYI
H‘Tb ztfb (321)
oth > = (55 t+ 55 )but <0 if w<wi, <,
= 0 if wi, < w.

Capitalistic individuals with w < w7, < do not have the opportunity to avoid
taxation. Their wealth holding w7, is not big enough to afford the minimum finan-
cial requirement d’ to install a foundation, such that they are forced to become
life-cycle savers.

In terms of social welfare, the existence of foundations causes a decreasing part
of individual wealth to underlie taxation. Since the possibility to avoid the bequest
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tax is only given to the very rich, it is solely the ‘poor capitalist’ with wealth w <
w;, < W who can be charged by the government. Direct redistribution via bequest
taxation, therewith, is obviously diminished or even crowded out completely.

Equivalently to Section 3.2, the optimal non-linear income tax system can thus
be developed, using (3.13), (3.14), and the modified government budget constraint
(3.20), revealing

max Y avii()+a Y gmiea(o),
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Supposing the social planner still weights the individual utility according to gz >
qH ., then the first order conditions (3.16) and (3.17) together with the self-selection
constraint and the modified government’s budget constraint implicitly define an
optimal non-linear tax system denoted as G*/ (7). Differentiating with respect to
7% leads to the following proposition.

Proposition 4. The social welfare effect of estate taxation within an environ-
ment in which tax avoidance by charitable bequests is available reads

aG*f avivl+l 81)([)_1’71; o,L 0 awi)tf
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(3.22)

By incorporation of charitable foundations, becoming public property at
decedents’ death, the introduction of a bequest tax leads to an additional
positive term. This term can be described by the positive price effect on
charitable bequests. Given that the first and second term have the same
properties as in (3.18), but may vary in their intensity, the overall welfare
effect remains ambiguous.

Proof. Analog to Proposition 3, the Envelope Theorem is used to generate
the optimum value function G*/ (") at 72 = 0
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Hence, if the positive impact induced by the estate tax preponderates, this im-
plies that even high estate tax rates can enhance redistribution given that rich in-
dividuals are forced to invest their fortune in charitable foundations. However, a
valuation of the distortive and redistributive effects compared to Section 3.2 is un-
feasible. Even though there might be positive welfare indications, based on this
model one cannot assert that (excessive) taxation of wealth transfers unequivocally
could have welfare increasing effects by coercing the very wealthy capitalists to
form own charitable foundations.

3.4 Concluding remarks

This chapter has analyzed the individual as well as the social welfare effects of a
bequest tax levied on the very rich. Given that in almost all societies big fortunes
are held by a few individuals, these findings are essential, particularly, since empir-
ical evidence has proven that the rich rather seem to follow capitalistic motivations
than common family concerns. As a consequence, they are supposed to exhibit the
aspiration to see their own name and lifework continued beyond death, inheriting
all their wealth to those recipients able to fulfill their ambition best possibly.

With regard to individual effects, 1 have shown that an inheritance to the dy-
nastic family becomes less attractive as soon as bequests are taxed. However, the
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greater the importance attached to the survival of own wealth beyond death (the
larger the ‘capitalist spirit’) the smaller behavioral changes are. The taxation of
bequests, nonetheless, induces the capitalistic benefactor to search for an alterna-
tive to maintain her wealth holding in the future. Therefore, the formation of an
own charitable foundation that generally enjoys tax exemption, for example, might
be regarded as a consequence of wealth transfer taxation. Raising the price for be-
quests, wealth transfer taxes impose an extraordinary burden on the capitalists and
endanger the persistence of their fortunes, leading to a strong incentive effect on
tax avoidance activities.

Respecting social welfare consequences, ambiguous results are observed, given
that wealth transfer taxation is undesirable for the capitalist’s individual utility, but
at the same time enhances redistribution. Additionally to heterogeneous earning
abilities, further heterogeneity of initial wealth is presumed which results from
unequal wealth transfers in the past. Thereby the traditional findings of Atkinson
and Stiglitz (1980) cannot be applied. In contrast, it can be shown that, due to
differences in initial wealth, the taxation of wealth transfers supplementary to an
non-linear income tax, induces two ambiguous effects — a distortive (known from
the traditional literature) and a redistributive effect. The latter, moreover, can be
supposed to be larger the stronger the differences in initial wealth. Since wealth
is assumed to differ considerably in our capitalistic bequest model, considering a
high-able (wealthy) and a low-able (poor) dynasty, the redistributive effect might
preponderate, justifying the existence of estate taxation.®!

The extension to charitable bequests captures the fact that excessive wealth
transfer taxation, generally, will be avoided by the testators. Thus, assuming estate
tax rates to be higher than the costs to run a charitable foundation, the option to
bequeath to charity becomes rather attractive. Given the tax environment, ‘rich’
capitalists who can afford to institute a foundation, can therewith increase own util-
ity, whereas the ‘poor’ capitalists are exposed to full estate taxation. Resulting in
solely the very rich having the best opportunities for tax planning activities. How-
ever, the testator’s decision to inherit the own fortune to charity also influences
social welfare. Since, on the one hand, the foundation is assumed to become pub-
lic property at the benefactor’s death, redistributive means are strengthened. On
the other hand, the distortive effect on the descendant’s generation concurrently
increases: Poor capitalists are forced to become life-cycle savers, whereas the rich
completely shift their bequests to their own foundation — both reducing dynastic
bequests to zero. Whichever effect prevails is undetermined, so that one cannot

6! Even though I did not study the optimal value of an inheritance tax, it is obvious that the equilibrium
tax rate should balance both effects at the best.



66 3 Normative aspects of taxing capitalistic bequests

assess if forcing the wealthy to form an own charitable foundation enhances social
welfare.

As aresult, the ‘capitalist spirit’ has revealed to be more adequate to describe the
preferences of the very wealthy than common bequest motives. On the basis of this
finding, normative implications suggest that low or moderate taxes on capitalistic
bequests supplementary to labor income taxation might be able to increase social
welfare. Nonetheless, with imposing taxes on personal wealth, the social planer,
constantly has to bear in mind tax avoidance schemes of the affected. Except for
charitable foundations, these were omitted in the previous analysis. Especially in
regard to very wealthy individuals, tax avoidance possibilities, however, can be
supposed to be manifold.



4 Political-economic aspects of taxing
capitalistic bequests

“There’s only one kind of tax that would please everybody - one that nobody but the other
guy has to pay.”

Earl Wilson

In modern democracies generally the principle of one man — one vote holds.
Whereas the right to vote is distributed equally within society, income and espe-
cially wealth are not, such that the median voter falls short of the average. Under
these circumstances one might suppose the majority of voters to impose a tax sys-
tem which redistributes all income and wealth to the mean. Following Robin Hood
“Rob the rich — Give to the poor.” the winning coalition of the poorest fifty percent
could theoretically make all its members better off by confiscatory taxation. But,
having a closer look at most democracies the question arises why, nonetheless,
such great wealth inequality still exists.

Various efforts to explain this question can be found in literature. Meltzer
and Richard (1981) argue that expropriating the rich reduces work incentives and
thereby limits redistribution. Therefore, the median voter, maximizing her per-
sonal income as the sum of wage and welfare payments, will not vote for confis-
catory taxes. Slemrod (2001) and Traxler (2009) similarly argue that if the rich
have the opportunity to avoid taxation, extensive redistribution becomes unattain-
able. Breyer and Ursprung (1998) further suppose that the rich will escape ex-
propriation by being economically powerful. They analyze whether these wealthy
individuals are in a position to forge a majority coalition with the middle class
to avoid redistribution to the mean, and whether they might be able to influence
the politically powerful by holding out the prospect of financial support (e.g. in
election campaigns).

Since inherited wealth commonly is regarded as an unjustified advantage for
some wealthy individuals at the expense of others, taxation of these wealth trans-
fers is considered to ensure the equality of opportunities. In this chapter I want
to investigate, whether the political outcome in a direct democracy regarding the

V. Kley, The Taxation of Capitalistic Bequests, DOI 10.1007/978-3-8349-7136-4_4,
© Gabler Verlag | Springer Fachmedien Wiesbaden GmbH 2012
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taxation of capitalistic bequests produces the same result as gained in an optimal
tax system with social welfare considerations, analyzed in Chapter 3.

There is little theoretical and empirical literature on the political economy of
intergenerational wealth transfers. Solely Aura (2004) observes that in a median-
voter framework with homogeneous agents and under the absence of policy com-
mitment, wealth transfers are taxed too heavily compared to the optimum of the
social planner. This is due to the fact that with positive population growth always
the young voter decides upon the tax rates, favoring low taxes on labor income and
high taxes on estates. In an heterogeneous society Renstrom (1996) analyzes the
voting behavior of agents differing in age, productivity, and bequest motives with
regard to tax rates on consumption, labor, and capital income. He finds that tax
levels are subject to the median bequest motive. Therefore the voting outcome,
and hence the entire fiscal policy, depends on the distribution of preferences in
society. In a related approach Huffman (1996) observes that wealth distribution
influences agent’s voting behavior on labor and capital income tax levels and vice
versa. Likewise, Hammar, Jagers and Nordblom (2006) show in an empirical study
that support for an abolishment or decrease in estate tax rates is more likely among
the old and among high income groups.®> Similarly Tabellini (1991), considering
intergenerational redistribution by public debt, shows that within a median-voter
model debt is completely repaid even though it favors the rich. This is due to the
fact that repudiation would have negative redistributive consequences, causing a
majority to prefer repaying the debt.

In order to develop the politically viable level of wealth transfer taxation ap-
plied on capitalistic bequests, I consider a model with agents being heterogeneous
in age and wealth. As the normative equilibrium — evolved in Chapter 3 — indi-
cates, a taxation of capitalistic wealth transfers might be economically justifiable
as long as the redistributive effect outweighs the distortive effect. A bequest tax
set at a low rate might hence be optimal even in the long run. The political out-
come I analyze in the following in contrast proposes at least a moderate tax on
estates. My approach is to reveal why there is such conflict between the voting
outcome and the normative implications. I therefore model two voting scenarios
which are analyzed by use of numerical examples. Initially, I examine individual’s
preferences according to the alternative taxation of bequests versus labor income.
Then, I illustrate another case where bequest taxation is used to generate addi-
tional revenues for redistributive public pensions. The numerical findings reveal
that in both settings wealth heterogeneity creates a constituency to support wealth
transfer taxation, which is even enlarged as soon as revenues are redistributed.

%2Here a positive correlation of wealth with high income and age is supposed.
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The chapter is organized as follows. Section 4.1 gives an overview of the politi-
cally relevant stylized facts of wealth transfer taxation. Section 4.2 provides the
model and evolves the political-economic equilibrium using numerical examples.
Section 4.3 discusses the effects on the political outcome when the underlying
parameters change. Therein I analyze the influence of the economic power of
the rich, society’s aging and incomplete policy commitment. Section 4.4 finally
concludes.

4.1 Stylized facts

The idea to study the political economic equilibrium of a tax on capitalistic wealth
transfers is based on the fact that even though the majority of most societies is unaf-
fected by estate taxation, nevertheless, a confiscatory tax on wealth transfers does
not exist. Within the last decades, bequest tax revenues have been rather declining
in many OECD countries. Some have even abolished their bequest tax completely,
so that the importance of wealth transfer taxes in terms of total revenues seems to
be constantly diminishing.%3

Bertocchi (2007) argues that this decremented importance of wealth transfer
taxes, on the one hand, can be originated in the overall declining wealth inequality
during the twentieth century. On the other hand, she states that, due to changes
in wealth composition, differential rates of tax avoidance have evolved. Wealth
has been shifted from land to capital ownership, and hence taxation is much easier
to avoid. In this regard, the intensity of wealth taxes, moreover, would reflect the
degree of democracy and the political power of the elites.

Looking at current wealth transfer tax policies in almost all OECD countries,
one can observe that all individuals being subject to unlimited taxation are entitled
— in some countries even vast — tax exemptions for bequests.®*

As empirical literature on the example of Germany exhibits, the majority of
wealth transfers is given to spouses and own children with an average wealth trans-
fer amount of about 250,000 euros. Accounting for exemptions given to the closest
relative, one can presume that only a small part of the German society underlies
inheritance taxation at all (Figure 4.2; marked dark gray).®

Consequently, German inheritance tax directly affects only a small economic
elite. Translated into figures, in 2008 about 190,000 wealth transfers were made.
Solely 8,970 of these inheritances were larger than the exemptions credited to

93See Chapter 5.3.
%4 A detailed overview is given in Chapter 5.1.
%5 This is consistent with the empirical findings. See Statistisches Bundesamt (2010).
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Figure 4.1: Evolution of bequest taxes as share of total revenues for selected OECD
countries
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Source: Revenue Statistics 1965-2007, OECD (2009); own illustration.

spouses and children.®® Thus, most of the inheritance tax is assessed on less than
5% of the annual heirs and is therefore paid mainly on the estates of the super-
rich. This picture is quite similar in almost all OECD countries, so that in general
the very wealthy individuals, as major taxpayer’s, obviously would benefit most
from the abolition of wealth transfer taxes. Tax avoidance behavior and economic
power of the very rich could therefore have a great impact on tax policy design.

I want to show in the following that within heterogeneous societies confiscatory
taxation of estates is politically nonviable under majority rule. Even though chil-
dren outnumber parents as well as the poor outnumber the rich, not more than a
moderate tax on wealth transfers will be preferred by a majority of voters.

66See Statistisches Bundesamt (2010).
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Figure 4.2: Number of inheritances according to value in Germany 2008
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4.2 The Model

Consider an economy with an odd number of individuals. These are divided into
two generations — the parents, living for one period only and the children born in ¢,
living for two periods. Thereby I generate a simple overlapping generation model
in which I focus on solely one generation overlap to describe the voting process
in society.®” The old generation consists further of m parents, each of them has
1 + n children, where n z 0 describes the rate of population growth. I assume
no family link between the generations to exist. Wealthy parents, above a critical
wealth threshold, are assumed to follow a ‘capitalist spirit’ bequest motive, gaining
additional utility by wealth holding while alive and by the survival of their wealth
beyond death.%® All other parents as well as the entire children’s generation are
assumed to be pure life-cycle savers, smoothing consumption over time.

%7In order to analyze voting behavior and political majorities, the setting of this model differs from
that used to identify the normative equilibrium. Instead of two generations living for two periods
each, I now assume the economy to start with two generations simultaneously alive — so that the
old individuals live one period only and the young survive until economy ends in 7 4 1. Using this
setting, solely one voting process is held, in which the old are entirely detached from any decision
on labor and the young have to incorporate current and future tax effects.

%8 These characteristics are analyzed in detail in Chapter 3.
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Thus in period ¢, the ith parent and child maximize

wi, (1= 7 1)
Uio—1(c,w) =u(cl,_y) +ywl_y + yﬁ, 4.1)
' c?,
Uis(e) =ulciy) + 1575 (4.2)

u(+) is strictly concave, strictly increasing, and twice continuously differentiable.
I denote ¢ the time preference rate and y > O the degree of the capitalist spirit
determining the emphasis given to the wealth term.® The individual specific vari-
ables ¢ and w describe consumption and wealth holding, respectively. Superscripts
denote current age (young and old), and subscripts mark the individual’s period of
birth. The net wealth transferred from the old to the next generation is denoted by
w?(1— 1%, ) with €%, | indicating second period estate tax.

Figure 4.3: Time path of the model
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At the beginning of period ¢ the old individual inherits 1+ /;;_; units of wealth.
The individual-specific variable /;;_ is strictly positive and distributed according
to a known distribution H(-), with mean I,_;, median Iy ,_; < I,_; and bounded
support [1,1] in the interval [0,1]. These inheritances are used to finance present
consumption as well as savings, which are bequeathed to the young generation at
the end of the first period. The young individual earns a positive income 1 + ¢;,
in her first period of life, by which she funds present consumption and savings
for old-age. The individual-specific labor income ¢;,, which can be denoted as
innate ability, is distributed with a known distribution G(-), with mean e,, median

9With y = 0 the model reduces to a standard precautionary saving’s model, which occurs with wealth
holding below the aforementioned critical threshold.
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em; < e; and bounded support [e,e] in the interval [0,1]. To present the main
results, I further assume that, given the individual specific innate earning ability,
labor is supplied inelastically by the young generation.”®

The government budget requirements g are obtained by taxes on labor earnings
7/ and on inheritances 7 in the first period. These taxes are levied on the individual
specific shares of wealth and income only. Thus in period ¢ each individual —
young and old — enjoys a tax-exempt amount of one, above which additional labor
income and wealth is taxed proportionally.”! Since the old individuals die after
one period, second period government budget has to be funded by wealth transfer
taxes 77, ; only. These are levied on the entire wealth bequeathed, without any
tax allowances. Considering the tax rates, the budget constraints of parents and
children in ¢ hold, respectively

g =1+L g (1—1) =i, (4.3)
cty=1+e,(1—-7)—w) (4.4)

It

Once retired children live off their savings and receive a (differing) wealth transfer
from the previous generation. Hence, their budget constraint in period ¢ 4 1 can be
written as

0

it—1
linu—ﬂﬂ. (4.5)

w

o _
Cit _Wzy,t"_

Given that parents are not allowed to leave negative bequests, a non-negativity con-
straint has to be added. Thus, savings of the parents’ generation can equivalently
be determined by

wl, oy =max(0;1+ 1y (1— 1) — i), (4.6)

ir—1

with ¢”* denoting optimal old-age consumption.

In order to determine a political-economic equilibrium three conditions have to
be satisfied. First, an economic equilibrium holds, if individual economic deci-
sions are optimal for any given policy. Additionally, the political equilibrium is
reached, if the policy implemented is (weakly) preferred to any other alternative
by a majority of voters in every period. Finally, rationality of individuals must be
given, such that economic and political expectations are fulfilled. So as to derive
the economic as well as the political equilibrium, individuals are assumed to have

701t can be shown that elastic labor supply does not change the qualitative results I find in the following,
but they become much more complicated.

"I'This should reflect lump-sum allowances given to work force and heirs in almost all national tax
regimes.
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perfect information on the decision process, understand the voting structure and
be able to predict tax rates as a function of today’s choices.

4.2.1 Economic equilibrium

Optimal decisions of individuals in their role as economic agents can be analyzed
by taking current and expected future policy as given. Under these circumstances,
parents as well as children maximize their individual utility by optimizing con-
sumption and savings over time. Using equations (4.1) and (4.3) to derive the first
order condition, it is straightforward to show that the optimal amount saved by
each parent in period 7 can be determined by

0
aui,tfl
o1l

Hence, parent’s optimal economic decisions depend on both present and second
period taxes levied on wealth transfers. If inequality in (4.7) is strict, the non-
negativity constraint is binding. This is true for those parents receiving a low
inheritance, given that for low wealth levels the marginal utility of consump-
tion is strictly larger than the marginal utility of savings. Thus, all parents with
1+ < C;}.}tl save and bequeath a zero amount. These individuals are pure
life-cycle savers. With equality, however, savings and bequests are positive, and
parents accumulate and transfer wealth in accordance to present and future tax
rates.
Similarly, each child optimizes his lifetime consumption according to equation
(4.2) and the budget constraints (4.4) and (4.5). In period ¢ the economic equilib-
rium is then determined by the first order condition

ou, w?
5o (1 +eull=a)—ci+ T (1-70)
Children’s optimal economic decisions in ¢ are thus determined by present and
second period tax rates levied on earnings and wealth transfers as well as by the
amount bequeathed by the old generation, which itself depends on present and
future bequest tax rates. Thus, for parents and children I receive the following
indirect utilities, respectively

1_’Cth+1
140

(4L (1 =) =i, y) > y(1+ ) 4.7)

>—1 .
~“1+o0

(4.8)

vl'7f—1(Ttbv Ttb-&-l) =

. . 1—1
u(l 4+, 1 (1—1°) —wi ) Wy <1 + H’;‘) , (4.9
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Vi,t(Ttla Tth+l) =

0,%

w? C:
! -,* -1 b !
u(l+e,(1—7/) ="+ l’+n(1—r,+1))+ 1;6. (4.10)

These are to be analyzed, when it comes to vote on the bequest tax rate.

4.2.2 Political equilibrium

To be able to pursue the following analysis one feature deserves special attention.
By assuming quasilinear preferences of parents and children the effect of tax dis-
tortions and hence the analysis of the political equilibrium is simplified. It implies
that voter’s preferences are single-peaked. Such that optimal tax policy, chosen by
majority rule within a one-dimensional policy space, can be determined according
to the median-voter theorem.

In doing so, I assume the government to hold a referendum on the estate tax
rate at the beginning of the first period before economic decisions are made. Since
I model overlapping generations, old and young individuals simultaneously vote
on the tax rates, and it can be presumed that voters form coalitions along their
age. However, given I further assume heterogeneity in wealth, political agents
may additionally vote according to own present and future wealth holding. Thus,
the decisive voter might even be a pair of an old and young individual revealing
identical tax preferences.

In order to regard the main arguments of bequest taxation — namely, the taxation
of unearned wealth in contrast to earned labor income, as well as redistribution
between the rich minority and the poor majority, I distinguish two different sce-
narios in the following. In the first case the focus lies on the composition of taxes
on labor income of the young and on bequests received by the old. Holding con-
stant budget requirements of the government, individual preferences on both tax
alternatives are observed. In contrast, introducing government transfers to the old
in form of public pensions, I concentrate on redistributive aspects in the second
case. Funded by tax revenues, the amount of pension payments is endogenously
determined by the tax rate on bequests, holding fixed labor income taxes. Hence,
whereas I observe solely intergenerational tax effects in case 1, the introduction of
public pensions additionally includes intra- and intergenerational redistribution in
case 2.

4.2.2.1 Case 1: Voting on labor income and bequest tax rates

The government is assumed to face an exogenous budget g in both periods. In ¢ this
can be funded by a combination of taxes levied on young individuals’ gross income
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and on old individuals’ inheritances. However, given there are only old individuals
in the second period the revenue requirements have to be covered solely by bequest
taxes inz+ 1.

0%

Tbl' b Wii—1

t -l Government budget 1l Ln

— )

8 /
Teir
Generation ¢t — 1, old Generation ¢, young 1" period
wo*

i1 Generationz,0ld — 2" period

Hence, the government budget constraint for both periods reveals, respectively

0
(14 n)e, + 71 :rj’ﬂ%zg. @11
In order to determine the optimal tax policy, the government holds a referendum
on the estate tax rate. The one preferred by the median-voter will be chosen, and
the tax on labor earnings is then set as a residual to finance the exogenous bud-
get requirements. Thus, the effect of inheritance taxation on the labor income tax
can be calculated by % = —m. Potential tax reduction on labor earnings,
associated with a bequetst tax increase, depend on the ratio of parent’s average in-
heritance to child’s average labor income. The larger the inheritance tax base com-
pared to the labor income tax base the higher are tax reductions associated with
an estate tax increase. Likewise, the larger average labor income and the higher
population growth the less perceptible are labor income tax allowances. The tax
effect on future bequest taxation, however, is determined by public revenue re-
quirements and parent’s average bequests, which vary with Tth itself. Thus, it holds

9 8
71 /(4n) C e s . .. .
at;il = W’}‘Tb “/. 0ld and young individual’s economic decisions, illustrated
t t

in (4.9) and (4.10), hence depend solely on the median voter’s decision on ’L’,” .

otb

Voter’s preferences. For the old generation, a tax on estates in ¢ directly reduces
taxable initial wealth by Ttb I;;—1. Savings and therewith wealth transfers decrease,
which at the same time increases future inheritance tax rates, in order to ensure the
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government budget. Capitalistic utility gained by the amount of present and future
net wealth thus is diminished twofold — by lower savings today and higher tax rates
in the future. Hence, the individual-specific welfare effect of inheritance taxation
on the old generation’s indirect utility can be implicitly defined using (4.9) and
(4.6)

ot

/28| ok Ttl
" 1 MWy i I m - atr,b Mii1 azr,b
M . —1; s — 2 2 —
aVi,t—l(T,b) B ijt—1 ot Y Er 1+o 1+o
— =
o7 i1 L (1—T0) > &

it—1
0 otherwise.

It is straightforward to show that under positive taxable wealth /;;_; > 0 and posi-
tive bequests wffil > 0 the derivative is always negative for those parents leaving
positive bequesfs. Taxation of wealth transfers therefore always leads to decreasing
welfare for most of the old individuals. Solely those who neither receive taxable
initial wealth nor save and bequeath themselves remain undistorted.

The young generation, however, faces two opposing effects when an inheritance
tax is levied in ¢. Since labor income tax is set as a residual to finance public
revenues, increasing bequest tax rates, on the one hand, reduce children’s labor
income liabilities, resulting in larger net labor earnings and hence increase present
consumption and savings. On the other hand, expected inheritances in # 4 1 decline
and at the same time are levied with a higher bequest tax. The welfare effect
on a young individual, can thus be determined by the derivative of the children’s
indirect utility function (4.10)

py L N ()R e 2
i (7)) _ o7 () aci,z—l B 27 n t+1/ b =1 ggb
= . — et _
ot l+o ot Mot 1+n 1+n
4.12)

Apparently, direct utility changes in the first period are positive, given that labor
income taxes decline with rising estate tax rates. However, due to diminished
parental savings and hence lower bequests, present tax policy also impacts second
period taxation by reducing the future tax base. Lower expected inheritances and
higher expected tax rates reduce children’s discounted second period utility and
thus induce negative effects even in the present. Whether the sign of the young
individual’s welfare effect is positive or negative depends on the individual ratio
of expected inheritances and own labor income as well as on the required tax rates
in both periods.
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When it comes to vote on the tax rate, each individual optimizes her tax lia-
bilities. Accordingly, she votes for that tax rate maximizing her lifetime utility,
already anticipating the aftermath of her present decisions on future tax policy. In
order to determine the decisive voter in a society being heterogeneous according
to wealth (determined by initial endowments and initial abilities) and age, the tax
impacts on parents and children have to be combined. Then, by sorting individual
tax preferences one is able to identify the majoritarian tax policy.

The median-voter. Given there is no family link between generations and par-
ents neither receive labor income nor compensatory public transfer, the entire
old generation will either favor a zero inheritance tax and thereby high labor in-
come taxes (if I;;—1 > 0) or is indifferent to both alternatives (if /;;—; = 0 and
w?,_, = 0). In the latter case I assume these individuals to abstain from voting.72
Even though the majority of the old generation militates against a tax on wealth
transfers, they nevertheless cannot command society’s majority, due to positive
population growth and voting abstention. The children’s preferences can therefore
be revealed as the decisive factor in this voting process.

For the children to favor an estate tax, the utility gain by labor income tax al-
lowances must exceed the utility loss due to expected inheritance reductions and
future tax liabilities. These utility changes consist of pure income effects on la-
bor earnings and future inheritances (E! and E’) as well as substitutive effects
produced by shifting income and wealth over time and hence changing the in-
dividuals’ optimal consumption paths.”> However, whereas the old generation’s
preference distribution is shaped according to the right-skewed inheritance distri-
bution H (-), the shape of the children’s preference distribution is undetermined. It
depends on the labor income distribution G(-) and the wealth distribution of their
parents H(-). Thus, the young individuals’ preference distribution depends on the
correlation of own initial abilities, which determine labor income, and parent’s
inheritances. Therein, two extremes can be distinguished:

- If own income opportunities and parental wealth are perfectly positively
correlated, young individuals with high labor income opportunities concur-

72Voting is assumed to incur voting costs € — e.g. opportunity costs — which are supposed to be
infinitesimal small. However, individuals whose benefits from tax policy are always zero and who
are thus indifferent to inheritance or labor income taxation will abstain from voting. Their benefits
from voting are always negative, even if voting is an extremely low cost activity.

/
73The pure income effects can be calculated by Ef : <§% {74
t

b 5 o
9%y Iy R I
e, ,91.’1) t 1+1

(1+0)(1+n)

+ T,l ) e;; for labor income and by E,” :

P
=1 b 0%
[ az,b AW

for future inheritances.




4.2 The Model 79

rently face high inheritances and reverse. Even though the ratio of labor
income and expected inheritances is the same for all individuals, the income
effects on future inheritances are not. Given the tax effect on parental in-
heritances is increasing in wealth, the income effect on future inheritances
is larger the richer the children. The effect on labor earnings, however, is
proportional and thus becomes less significant with increasing inheritance
expectations. Hence, I find a right-skewed preference distribution in accor-
dance with the parent’s inheritance distribution that is shifted to the left, due
to the positive effects on labor earnings. The decisive voter would then be a
wealthy child with high innate ability.

- However, if income opportunities and parental wealth are perfectly nega-
tively correlated, all individuals with low initial income face high inheri-
tances and reverse. Under these circumstances, the negative income effect
on future inheritances is smaller the richer the children. By similar argumen-
tation, I hence observe a left-skewed distribution of children’s preferences.
The median voter of society is then located among these children with low
earning possibilities and high expected inheritances.

Even though, theoretically, any shape of distribution is likely to emerge, empiri-
cal evidence leads to the assumption that parental wealth and children’s income
are positively (nevertheless, not perfectly) correlated.”* However, since parental
wealth is more unequally distributed than children’s income, a majority of the
young generation will inherit less than their labor income and only a few children
will inherit more than they earn by own labor. Thus I can suppose the prefer-
ence distribution, denominated as F(-), to be right-skewed with bounded support
[E’ + E!,EY 4 E'] on the interval 1, 1]. A hypothetical distribution is illustrated
in Figure 4.4. For all individuals located on the positive axis, negative wealth ef-
fects associated with a tax on bequests preponderate. Those located on the negative
axis, however, face larger labor income tax allowances than expected inheritance
losses — they favor a tax on bequests.

Society’s median voter can thus be identified by the following cumulative distri-
bution

H(vs—1)+ (1+n)F((E” +E" )
= [1=H(Iy; )]+ (1 +n)[1 = F((E"+E"y)], (4.13)

74Empirical findings show that individuals with higher income also own more wealth, and that substan-
tial part of this wealth is regarded to inheritances. See e.g. Gale and Scholz (1994) and Modigliani
(1988).
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Figure 4.4: Case 1: Exemplary preference distribution of old and young voters
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which can be simplified to
n
H(Iys 1)+ (1 +n)F((E° +EYy) =1+ > (4.14)

The left-hand side of equation (4.13) represents all parents and children who
prefer an estate tax rate higher or equal to that preferred by the society’s median
voter. The reverse is true for the right-hand side. To identify the median voter par-
ent and child the number of voters on both sides of the median must be equalized.
Since Ell is negative the children’s distribution is shifted to the left, implying that
each child votes like a poorer parent. The society’s median voter is located left
of the old median voter and right of the young median voter. The coalition right
of society’s median voter thus consists of a majority of parents and a minority of
children. Accordingly the coalition on the left is composed by reversed majori-
ties. To further analyze how the median voter’s tax preferences are determined in
equilibrium, I use the following example.

Example 4.1. Let the old and young individual’s present consumption be log-
arithmic, In(¢?, ;) and In(c},). Society’s average labor income is further
given by ¢; = 0.45 and parental average inheritance is set at /, | = 0.3. The
government is supposed to have identical average budget requirements in

both periods, which are exogenously given by g = 0.3. Society’s growth



4.2 The Model 81

rate is assumed to be n = 0.1, time preference rate ¢ = 0.1, and the inten-
sity of the parents’ capitalist spirit Y = 2. The optimal wealth transfer of
the average parent wy_, at Ttb = 0 can be calculated by

. 1
wi =1+l (1 10) — ————— =0.994,

Y(l'f' llrrﬂ)

where the expected future inheritance tax rate reveals 77, | = § = = 0.33.
Wit1
As, in the present case society’s median voter is among the young indi-

viduals, I can calculate the preferred tax rate on parental inheritances by
maximizing children’s indirect utility with changing 7”.

1 1
max ei(1—1)— (1—-t))——— (4.15)

o Y(14+ 52 (1 4) T

Table 4.1 illustrates young voter’s estate tax preferences which are shaped
by individual taxable labor earnings and own parent’s taxable inheritance.

Table 4.1: Case 1: Young voter’s preferences on T,b.

0 0.1 0.2 0.3 0.5 0.6 0.7

0 indiff. 0 0 0 0 0 0
0.1 I 0 0 0 0 0 0
0.2 1 0.052 0 0 0 0 0
0.3 1 0.433 0 0 0 0 0
e; 0.5 1 0910 0314 0.014 0 0 0
0.6 1 1 0.469 0.167 0 0 0
0.8 1 1 0.699 0.408 0.043 0 0
0.9 1 1 0.786 0.498 0.153 0.011 0
1 1 1 0.861 0.575 0.245 0.115 0.020

Thus, it can be observed that the composition of children’s wealth deter-
mines whether a young individual favors high or low inheritance taxes in ¢.
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The higher own labor income compared to expected inheritances, the higher
the preferences for wealth transfer taxes and reverse.

Case 1 shows that the majority of a population, which is shaped by capitalistic
preferences, prefers labor income to bequest taxes. This is due to the fact that the
latter affects the old generation twice in lifetime. First by reduced inheritances
and again by reduced transfers to future generations by which their capitalistic
utility is diminished. Similarly, with present inheritance taxation, the young indi-
viduals being life-cycle savers only, face smaller gross bequests and at the same
time higher future bequest tax rate. Such that children’s net bequests are reduced
twofold. Thereby, the tax effect on wealth transfers is stronger than on labor in-
come. Children expecting large bequests (in Example 1 this holds for ;1 ; > 0.7),
will repudiate inheritance taxation irrespective of their own labor earnings.

4.2.2.2 Case 2: Voting on redistributive bequest taxes

I modify the previous setting by endogenizing government revenues g. I assume
that these are transferred to the old generation by public pensions f under a bal-
anced budget. In doing so, public transfers consist of the same non-negative lump-
sum payment for every old individual. Given taxes on labor income of the young
and on inheritances of the old are collected to finance these public payments, such
a pension system redistributes across and within the generations.

’L'b I Tb Wir—1

r il Government budget t+l In

g=f ]

f ] Tle,;,t
!
Generation # — 1, old Generation ¢, young 1% period
wo *>f

h—1 Generation 7, 0ld — 2" period

I assume further complete commitment to the pension system over time. In period ¢
individuals are to vote on the tax rate 77 and thereby on £, determining a policy that
remains forever. Hence, current votes of the political agents determine present and
future policy. To guarantee a one-dimensional policy space I set proportional labor
income taxes T' as fixed, such that a minimum of government revenues and hence
public pensions is given by g"" =T/ (1+n) ¢;. Additional revenues and thereby
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higher public transfers can be achieved by supplemental taxation of bequests in
the first period. In the second period, the revenue requirements have to be funded
by bequest taxes only. Hence, the government budget constraint reveals for both
periods

WO
(1 +n)e + 1L Z‘Efﬂﬁ:g:f (4.16)
To approve the optimal amount of public pension, the government holds a referen-
dum in ¢ determining the optimal estate tax rate in the present period.

The economic equilibrium shown in Section 4.2.1 has to be slightly modified in
accordance to the new underlying assumptions, given that both generations receive
additional pension payments when old. (4.3) and (4.5) change to

=1+l (1=7)+f—wl, 4.3%)
Wi b

I— 1)

e =it 1, L T+ (4.57)

Maximizing (4.1) and (4.2) under these budget constraints reveals optimal eco-
nomic decisions of both generations still to depend on present and future tax rates,
but additionally also on potential public pension payments. The modified indirect
utility for old and young then holds, respectively

0,% 0,% I_Tb
VZt—l(Tth) =u(l +Ii,t—l(1 - Tth) — Wi +f) +Wi),}17<1 + t+1> )
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(4.10")

Voter’s preferences. Contrasting to Case 1, now the old generation is not en-
tirely worse off as soon as inheritances are taxed. This is due to the fact that public
revenues are redistributed among the old. Thus, even though a bequest tax directly
reduces taxable initial wealth resources by 7 (fi—1) in ¢, additional pension pay-
ments of Ttblt,l are transferred to the old and may counterbalance their individual
tax duty. Such that those benefiting more by pension payments than they lose by
additional tax liabilities, will favor higher public transfers and hence the additional
taxation of estates. On the other hand, all other old individuals, whose present and
future tax liabilities outweigh public pension receipts, will repudiate supplemen-
tal taxation. One might suppose that those parents with own inheritances smaller
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(larger) than the average initial wealth transfer will favor (repudiate) additional
taxation. However, due to perfect policy commitment, voting for higher public
pensions today also leads to higher public transfers in the future. This might reduce
parent’s capitalistic utility, given their own bequests consequently are to be higher
taxed in the future. Hence, by use of (4.97), (4.3”), and (4.16), the individual-
specific welfare effect of inheritance taxation on the old generation can be written
as

W) (L) e 9
& U ad ) o I+c ' ot

4.17)

Whether the sign of parent’s utility is positive or negative essentially depends on
the difference between average and individual inheritances as well as on the tax
induced changes of optimal wealth holdings w?;" |.

The young generation does not face any effect on their present labor income
when an additional tax is levied in 7. Since labor income is taxed at a fixed rate,
current period budget remains undistorted. However, present taxation of estates
directly affects children’s inheritances, their corresponding future tax liabilities as
well as own pensions receipts in # + 1. Thus, it can be supposed that all children
whose parents receive initial wealth transfers lower than the additional pension
payments favor a tax on bequests. Thereby they can increase their own future
inheritances as well as their own pension payments, taking into account that higher
public transfers inevitably induce higher bequest taxes on their own inheritances.
All other young individuals whose parents inherit initial endowments larger than
potential pension receipts will object to an additional bequest tax. They can expect
larger wealth transfers by their parents than via public pensions. Thus, by use of
(4.10°), (4.4), (4.5°) , and (4.16) the welfare effect on a young individual due to
additional bequest taxation in ¢ can be determined by
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otr
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Whether young individual’s welfare effect is positive or negative is independent
of children’s own labor income. Responsible for the tax effects on children’s wel-
fare are solely parent’s inheritances and consequently the associated changes in



4.2 The Model 85

bequests and thereby in future tax rates.”> Thus, parental wealth determines chil-
dren’s optimal consumption over time and dictates whether to prefer higher be-
quests or additional pension payments in the future.

Therefore, when a referendum on the inheritance tax rate or equivalently on the
amount of public pensions is held, each voter will optimize her lifetime utility. To
be able to find the decisive voter in this heterogeneous society tax preferences have
to be distinguished by age and wealth. Thereby, a tax policy favored by a majority
of voters can be determined.

The median-voter. Since public transfers redistribute within and across genera-
tions, proponents as well as opponents of inheritance taxation can be found among
both generations. Thus, unlike case 1, to characterize the society’s median voter,
young and old political agents have to be combined. The median voter will then
be determined by a pair of a parent and a child (not necessarily his own), which
exhibit the same tax preferences.

The old generation’s preferences are shaped by their individual specific initial
wealth, which is distributed according to H(-). However, since all of them receive
a public pension, the distribution is shifted to the left by f. The higher the in-
heritance, the less perceptible are these pension payments and the less favored are
inheritance taxes.

Similarly, young voter’s tax preferences are also determined by their own par-
ent’s inheritances. Since the wealth receipts of the old generation define the amount
of bequests given to the descendants, children will favor inheritance taxation as
long as their expected net inheritance decrease (Elb ) is smaller than the discounted
public transfer f. This holds for all those children whose parents receive small
inheritances and hence bequeath little.”® The inheritance tax effect on the young
generation El” is shaped according to a endogenous distribution S(-) determined
by parents’ saving behavior and the present tax rates.

Even though S(-) is indirectly defined by parental wealth, it has a different shape
compared to the parent’s distribution. This is, on the one hand, due to the fact that
the fraction of parental wealth transferred to the children rises overproportionally
with the initial wealth level.”” On the other hand, taxation of inheritances affects

The tax effect on future estate taxes is determined by public revenue requirements and parent’s

9—5—
i i : . at? wo
average bequest, which, other than in case 1, both vary with 17,” . Thus, it holds a’;‘ = 9;;' .
T T
by * o
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"TThe intensity by which bequests rise with increasing initial wealth depends on the functional form
of utility gained by consumption.
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children’s welfare in different ways and intensities across the wealth levels.”® In-
tuitively, the wealthy suffer whilst the poor benefit. A hypothetical preference
distribution of both generations is depicted in Figure 4.5.

Figure 4.5: Case 2: Exemplary preference distribution of old and young voters
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For all individuals on the positive axis, negative wealth effects associated with a
tax on bequests preponderate. Those on the negative axis, however, face larger
pension payments than tax liabilities. Thus they favor a tax on bequests.

The median-voter can then be identified according to

H (g1 = 1))+ () S(EG — 1))
= 1= G((ws 1= DI+ (401 = F(EG - 220 @19)
which can be simplified to
H((w—1 — )+ (1+n) S((E@—H_LG)): 1+3. (4.20)

"8Future bequests increase for children having poor parents, whereas they are reduced for those of
rich parents. Additionally, second period tax rate increases, affecting all individuals proportionally.
However, public pension payments can compensate the tax duty for the low wealth individuals,
whereas those receiving large inheritances are worse off.
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The left-hand (right-hand) side of equation (4.19) represents all parents and chil-
dren who prefer an estate tax rate higher (lower) or equal to that preferred by so-
ciety’s median voter. To identify the median voter pair consisting of a parent and
child, the number of voters on both sides of the median must be equalized. Since
public pension is given as a lump-sum payment to every old individual in both
generations it compensates the tax duty of each individual. Hence, the distribution
of parents as well as children is shifted to the left. In order to receive more de-
tailed information on the tax preferences of society’s median-voter pair, I use the
following example.

Example 4.2. Let, analog to Example 4.1, parents’ and children’s present
consumption be logarithmic, In(c{, ) and In(c},). Society’s average labor
income is further given by ¢, = 0.45 and parental average inheritance is set
at I,_; = 0.3. The government is supposed to finance its minimum budget
requirements by labor income taxation levied on the current young. The
tax rate is assumed to be 7' = 0.2. Additional revenues can be generated
by inheritance taxation such that g; = 0.2¢; + ’C,blt,l = f. Since I assume
complete commitment to the pension system, public revenues are to be the
same in both periods, g; = g:+1. Thus the tax rate levied on inheritances in
the future period is explicitly defined by current political decisions. Soci-
ety’s growth rate is again assumed to be n = 0.1, the time preference rate
o = 0.1 and the intensity of the parental capitalist spirit Y = 2.

Contrasting to Case 1, parents receive a public pension in addition to
their inheritance. Hence, those parents with taxable inheritances smaller
than potential additional pension payments are supposed to opt for a tax on
estates. Given that for the present example, the optimal wealth transfer of
the average parent w’_, under 77 = 0 is calculated by

wi =141 (1 —t))+ (Te+1h-1)—

and the expected future inheritance tax rate reveals sz+l = W‘S—‘* = 0.10.
t—1
Table 4.2 and Figure 4.6 then illustrates parent’s preferences on inheritance

tax rates and thereby on corresponding public pension payments, according
to the level of their initial inheritances.

It can be observed that with public pension payments, poorer parents will
support an additional inheritance tax. By intra-generational redistribution
they enhance own welfare, even if being taxed themselves. However, future
inheritance taxation inevitably increases with present bequest taxes. There-
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Table 4.2: Case 2: Old voter’s preferences on 77 and f.

L1 0 0.1 0.15 0.2 0.25 03 >035
g 1 0.885 0.671 0.452 0.237 0.035 0
f 039 0366 0301 0236 0.171 0.111 0.1
Ly, 0 0.086 0.101 0.090 0.059 0.011 0

f—’L’th,,Li 0.39 0.28 02 0146 0.112 0.1 0.1

fore, the benefit gained by higher public pensions decreases with own tax-
able wealth and diminishes parent’s utility gained by capitalistic bequest.
Hence, it can be shown that the closer the value of taxable inherited wealth
to the value of potential pension payments the lower the preferences for
additional taxation.

Other than in Case 1, the young individuals’ tax preferences are shaped
by their parent’s inheritance only, independent of their own labor earnings.
Hence, by maximizing children’s indirect utility with changing ’L’lb , Table
4.3 and Figure 4.7 reveals the preferred tax rates under redistributive policy.

Table 4.3: Case 2: Young voter’s preferences on T,b and f.

Yy 0 01 028 0285 028 03 1
T 1 1 0964 0321 0087 0 0
f 039 039 038 0.9 018 01 0.1
Mt 0746 0.839 1.005 1010 1.013 1.024 1.663
™, 0390 0390 0379 0.191 0.122 0097 0.097
@ Ml 02910 0327 0381 0192 0123 0099 0.161
Fot Ml 0099 0063 0.008 0.004 0003 0001 -0.061

It can be shown that children’s preferences are much more polarized,
due to the fact that the taxation of inheritances benefits poor and harms rich
children twofold. Whereas the former face increasing parental bequests
and high public pensions compared to family transfers, the latter inherit
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b

Figure 4.6: Case 2: Old voter’s preferences on 7, according to initial inheritance
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less. Public pension payments cannot compensate either their diminished
inheritances or their additional tax losses. Thus, almost all children whose
parents receive an inheritance smaller (higher) than the potential pension
increase favor 2 = 1 (2 = 0). Only those children, whose parent receives
inheritances smaller but very close to the maximum pension’s increment,
reveal tax preferences lying between these two extremes.

This example illustrates that the introduction of public transfers divides soci-
ety’s tax preferences according to wealth levels. By holding constant labor income
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Figure 4.7: Case 2: Young voter’s preferences on 72 according to parent’s initial
inheritance
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taxes, individuals form coalitions according to wealth, almost irrespective of age.
Case 2 thus reveals that a capitalistic society favors positive bequest taxes as soon
as they redistribute across and within generations. The more unequal the distribu-
tion of wealth, the higher the preferred tax rate on capitalistic bequests. Generally,
it can be observed that poorer (and to some extent older) voters prefer higher public
pensions, as they benefit more from either intra- or intergenerational redistribution.
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In summary, the politically viable bequest tax rate crucially depends on the deci-
sive voter’s wealth, affected by an inheritance tax. So that its determination relies
on the wealth distribution in society, which on grounds of empirical evidence, can
be supposed to be right-skewed.

If tax revenues are not redistributed in society, voters solely optimize their per-
sonal tax liabilities. For the taxation of estates, voter’s tax preferences can then be
explicitly divided by age, with the old opposing inheritance taxation completely
and the median voter to be found among the young individuals. As all individ-
uals are further heterogeneous according to wealth, the politically viable tax rate
is likely to be low, given that a young, wealthy voter decides upon the tax rate.

However, as soon as revenues are used for redistribution across and within gen-
erations, the decisive voter prefers considerably higher taxes. This is due to the
fact that redistribution benefits the young as well as the old voters similarly. Given
that the median voter is poorer than the average, she is less affected by taxation
but more favored by public transfers. As a result, this leads to higher taxes than
economically optimal.

Generally, it can be observed that the aforementioned effects, which have been
analyzed separately, are much rather combined in practice. Both results lead to the
conclusion that the richer and older individuals become, the lower the individual
preferences to levy a wealth transfer tax.

4.3 Extensions

In the following I study the effects on the political equilibrium tax rate when the
underlying parameters change. Therefore I analyze how the economic power of
wealthy individuals can be translated into political influence. Further, I focus on
changes in population growth rate n, in order to identify the effects of an aging
population on wealth transfer taxes. Finally, I consider how imperfect policy com-
mitment changes the political equilibrium.

4.3.1 The economic power of the very rich

Analyzing the existence of dynamic effects of expropriating the rich corresponds
to the common belief that economic power is often directly translated into political
power. Similar to Breyer and Ursprung (1998) it can be assumed that those affected
by an estate tax will adapt their economic decisions or even try to evade taxation
completely, when being taxed too heavily. Various conceivable possibilities exist,
reaching from moving to other jurisdictions to using direct political influence, e.g.
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by the formation of pressure groups. However, all these avoidance methods can be
considered as a threat to force the government to do what is in favor of the affected.

Following Becker (1985) governmental tax and redistribution decisions are thus
not only determined by the median voter. They might rather be oriented towards
those being able to exert the strongest pressure on the government. This idea can
be applied to the present model by giving different weights to each voter.”

Hence, suppose a parameter 0 < z;; < 1 that describes the possibilities to exert
political influence. I assume that this parameter crucially depends on the capital
held by an individual, the publicity she enjoys and the trustworthiness of her tax
avoidance options. All these attributes are most applicable on wealthy individuals
being able to exploit their influence, for example by threatening the government to
reduce the number of jobs by shifting them abroad or to cut financial support.

In order to identify the decisive voter, the government has to regard this wealth-
dependent scope of political influence. Compared to Section 4.2, the median voter
can then be identified by weighting individuals stronger the more wealth they hold.
Leading to the result that although the very wealthy are defeated in numbers they
are able to use their economic power to gain political influence. The cumulative
distribution of parents and children in Figure 4.4 and 4.5 thereby becomes flatter
with a thicker right tail, reflecting the emphasis given to the wealthy. Thereby,
society’s median shifts to the right. An increasing influence of economic power on
the political decision process hence induces the individuals, being most affected
by the estate tax, to prevail. They can bias the estate tax rate subject to their own
interests, such that £/ will decrease.

Applied to current developments, this observation suggests that the increasing
tax competition among countries, due to heterogeneous tax policies, strengthens
the influence and interests of the rich. Since their wealth is most affected by be-
quest taxation and at the same time consists of (highly) mobile capital assets, they
are able to exert enhanced political pressure to pursue their personal tax prefer-
ences. It can be assumed that the wealthy will take advantage of their economic
power even more in the future.

4.3.2 Aging societies

Changes in population’s age composition are a common challenge for most mod-
ern societies. Since the baby-boom decades in the 50s and 60s, many societies in
Europe face declining fertility rates. Projected onto the future, this tendency will

79Similarly Coughlin, Mueller and Murrell (1990) integrate the influence of pressure groups into a two-
party model, by additionally weighting the utility gained by the number of votes with a parameter
describing the political influence.
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cause fundamental changes in society’s age structure, and will lead to substantial
modification of the political weights of different age cohorts. Thus, population’s
aging might explain the observed variations in the tax mix of many western soci-
eties.

Theories on demographic change with regard to political equilibria can be based
on conside-rations of Razin and Sadka (2007). They explore the relationship of an
aging population and the size of the welfare state, showing that the welfare system
does not necessarily expand when society ages. Similarly, Mateos-Planas (2010)
scrutinizes the effects of an aging society on labor and capital tax rates. Revealing
that, against expectations, aging populations might even favor increasing capital
taxation.

Applied to the present setting, I assume the population growth rate n to become
negative and thus the average age in society to rise. Consequently, I face changing
political majorities and therewith a new decisive voter. Compared to the political
equilibria evolved in Section 4.2, the shrinkage of the young generation bestows
more political weight to the old generation. A negative population growth rate,
moreover, implies the existence of fewer descendants and thus induces the amount
of per capita wealth receipt of each child to increase. However, at the same time the
work force in society declines, which reduces government’s revenue opportunities.

Hence, on the one hand, the larger the decline in population, the larger is each
young indivi-dual’s share of inherited to total lifetime wealth. Thereby, children’s
preferences for the taxation of bequests decrease. On the other hand, if the number
of children is reduced, taxes on labor income rise, in order to finance average pub-
lic revenues. Thus, labor income taxation as an alternative to inheritance taxation
becomes less attractive. To simplify the analysis, I assume that these two ambigu-
ous effects compensate each other, abstracting from the individual tax effects on
the voter’s behavior. Rather, I concentrate on the effects on political majorities.

Under the absence of redistributive public transfers (Case 1), negative popula-
tion growth induces lower inheritance taxes. The old generation, favoring labor
income taxes, gains more political weight such that, compared to Figure 4.4, the
median voter is shifted to the right. Thus, the political equilibrium is determined
by an even wealthier child or perhaps even by an old individual. Whereas the for-
mer might still favor a low inheritance tax, the latter will rather call for an abolition
of bequest taxation. However, as soon as revenues are redistributed within society
(Case 2), the net effect is ambiguous: a lower population growth, can then lead to
either higher or lower estate tax rates and thereby to more or less inter- and intra-
generational redistribution, depending on the specific properties of the children’s
utility function and of the initial wealth distribution.
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It is obvious that current demographic developments do not only have economic
and social impacts, but rather will entirely change political majorities. Leading to
higher or lower wealth transfer taxation, however, crucially depends on the income
and wealth distribution in society. Nonetheless, a slight tendency to lower wealth
taxes might be observable, given that older individuals in general are more aware
of their own intergenerational wealth transfer and therewith favor alternative taxes
by which they themselves are not affected any more.

4.3.3 Policy commitment

The results of Section 4.2 crucially depend on the assumption that voters decide
on the inheritance tax rate under complete policy commitment, anticipating that
the present decision holds forever. Given that this assumption is really restrictive,
it is interesting to consider the effects exerted by changing the length of policy
commitment. It can be shown that the shorter the election periods the more biased
the policy outcome to the median voter’s short-term preferences.

Hence, by extending the model to an infinite horizon and replacing the once-for-
all procedure by a period-by-period voting, the main results will change. Under
these circumstances each individual will favor a tax policy that maximizes present
utility. Thus, if tax effects differ with age, each voter will vote for that tax policy
being optimal at that point in time.

Thereby, without redistributive pension payments (Case 1) a young voter with
large inheritance expectation might even favor moderate or high taxes on wealth
transfers. Although these will harm her in the future, labor tax allowances appear
more appealing in the present. Given that a referendum is held in every period,
such short-term voting behavior is due to the fact that tax rates are considered to
underlie continuous re-optimization. The decisive voter then considers having the
opportunity to vote twice in lifetime and being able to change her political deci-
sion in the future. Under imperfect policy commitment present tax effects become
increasingly important. As long as population growth is positive, it hence leads
to higher bequest taxes in equilibrium. However, compared to the redistributive
policy in Case 2 period-by-period voting will not change optimal tax policy. This
is owed to the assumption that additional inheritance taxes are levied and pen-
sion payments are redistributed within the same generation only. Thus, short-term
preferences do not make any difference here.

Generally, it can be stated: as long as tax effects on the different age cohorts
vary and the median voter is a young individual, then bequest tax preferences are
higher, the more often tax policy is expected to be revised. In such short-term
voting the median chooses an estate tax rate higher than individually optimal over
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time. Given that such voting structure is continued period by period, the long-term
optimal tax plan is time-inconsistent.

These findings imply that short election periods, which can be observed in most
modern democracies, promote a policy that overtaxes wealth transfers. In every
ballot, there is a majority of individuals, currently not involved in a wealth transfer
process (neither by bequeathing nor by inheriting), favoring a tax on inheritances
in order to reduce the remaining tax rates or to increase redistribution.

4.4 Concluding remarks

There is ongoing political debate on the justification of wealth transfer taxes.
Given that in many industrialized countries such taxation of inheritances is solely
levied on the very rich, many supporters argue with redistributive reasons. Accord-
ing to them the taxation of intergenerational transfers leads to enhanced equity and
hence to higher average standards of living. However, normative analysis shows
that a taxation of bequests is welfare increasing if and only if redistributive effects
are larger than the distortive effects on the affected. This holds for low inheritance
tax rates only.

This chapter has explored an alternative line of thought, which emphasizes the
political decision process on inheritance taxation. Observing that the tax prefer-
ences of the median voter may be contrary to normative implications, I have been
endeavoring to reveal, why many countries still levy relatively high bequest taxes
at least on the wealthy.

The results of the numerical analysis indicate that wealth heterogeneity may
create a constituency of the poor and of those exhibiting a high ‘labor income to
inherited wealth’ ratio to favor bequest taxation, and that redistribution of tax rev-
enues may create a further enlarged electorate in support of taxing wealth transfers.

As a result, individual bequest tax preferences (and associated pension pay-
ments) can be supposed to crucially depend on age as well as on relative wealth
and income. These numerical findings coincide with empirical evidence observed
in many western democracies. To name only a few, Perotti (1996) shows that the
demographic composition of the population is responsible for public spending and
especially for pension expenditures, which are increasing with wealth inequality.
Tabellini (2000) further reveals a positive correlation between the ‘Gini index’
and public transfers in a large sample of countries, controlling for age and initial
income. The influence of wealth heterogeneity on voters’ preferences for redistri-
bution, has also been analyzed by Boeri, Bérsch-Supan and Tabellini (2001), using
opinion polls. They show that among five-thousand European citizens, the indi-
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vidual willingness to opt out of a pay-as-you-go pension system is systematically
related to age and income, where younger and richer individuals tend to oppose to
a redistributive pension system.

Hence, wealth inequality — in the sense of lower median relative to mean wealth
— can be associated with higher taxation and a willingness to enlarge redistribu-
tion programs. Whereas in economic equilibrium only the average magnitudes
matter, wealth heterogeneity decisively affects political majority decisions as it
changes the median voter. This difference might explain why in many countries,
inheritance tax rates are higher than normatively implied. The taxation of wealth
transfers may hence rather be motivated by the maximization of political support
than by economic optimality.

However, since political equilibria rely on constantly changing parameters, at-
tention should be paid to changing age and wealth patterns as well as to the po-
litical environment. Current developments, like continuing aging of population or
increasing international tax competition (especially among neighboring countries),
will increase the influence of old and wealthy voters. Yet in the future, the political
support for wealth transfer taxation might fall.



5 Wealth transfer taxation in practice: a
descriptive analysis

“Governments likely to confiscate wealth are unlikely to have much wealth to confiscate in
the long run.”

Thomas Sowell

The preceding chapters have given normative and positive implications for the
optimal taxation of bequests, summarizing literature on common bequest motives
and evolving new aspects for wealth transfers of the very rich. On the basis of
these criteria this chapter briefly analyzes and assesses current bequest tax systems
of selected industrialized countries. It can be shown that the application of wealth
transfer taxes is still persistent in many western democracies, however, tax design
varies widely, and latest tax reforms exhibit a decreasing trend in wealth transfer
taxation (Table 5.1).

Figure 5.1: Current top marginal tax rates on wealth transfers of selected OECD countries
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In order to evaluate bequest tax design, a brief review of the existing shapes
of wealth transfer taxation in selected OECD countries is given. Therein, special
attention is paid to German inheritance tax law. Finally a short outlook to current
reform activities is provided.

5.1 Wealth transfer taxation in the OECD countries

Generally, there are two types of wealth transfer taxes at death — whereas in some
nations the testator is levied by wealth transfer taxes directly, in others it is the
recipient who is charged. In the former case the tax basis is determined by the
total amount of wealth bequeathed, while in the latter it is the wealth received
by each heir. Whether a tax on bequests is levied in one way or another, can be
regionally and historically distinguished.%°

Among the thirty-four OECD countries, solely the United States and the United
Kingdom apply estate tax systems, whereas the majority of OECD countries levies
inheritance taxes. Nine countries — Australia, Austria, Canada, Israel, Mexico,
New Zealand, Portugal, the Slovak Republic, and Sweden — impose neither an
inheritance nor an estate tax.%!

The estate tax applied in the Anglo-American area, which sometimes also is re-
ferred to as ‘death tax’, is organized as a uniform tax charged on the total taxable
testator’s wealth. Except for the own spouse who is exempted from taxation, any
kinship relations between testator and heir are entirely negligible. In the United
States the estate tax rate progressively increases with the bequest amount, currently
ranging between 18 and 35 percent. Further, each taxpayer enjoys a personal tax
exemption of 5,000,000 US-dollars. Estates larger than this tax exemption are
subject to estate taxation, whereby only the exceeding amount is levied.?? In
the United Kingdom, however, each intergenerational wealth transfer is granted
a certain tax exemption, which since 2009 amounts 325,000 British pounds — ap-
proximately 370,000 Euro. Bequests exceeding this exemption limit are levied
by a proportional tax rate of 40 percent.®3 This uniform estate taxation usually
includes no ‘law of descent and distribution’ which would confer rights of inher-
itance on blood relatives. Hence, allowing testators complete freedom to dispose

80For a closer examination of this development see Pestieau (2003).

81In Australia, Canada, and Mexico, wealth transfers, however, are treated as labor or capital income
which is taxed accordingly. See Section 5.4.

82See Internal Revenue Service, United States (2011).

83Even though the taxation of wealth transfers in the UK is called ‘inheritance tax’ it is levied on
personal representatives, and is therefore an estate tax. See Inland Revenues, United Kingdom
(2011).
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their wealth to anyone, not even the closest relatives are entitled to receive any
share of bequeathed wealth and can be disinherited completely.

In most countries of continental Europe, on the other hand, bequests are taxed
in form of a differentiated inheritance tax, which in contrast to the estate tax, is
levied on the wealth received by the heirs. Such taxation offers the opportunity
to consider family connections between testator and inheritor. In doing so, most
European states bestow individual tax exemptions that depend on the degree of
kinship relations (Table 5.1).

Table 5.1: Tax exemption amounts of selected European countries

Exemptions

given to...

(in EUR) BE* DE ES FR IT NL CH
Spouses 15,000 500,000 15,957  exempted 1 mill. 600,000 exempted
Children 15,000 400,000 15957 156,359  1mill. 19,000  exempted**
Others 1,250 20,000 0 1,520 0 2,000 6,529

#  for the region of Brussels
*#  in almost all Swiss cantons except Appenzell Innerrhoden, Neuenburg, and Waadt

k% gpprox. value; maximum exemption of all Swiss cantons granted in the canton of Bern

Source: Data from national tax authorities, January 2011.

Moreover, inheritance taxes in all these countries are levied double progres-
sively, with tax rates increasing with declining degree of relationship as well as
with increasing value of wealth inherited. Even though the tax structure is quite
similar in all European countries, specific inheritance tax design, however, varies
widely (Table 5.2). In Belgium and Switzerland, for example, an inheritance tax is
paid to the regions or cantons, which each set their own tax rates and thereby cause
interregional tax competition.?* In France, the Netherlands, Spain and Germany

84See Administration de la Trésorerie, Belgium (2011) and Eidgendssische Steuerverwaltung, Switzer-
land (2011).
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inheritance taxes are levied on a national level.%> Italy, which already abolished
wealth transfer taxes in 2002, reinstated inheritance taxes in 2006, but with large
exemption levels and very low tax rates.%¢

Table 5.2: Inheritance tax rates of selected European countries

Entry and top tax
rates (%) applied

on inheritances to BE* DE ES FR IT NL  CHw**+
Spouses min 3 7 7.65 4 5 0
max 30 30 4038 4 23 0
Children min 3 7 7.65 5 4 5 Qs
max 30 30 40.8 40 4 23 0=
Others min 40 30 153 60 8 41 1
max 80 50 81.6 60 8 68 50

#  for the region of Brussels
**  in almost all Swiss cantons except Appenzell Innerrhoden, Neuenburg, and Waadt

w6 minimum and maximum values of all Swiss cantons

Source: Data from national tax authorities, January 2011.

In contrast to the estate tax, all these differentiated tax systems in general restrict
the freedom to bequeath by a specific intestate succession law. Even though the
specific form differs between the nations, such law basically defines the line of
succession and limits the possibilities of disinheritance. Heirs are therein classified
by their relationship to the deceased, so that direct relatives (spouses, children, and
grandchildren) are the first to inherit, followed by the parents and their issues (the
brother or sister, nieces, and nephews) up to grandparents and their descendants
(uncles, aunts, and cousins).

85See Administration Fiscale: Ministere de I’Economie, des Finances et de I’Industrie, France (2011),
Rijksoverheid, Netherlands (2011), Ministerio de Economia y Hacienda, Spain (2011), and Bun-
desministerium der Finanzen, Germany (2011).

86See Ministero dell’Economia e delle Finanze, Italy (2011).
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5.2 Inheritance taxation in Germany

Germany faces a long tradition of wealth transfer taxation. Back in the 9th cen-
tury, landlords were collecting tributes for changes in ownership, called customs
on death. The foundation to current inheritance tax law was laid by Prussian be-
quest tax at the end of the 19th century. Today, legislative power resides with the
federation; the revenues, however, accrue to the German federal states. During its
entire existence, German inheritance tax law has undergone various legislative re-
forms. Initiated by a verdict of the Federal Constitutional Court, the latest reform
was agreed in 2009.%

Concentrating on those characteristics which are important for the normative
and positive assessment, the following analysis solely provides a brief overview of
the German inheritance tax law, in order to identify,

- who is going to be taxed,
- by which means the value of bequeathed assets is determined, as well as
- how the individual tax burden is finally calculated.

According to German inheritance tax law, each individual receiving a positive
intra- and intergenerational wealth transfer is subject to inheritance taxation at the
time of the testator’s death. In order to determine the taxable value of inheritances,
the amount bequeathed, however, has to be reduced by liabilities directly associ-
ated with the decedent’s estate (e.g. funeral expenses). Thereby the net wealth
transfer is identified, from which further tax exemptions of single assets and per-
sonal tax reliefs are deducted. Finally, the taxable acquisition is calculated on
which the inheritance tax is applied (Table 5.3).

Table 5.3: Determination of the taxable value for German inheritance tax

contribution’s value (gross accretion)

- liabilities of the estate

= net wealth (net accretion)

- personal and specific exemptions

= taxable acquisition

87See Bundesverfassungsgericht (2007).
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Personal exemptions, reducing the taxable value of wealth transfers, rest upon
family relations between testator and heir. Therefore inheritors are categorized
according to three tax classes:

- Class I contains spouses, children, and stepchildren as well as grandchildren,
parents and grandparents.

- Class II includes siblings (also half-siblings) and their children, stepparents,
parents-in-law, and divorced spouses.

- Class III subsumes all remaining heirs.

Accordingly, each heir obtains a personal tax relief, reaching from 500,000 Euro
for spouses, 400,000 Euro for children, stepchildren and grandchildren, 200,000
Euro for grandchildren whose parents are still alive, 100,000 Euro for parents and
grandparents, to 20,000 Euro for anyone else. Generally, testamentary freedom
is granted in Germany. However, if the deceased has left a will disinheriting his
spouse or close relatives by blood these would be entitled a compulsory share,
which amounts to half the legal share the disinherited individual would get in an
intestate succession.

German inheritance tax law further grants specific exemptions for real estates
and business property. This special treatment has undergone a series of changes
in the latest inheritance tax reform, reducing tax liabilities on specific assets trans-
ferred to closest relatives. Thereby, for example, the inheritance of a family home
is simplified which, under certain conditions, may remain entirely untaxed. More-
over, heirs of domestic family enterprises recently are able choose between two
regulations, which, among other restrictions, oblige the heir to continue the busi-
ness for seven or ten years, so that at best the inheritance of a family enterprise is
not subject to wealth transfer taxation at all.

After deducting these tax exemptions, the remaining taxable value is levied by
double progressive tax rates which increase with the amount of wealth inherited
as well as with diminishing degree of relationship between testator and heir (Table
54).

As a result, German inheritance tax law exhibits a rather complex evaluation
method. Due to vast exemption levels, a wide majority of bequests remains un-
taxed, whereas transfers which exceed personal or specific tax exemptions are
taxed rather significantly. In consequence tax revenues are quite low, whereas
the tax burden of those affected is clearly noticeable.

Within the last decade, annual inheritance tax revenues have varied between 3.0
and 4.2 billion Euro, generating less than one percent of total tax revenues (Table
5.9).
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Table 5.4: Inheritance tax rates according to tax classes in Germany

taxable value

I in | i1 2
up to... EUR (until 2008) tax rates in tax classes (until 2008)

1 II 11T
75,000 (52,000) 7 30 (12) 30 (17)
300,000 (256,000) 11an 30 (17) 30 (23)
600,000 (512,000) 15 (15) 30 (22) 30 (29)
6,000,000 (5,113,000) 19 (19) 30 (27) 30 (35)
13,000,000 (12,783,000) 23 (23) 50 (32) 50 1)
26,000,000 (25,565,000) 27 (27) 50 37) 50 @47
>26,000,000 (>25,565,000) 30 (30) 50 (40) 50 (50)

Source: Data from Bundesministerium der Finanzen, Germany (2011).

Table 5.5: Inheritance tax revenues in Germany between 2003 and 2009

year 2003 2004 2005 2006 2007 2008 2009+

Inheritance tax
revenues (in mil- 2,968 3,769 3,605 3,311 3,699 4,199 4,004+
lion EUR)

... as a share of
total revenues  0.39 0.49 0.46 0.40 0.42 0.46 0.45+
(in %)

*  estimated value

Source: Data from OECD Statistics (2011); own calculations.

By international comparison Germany therewith aligns below-average, given
that inheritance tax revenues as a share of total revenues in the OECD countries
vary between 0.02 percent (in Italy) and 2.25 percent (in Japan).

88See OECD (2009).
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The analysis of the taxpayers’ composition reveals that the majority of the
inheritance tax burden is born by a small number of recipients of large wealth
transfers. Translated into figures, 23.7 percent of the annual revenues are gener-
ated by those individuals receiving an inheritance of five million Euro and above.
In relative terms, these constitute solely 0.28 percent of all wealth transfers real-
ized within one year. Recipients of inheritances above 2.5 million Euro already
produce 31.8 percent of bequest tax revenues. However, accounting for 0.71 per-
cent of total wealth transfers, they likewise carry no significant numerical weight.
In consequence, approximately three-quarters of German inheritance tax revenues
are generated by a tenth of all wealth transfers, exhibiting a taxable wealth of more
than 200,000 Euro.®’

5.3 Assessment of current bequest tax policy

The choice of one form of wealth transfer tax system over another necessarily
involves trade-offs among efficiency, equity, and political feasibility. A determina-
tion whether one system is preferable to another can be made on the basis of each
system’s success in achieving one or a majority of these goals, without excessively
sacrificing the achievement of the others.

Regardless of whether the tax is imposed on the deceased or the heir, one may
assert that the economic burden of both approaches always falls on the heirs, as
the amount received is effectively reduced by the amount of taxes paid, no matter
by whom.?® On the other hand, one may argue that an inheritance tax is more
effective in encouraging dispersal of wealth among a greater number of heirs and
potentially to lower-income beneficiaries, promoting fairness in the tax system.”!

Thus, assessing the characteristics of European inheritance taxes and Anglo-
American estate taxes according to the aspects of optimal wealth transfer taxa-
tion evolved in the preceding chapters of this study, it can be stated that in regard
to normative criteria inheritance tax in general takes greater account to individ-
ual bequest motives than a uniform estate tax. Applying differentiated exemption
levels and lower tax rates on direct relatives, the inheritance tax usually privileges
dynastic bequests. In contrary, the existence of low exemption levels and high tax
rates applied to distant relatives or non-family members is based on the assumption
that these inheritances are mostly unintended and thus are justifiably exposed to
high taxation. Due to highly progressive tax rates, however, wealth transfers of the

89See Statistisches Bundesamt (2010).
90See Batchelder (2007).
1See Scheffler and Wigger (2006).
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very rich, even to close family members, underlie excessive taxation. According
to the normative implications evolved for capitalistic bequests such taxation may
create inefficiencies which, in regard to social welfare, shall be avoided.

Evaluating inheritance and estate taxes on the basis of the afore defined posi-
tive criteria, the inheritance tax again reveals to be closer to political-economic
considerations, providing an explanation for high top rates applied even on close
relatives. It can be argued that excessive taxation of large transfers describes a
majoritarian desire of those societies characterized by inequality. Reflecting the
political result of collective choice processes, high tax rates on the very rich may
thus be optimal in order to gain political majorities, since the recipients of re-
distributive politics outnumber the affected heirs of large inheritances. Political
majorities, however, are subject to constantly changing parameters, so that current
developments, like continuing aging of population or increasing international tax
competition, in the future may change political equilibria towards those affected
by bequest taxation.

Yet, looking at the inheritance tax more closely — on the example of current tax
law in Germany — many of the normative criteria of optimal bequest taxation are
incorporated. In this regard, extensions of personal tax relief aim to reduce tax
evasion. Also a steeper progression in tax classes II and III, may further intend to
levy higher taxes on those bequests indicating to be unplanned.

The inclusion of a ‘capitalist spirit’ and thereby the accounting for specific pref-
erences of very wealthy individuals, however, is less evident in Germany analog to
many other European countries. Even though current law already pays increased
attention to a growing political weight of wealthy individuals by raising personal
tax reliefs for direct relatives as well as by easing the tax burden on intergenera-
tional transfers of family-run enterprises, bequest taxes applied on the very wealthy
are still considerably high.

Generally, the majority of inheritances in Germany does not underlie taxation
at all. This is due to the fact that most wealth transfers are relatively small and
exemption levels and personal tax reliefs are high. However, heirs of very large
assets, independent of their degree of kinship, are subject to excessive taxation, so
that even closest relatives are encouraged to avoid taxation. An international com-
parison reveals that, due to these characteristics, Germany’s competitiveness with
regard to wealth transfer taxation solely can be rated in the mid-field. Whereas
in other nations spouses and sometimes even children are entirely exempted from
taxes on wealth transfers, Germany levies significant tax rates on those amounts
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exceeding tax exemptions.”> Such differences can be supposed to receive greater
importance with growing tax competition among the nations.

Even though inheritance taxation reveals a better compliance with theoretical
implications, it has to be taken into account that, due to its variety of specific
regulations, it is rather complex in its evaluation method and quite costly in its
implementation.

During the last few years many OECD countries have been showing signs of
reforming their wealth transfer tax system. Table 5.6 provides a brief overview on
recent estate as well as inheritance tax reforms. The overall tendency is declining,
characterized by either a raise in personal tax allowances and a reduction in overall
tax rates or even a complete abolishment.

Most recently, in December 2010, the US passed a law exempting estates smaller
than 5 million US-dollars from the federal estate tax, and creating a maximum es-
tate tax rate of 35 percent. Previously, the American estate tax had undergone a
series of changes and had been exposed to ongoing discussion. Personal tax ex-
emption amounts were raised from 1.5 to 2 million US-dollars in 2006 and again
to 3.5 million US-dollars in 2009. Under the former president Bush a law was
enacted repealing the federal estate tax in 2010. This abolishment for the duration
of one year was made with the intention to relaunch the estate tax at the beginning
of 2011 — applying personal tax exemptions of 1 million US-dollars and tax rates
that were valid in 2001.%% Although the federal estate tax was officially repealed
on January 1, 2010, President Obama signed a ‘“Tax Relief Act’ into law on De-
cember 2010, which reinstated the estate tax retroactively back to the beginning of
2010 and also set new rules for the estates of decedents dying in 2011 and 2012.4
This law, however, is only valid until December 31, 2012, so that in 2013 the estate
tax law will either revert back to that effective in 2001 or will be redesigned once
again.

In order to complete the descriptive analysis of current wealth transfer taxation,
I would like to point out that among the OECD countries some nations do not im-
pose a separate tax on bequests, but instead treat wealth transfers either as gross
income of the recipients or as capital gains realized by the deceased. Such alter-
natives to wealth transfer taxation are imposed in Canada, Australia, and Mexico.

92For example, in Great Britain, Ireland, Denmark, the US, Japan as well as in most parts of Switzer-
land and Luxembourg spouses remain completely untaxed. Bequests to the own children are further
tax exempted in Luxembourg and a majority of Swiss cantons. See Scheffler and Spengel (2004).

93In 2001 tax rates varied between 18 and 55 percent. Hence, compared to 2009, estate tax law would
have been significantly tightened, with lower exemptions and higher top rates.

94See One Hundred Eleventh Congress of the United States of America (2010).
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Table 5.6: Recent wealth transfer tax reforms in selected OECD countries

year major changes
Austria 2008 abolished
Belgium 2007 complete tax exemption for family companies in Flanders
France 2007 complete tax exemption of surviving spouses

higher exemptions for all other recipients
Germany 2009 higher exemptions to close relatives

higher entry and top tax rates for tax classes II and III

option: tax-free business succession for family-run companies
Italy 2007 reinstated with significant lower rates and higher exemptions
Netherlands 2010 lower rates and reduced number of tariff categories

higher exemptions

business succession facilitated
Portugal 2004 abolished
Spain 2010 tax exemptions gradually increase until July 2011

lower tax rates, except for distant relatives

Sweden 2005 abolished
United Kingdom 2007 gradual increase of exemptions until 2010-11
United States 2010 higher exemptions

lower top rates

Source: Data from national tax authorities, January 2011.

Under an income inclusion approach, bequests in Mexico generally are treated as
income of the recipients and are thereby subject to income taxation. The inheri-
tance is cumulated with the heir’s other income and reported on the annual income
tax return, so that intergenerational wealth transfers are taxed under the same rate
schedule applicable to the taxpayer’s remaining income. Australia and Canada, on
the other hand, regard bequests as capital gains, using a deemed-realization rule.
At death, the decedent is considered to have disposed of capital assets at fair market
value and all gains are reported on her final income tax return. In general, the tax
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rates applied to gains on deemed-realizations, resulting from bequests, correspond
to those on regular capital gains.

Whether these systems are superior to the classical wealth transfer tax systems,
which tax either estates or inheritances detached from decedent’s or heir’s income,
has not been examined in this study. However, they might provide an alternative
as possible replacements for current transfer taxes.



6 Conclusion

6.1 Results of this study

Answering “How to optimally tax capitalistic bequests?” this thesis was con-
cerned with the impact of wealth transfer taxation on economic as well as on
political equilibria. Optimality conditions were analyzed regarding the specific
preferences of very rich individuals — intending to either minimize inefficiencies
and enhance redistribution or to gain political majorities.

Although the analyzed economic environments can solely describe a stylized
representation of reality, the gained findings provide important implications for
optimal bequest tax design.

Empirical evidence implies that real-world bequest taxes in general are mostly
levied on very wealthy testators or their descendants. In addition Hurd (1987),
Laitner and Juster (1996), and De Nardi (2004) find that these individuals dedicate
wealth to guarantee the continuance of lifetime achievements beyond own death
and thus try to avoid any tax-induced reduction in personal wealth.

In accordance to these studies, I have laid down that the specific preference
structure of rich individuals incorporates decisive implications for mitigating tax
induced distortions and at the same time enhancing redistribution. Further, it in-
fluences the overall political feasibility of bequest tax policy. In particular, the
impact of a ‘capitalist spirit’ proves to be sensitive to bequest taxation, inducing
behavioral changes or even tax avoidance activities of very wealthy individuals.
The understanding of this different behavior is essential in order to assess eco-
nomic and political effects of wealth transfer taxation and to optimize fiscal policy
decisions.

The analysis of common bequest motives — like altruism, paternalism, or strate-
gic intention — induces that optimal bequest tax design should be orientated to-
wards the underlying transfer motive each deceased pursues when bequeathing
wealth. However, I have shown that none of these universal bequest motives has
revealed to be an effective explanation for capitalist’s saving and wealth trans-
fer behavior. Consequently, neither normative nor positive implications for the
optimal wealth transfer taxation of the very rich have been explored in existing

V. Kley, The Taxation of Capitalistic Bequests, DOI 10.1007/978-3-8349-7136-4_6,
© Gabler Verlag | Springer Fachmedien Wiesbaden GmbH 2012
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literature. Therefore I have evolved a ‘capitalist spirit’ model in which wealthy
individuals are assumed to gain additional utility directly by holding assets and by
passing wealth to following generations. On the basis of this capitalistic bequest
motive a normative and positive analysis of wealth transfers is implemented within
a society heterogeneous in age and wealth, intending to reveal reliable implications
for optimal bequest tax design.

Normative analysis implies that behavioral effects released on a rich individual
when being taxed, depend on the intensity of the ‘capitalist spirit’ and on the
amount of wealth the individual holds. It could be laid down that the more intense
this ‘capitalist spirit’, the higher bequests and the smaller behavioral changes, but
the more frequent are tax avoidance methods. Contrasting, it could be shown that
the smaller the individual’s personal wealth, the smaller are capitalistic savings and
bequests, which become even less valuable when wealth transfers are intended to
be taxed in the future. This induces that the smaller capitalistic savings the more
sensitive individuals are to wealth transfer taxation.

Based on these effects observed for individual’s capitalistic utility, social wel-
fare implications suggest a low or moderate bequest taxation of the very wealthy’s
transfers. Applied supplementary to labor income taxation, bequest taxes on capit-
alistic wealth transfers may thereby enhance overall welfare, when incorporating
both the distortive and the redistributive effects triggered in a society which is
heterogeneous in age and wealth. Nonetheless, with imposing taxes on personal
wealth, tax avoidance methods of the affected become rather attractive. I have
therefore allowed for the existence of tax-privileged charitable foundations, result-
ing in a complete shift of very rich individuals’ bequests to an own foundation,
reducing dynastic bequests to zero. An evaluation of associated social welfare ef-
fects reveals ambiguous results, since it enhances welfare by charitable giving but
entirely withdraws intergenerational wealth transfers within the families. Hence,
based on these results, an excessive bequest taxation forcing the wealthy to form
an own charitable foundation cannot be assessed to concurrently enhance social
welfare.

By providing insights into the political decision process on wealth transfer tax-
ation, positive analysis has supposed that tax preferences of the median voter may
be contrary to normative implications. Using a numerical simulation, I have shown
that wealth heterogeneity creates a constituency of the poor and of those exhibiting
a high ratio of ‘own labor income to inherited wealth’ to favor bequest taxation.
An additional redistribution of tax revenues has further revealed an even enlarged
electorate in support of taxing capitalistic wealth transfers. These results emerge
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from the fact that wealth heterogeneity decisively affects political majorities as it
changes the median voter. Thus, individuals benefiting from taxation may domi-
nate those affected, inducing higher tax rates than normatively optimal. My analy-
sis has shown that these political equilibria, however, rely on constantly changing
parameters, so that attention must be paid to changing age and wealth patterns as
well as to the political environment.

Even though normative and positive analysis in general lead to quite different re-
sults, both provide a sound explanation as to why many countries continue to levy
bequest taxes at least on the wealthy. Nonetheless, in almost all western demo-
cracies an inclusion of a ‘capitalist spirit’ and thereby the accounting for specific
preferences of very wealthy individuals is less evident. Bequest tax policy has
concentrated rather on consanguinity, incorporating the idea of family-oriented
bequests, than on testamentary decrees. For a capitalist, however, a will may even
stand for choosing the best alternative satisfying the continuation process of own
wealth in the future. During the last few years, current bequest tax policy in many
OECD countries has exhibited various signs of reforming. The overall tendency
can be described in a declining importance of wealth transfer tax revenues, char-
acterized by either a raise in personal tax allowances and a reduction in overall tax
rates or even a complete abolishment.

Altogether, supplementary to existing literature on family-oriented bequests, the
results derived in this thesis, propose that optimal bequest tax policy shall pay
attention to the unique characteristics of the very wealthy’s preferences. Such
policy may be advantageous in order to reduce tax avoidance and thereby create
additional tax revenues — not only from wealth transfers but also from other types
of taxes.

6.2 Policy recommendations

This study has dealt with the taxation of capitalistic bequests and has therewith
concentrated on those few wealthy individuals who actually owe wealth transfer
taxes at death. As tax theory suggests, tax design should always incorporate the
elasticities of the assets taxed, implying that in case of wealth transfer taxation
the specific characteristics of wealthy individuals should be taken into account.
Even though the theoretical results evolved throughout this study naturally cannot
depict a universal, ‘best and only’ bequest tax system, they nevertheless can arise
important implications for bequest tax design.
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One the one hand, negative economic consequences induced by excessive wealth
transfer taxation, should be faced by lowering top rates and broadening the tax ba-
sis in order to guarantee welfare-increasing redistribution.”® Those recipients ap-
pointed by will shall further be granted tax reductions, in order to give even more
weight to the bequest motivation of the deceased. Implementation, on the other
hand, further indicates a bequest taxation of the wealthy is barely feasible, as long
as rich individuals strive to avoid taxation. A greater flexibility in work arrange-
ments as well as sophistication in financial advice and options available, facilitate
the wealthy to respond much stronger to taxation than average individuals. These
tax avoidance methods ultimately raise the social cost per unit of revenue actually
collected.

Hence, there appears to be a conceptual distinction of whether the rich should
and whether they can be taxed excessively — an indication for the problematic
feasibility of wealth transfer taxation. Changing conditions in the economic en-
vironment — e.g. freedom of movement, right of establishment, and freedom to
provide services within the European Union — additionally enhance tax avoidance
opportunities. To counter this, nations already compete for wealthy individuals.
Many western countries have recently either abolished wealth transfers taxation or
reduced tax rates and raised exemption levels. They are aware that rich individuals
are more likely to promote a higher capital accumulation and thereby an increasing
welfare in the long-run.

Creating a wealth transfer tax without loopholes is difficult for administrative
reasons. However, it is sensible to ask, whether the bequest tax’s advantages of fa-
cilitating redistribution and its disadvantages of encouraging tax avoidance might
be better balanced in a tax system that pays attention to capitalistic bequests. This
study suggests that the characteristic preferences of rich individuals differ consi-
derably and proposes their consideration in bequest tax design. Political decision
makers should aim for a tax system that causes voluntary tax discipline — even
of the wealthiest families. Recent bequest tax legislation in many industrialized
countries hence invites further reform of wealth transfer taxation to mitigate its
problems but to retain its advantages.

9t is argued that wealth tax would need to be confiscatory in order to bring about any real redistribu-
tion. See Heckly (2004).
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