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Improved State Taxes on Wealth, High Incomes Can
Help Fuel an Equitable Recovery

By Samantha Waxman and Elizabeth McNichol

Families’ access to wealth has played a large role in determining how the pandemic has affected
them. The worst of the economic and health effects have largely bypassed wealthier, higher-paid
families — which are disproportionately white — but have been far more prevalent among lower-
income families and those of color. Amid sizeable state budget shortfalls and an unequal recovery
that has exacerbated racial inequities, states would be well-advised to raise taxes on wealthy families
to preserve funding for crucial priorities that can promote an equitable recovery — among them
education, increased health spending to contain the pandemic, and boosts to cash assistance and
other programs to help struggling families make ends meet during the crisis.'

Other approaches states could take to balance their operating budgets, as nearly all states must
each year, risk worsening racial inequities, increasing hardship, and slowing the economic recovery.’
When states cut funding for schools, health care, or other services, it typically results in layoffs,
which reduce economic activity and can deepen and prolong a recession. Tax increases that ask
morte of low-income households as a share of their income can have a similar effect: many of these
households are already spending far less due to job losses and the recession and would reduce their
consumption further.

Wealthy households, meanwhile, typically have large amounts of disposable income and so do not
alter their consumption much, if at all, when state taxes increase. Further, most state tax systems ask
much less of very high-income households, as a share of income, than of those struggling to get by.
States would do well to address this preferential tax treatment, including through steps to strengthen
taxes on the following:

e High wage and salary income. Most states now have upside-down tax systems in which
those who earn the least pay the most as a share of their income. Opting instead to raise

1 Erica Williams and Cortney Sanders, “3 Principles for an Antiracist, Equitable State Response to COVID-19 — and a
Stronger Recovery,” Center on Budget and Policy Priorities, May 21, 2020, https://www.cbpp.org/research/state-
budget-and-tax/3-principles-for-an-antiracist-equitable-state-response-to-covid-19.

2Nicholas Johnson, “Budget Cuts or Tax Increases at The State Level: Which Is Preferable When the Economy Is
Weak?” CBPP, updated April 28, 2010, https://www.cbpp.org/sites/default/files /atoms/files /1-8-08sfp.pdf.




personal income tax rates on the highest-income households, such as through a
“millionaires’ tax” (i.e., a tax on people with annual incomes exceeding $1 million), is a
sound way to tax high income and help form a more solid foundation for a state’s tax base.

e Real estate. “Mansion taxes” on high-value homes, or on their sale or purchase, are an
attractive option for states looking to tax wealth, especially with the economic crisis having
largely spared the high-value housing market.

e Income from capital gains, the income that an investor receives when a financial asset is
sold for profit, is highly concentrated among the wealthiest households. The stock market’s
strong performance despite the pandemic is preserving those profits for many wealthy
families. Options to raise taxes on this income include eliminating tax breaks on it and
raising the rates it is subject to, either permanently or as a pandemic surcharge.

¢ Inherited wealth. We recommend that states that have no estate or inheritance tax on
wealthy individuals implement such a tax, and that states that already have such taxes
consider raising their tax rates or lowering the threshold at which the tax begins to apply.
Current state thresholds range as high as $5.6 million, which can leave untaxed all but the
wealthiest estates and thereby worsen inequality.

COVID Has Largely Spared Those With Wealth and High Incomes, While
Devastating Others

COVID-19’s effects have been widespread but unequally felt. By and large, economically
struggling families and many communities of color have suffered worse economic and health
outcomes, while wealthier families, which are disproportionately white, have fared better.

High earners have been much less likely to lose jobs than other workers due to COVID-19. For
people earning over $60,000, the employment rate is close to its pre-pandemic level. But for workers
earning less than $27,000, the employment rate is more than 79 percent below its pre-pandemic level,
according to Opportunity Insights.” (See Figure 1.)

3 Opportunity Insights, “Economic Tracker,” accessed November 17, 2020 https://tracktherecovery.org/.



High-Wage Workers Have Recovered Most Lost
Jobs, But Low-Wage Job Losses Persist
Change in employment rates, January 15 to September 24
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employment defined as an annual salary of greater than $60,000 per year.

Source: Opportunity Insights

The stock market and luxury homes have also fared relatively well during the pandemic. This,
coming alongside low-wage job losses, has exacerbated already high disparities in wealth holding.
The stock market has exceeded its pre-pandemic peak, which mainly helps more affluent families.
Over 90 percent of capital gains go to families earning over $163,000 a year, and stock market
investment rises steeply with income.” Luxury home values in many areas across the country have
actually risen since the beginning of the pandemic, increasing 6.5 percent compared to the same
point last year. And sales of luxury homes increased 42 percent during that same period, boosting
the wealth of homeowners who made these sales, a group that tends to be both more affluent than
the overall population and disproportionately white. Meanwhile, sales of affordable homes have
declined more than 4 percent.’

4

COVID-19 and its economic fallout have hit Black, Latinx, Indigenous, and many immigrant
people particularly hard. The disproportionate impacts reflect harsh, longstanding inequities —
often stemming from structural racism — in education, employment, housing, and health care that

+ Emmanuel Saez and Gabriel Zucman, “Wealth Inequality in the United States since 1913: Evidence from Capitalized
Income Tax Data,” National Bureau of Economic Research, October 2014, https://www.nber.org/papers/w20625.

> Tax Policy Center, "T20-0152 - Distribution of Long-Term Capital Gains and Qualified Dividends by Expanded Cash
Income Petcentile, 2019,” May 5, 2020, https:/ /www.taxpolicycenter.org/model-estimates/disttibution-individual-
income-tax-long-term-capital-gains-and-qualified-44.

¢ Luxury housing is defined here as the top 5 percent of the housing market, with a median sale price of $862,700.
Affordable housing is defined as being within the 5to 35 percent tier, with a median sale price of $178,000. Lily Katz,
“Luxury Home Sales Soar 42% in the Third Quarter as Sales of Affordable Homes Falter, Highlighting the Pandemic’s
Uneven Impact on Americans With Less Wealth,” Redfin, October 12, 2020, https://www.redfin.com/news/luxury-
real-estate-q3-2020/.




the current crisis is aggravating.” Before the pandemic, the wealthiest 10 percent of white households
owned 65 percent of U.S. wealth. (See Figure 2.) That figure may be even higher now because of the
effects of the pandemic on lower-income households, with people of color, particularly women,
being overrepresented in low-wage jobs and therefore likelier to have lost jobs and income due to
the pandemic. Furthermore, 1 in 5 renters is now behind on rent, with Black and Latinx renters
facing the highest rates of such hardship.*

FIGURE 2

Wealthiest 10 Percent of White Households Own
Two-Thirds of U.S. Wealth
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Source: Federal Reserve’s Survey of Consumer Finances, 2019.
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Taxes on High Incomes and Wealth Would Raise Badly Needed State Revenue

The economic downturn caused by COVID-19 has caused states revenues to drop markedly.” The
resulting budget shortfalls are large, likely about 10 percent of states’ budgets over the next two
years, and could grow higher if the current surge in COVID cases grows further or continues for a
number of months."” The shortfalls affect neatly every state and are already driving painful cuts to
services and large-scale layoffs and furloughs of state and local workers. That means fewer school

7 Williams and Sanders.

8 CBPP, “Tracking the COVID-19 Recession’s Effects on Food, Housing, and Employment Hardships,” updated
December 4, 2020, https://www.cbpp.ore/research /poverty-and-inequality/tracking-the-covid-19-recessions-effects-

on-food-housing-and.

2 CBPP, “States Grappling With Hit to Tax Collections,” updated November 6, 2020,
https://www.cbpp.org/research/state-budget-and-tax/states-grappling-with-hit-to-tax-collections.

10 Michael Leachman and Elizabeth McNichol, “Pandemic’s Impact on State Revenues Less Than Earlier Expected But
Still Severe,” CBPP, October 30, 2020, https://www.cbpp.org/research/state-budget-and-tax/pandemics-impact-on-

state-revenues-less-than-eatlier-expected-but.
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workers and, in the middle of a pandemic, cuts to health care. Beyond increasing hardship at a time
when 1 in 3 adults has trouble paying usual household expenses, such cuts could deepen and
prolong the recession and worsen racial inequities."’

At this point in the pandemic, many states are responding to revenue shortfalls by operating under
temporary budgets in the hopes that additional federal aid will arrive, and by proposing steep budget
cuts. Some governors have called for across-the-board cuts in all areas of government. Some states
have already directly cut pandemic response services and health department budgets or positions."?
In addition, states and localities have laid off or furloughed over 1 million workers — far more than
such losses due to the Great Recession — over three-fourths of whom work in K-12 or higher
education. Most states will try to shield K-12 public schools and health services from further
damage, but because education and health make up more than half of state spending nationwide,
they may not be able to.

Even if states receive urgently needed federal aid, they should improve their taxation of wealth
and high incomes to put families and communities first and contribute to an equitable, antiracist
response to the pandemic.”” These taxes are based on individuals’ ability to pay, which is especially
important given the unequal recovery. Rather than pitting various needs against each other in a
debate over which services to cut, raising taxes on high incomes and wealth can allow lawmakers to
support communities — particularly communities of color — hit particularly hard by the pandemic,
by using revenue that comes heavily from those doing very well despite the current challenges.

Taxes on high incomes and wealth can begin to lessen racialized wealth and income inequality,
which the pandemic is worsening. In addition to their greater likelihood of job and income losses,
people of color are experiencing disproportionately more COVID-19 infections and hospitalizations
— and Black people highly disproportionate death rates — risking both their health and well-being
now and in the future." That is partly because people of color ate also overrepresented in front-line,
essential work with higher infection risk."” These trends will only worsen if states cut services in ways
that harm families most in need. In contrast, taxing wealth and high incomes more effectively and
investing the proceeds wisely can help reverse these trends.

Tax increases at the top are also typically better for state economies during a recession than
spending cuts. If states close their shortfalls without raising additional revenue, the budget cuts that
they make could prolong and deepen the recession, especially for low-income households and

11 Claire Zippel, “Latest Data: 1 in 3 Adults Having Trouble Paying Expenses,” CBPP, October 7, 2020,
https://www.cbpp.org/blog/latest-data-1-in-3-adults-having-trouble-paying-expenses.

12 Elizabeth McNichol, “States Expect More Damagmg Cuts \X/lthout More Federal A1d ” CBPP, September 9, 2020,

. ; Lauren Weber, Laura Ungar,
and thheﬂe R Smith, “Ho]lowed Out Pubhc Health System Faces More Cut% Armd Virus,” Kaiser Health News, July
1, 2020, https://khn.org/news/us-public-health-system-underfunded-under-threat-faces-more-cuts-amid-covid-

pandemic[.
13 Williams and Sanders.

14 Thid.

15 Celine McNicholas and Margaret Poydock, “Who are essential workers?” Economic Policy Institute, May 19, 2020,
https://www.epi.org/blog/who-are-essential-workers-a-comprehensive-look-at-their-wages-demographics-and-
unionization-rates/.




communities of color. States could be forced to limit their purchasing, which could ripple through
the economy and harm businesses and communities further. In addition, laid-off teachers, health
care workers, and others will spend less and may not be able to meet their basic needs. By contrast,
tax increases focused on high incomes and wealth can keep money flowing through states’
economies by staving off layoffs and enabling states to maintain purchasing and vital services such
as education and health care. Wealthy individuals with high-salary jobs and savings to draw on
generally maintain their spending levels regardless of a tax increase, which isn’t true of those paid
low wages.

States Have Several Options to Tax High Incomes and Wealth

Four options that many states can implement or improve upon relatively quickly are to strengthen
taxation of high personal incomes, valuable real estate, capital gains, and inherited wealth. These
approaches build on the fact that the stock market has largely maintained its value, high-salary
earners have largely been able to keep their jobs, and high-value homes have largely kept or
increased their value.

Several promising state proposals to tax high incomes and wealth, including the California
Extreme Wealth Tax developed by Emmanuel Saez and others and a proposed tax on unrealized
capital gains in New York state through what is known as a “mark-to-market” system, merit further
study and discussion among state policymakers.'® However, they are much less likely to be available
immediately to help close state budget shortfalls and address revenue needs in the coming year.
Even if passed, these taxes would require new legal and regulatory frameworks to implement
effectively. States can consider enacting such taxes to take effect in a specified future year, along
with funding to address regulatory questions. Alternatively, they can consider establishing an interim
committee with a clear mandate, funding, and time frame to review such proposals.

Other revenue-raising tax measures that states should consider but that are outside the scope of
this report include strengthening the taxation of highly profitable corporations, such as through
“combined reporting,” a requirement states can impose that prevents corporations from using
certain accounting maneuvers to avoid paying the taxes they otherwise would owe to a state."”

States should avoid raising taxes and fees that fall particularly hard on low-income people and
people of color. These include criminal legal fees, which too often result in people being jailed
simply because they cannot afford to pay a fee. To raise revenue for equity-enhancing investments,
some states may want to consider raising sales tax rates or expanding the base of sales taxes even
though these tax increases generally fall hardest on low-income families. States should consider
taking these steps only as part of an overall tax plan that takes into account families’ ability to pay or

16 David Gamage, Emmanuel Saez, and Darien Shanske, “The California Extreme Wealth Tax: Revenue, Economic, and
Constitutional Analysis,” UC Berkeley, August 10, 2020, https://emlberkeley.edu/~saez/CAwealthtax.pdf; Robert
Frank, “Billionaires in New York could pay $5.5 billion a year under new tax,” CNBC, updated July 21, 2020,
https://www.cnbc.com/2020/07 /21 /billionaires-in-new-vork-could-pay-5point5-billion-a-year-under-new-tax.html.

17 Michael Mazerov, “A Majority of States Have Now Adopted a Key Corporate Tax Reform — “Combined Reporting,”
CBPP, revised April 3, 2009, https://www.cbpp.org/research/a-majority-of-states-have-now-adopted-a-key-corporate-
tax-reform-combined-reporting.




that offsets the impact on low-income people by boosting state tax credits targeted to them, such as

state earned income tax credits.'®

Strengthening State Personal Income Taxes on Highest Earners

Graduated income taxes, through which rates rise with earnings, form a solid foundation for a
state’s tax base to ensure that people who earn the most — and are most able to pay — are fairly

contributing to a state’s finances. Higher-
earning families, which have mostly maintained
jobs during the pandemic, are generally more
able to contribute right now. However, most
state tax systems are upside-down in that those
who earn the least pay more, as a share of their
income, for schools, roads, disaster response,
and other things."” These families are
disproportionately households of color due to
the United States’ history of structural racism,
which curtails employment opportunities
through many policies and practices such as
unequal school funding, mass incarceration, and
hiring discrimination.

White families are about three times more
likely than Black and Latinx families to be
among the nation’s top 1 percent of earners,
according to one estimate.”’ (See Figure 3.)
Most state tax systems deepen these inequities
because they take a greater share of the income
of low- and middle-income families than of
wealthy families. But graduated income taxes

FIGURE 3

White Households Three Times
Likelier Than Black and Latinx
Households to Be in Top 1%

Percent in top 1% of income earners
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Source: “Race, Wealth, and Taxes,” Prosperity Now and
Institute on Taxation and Economic Policy, 2018
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aimed at those earning the most can start chipping away at these inequities and contribute to an
equitable, antiracist recovery from the COVID-19 pandemic and resulting recession. States can
increase the top income tax rate, adjust tax brackets and rates so that they fall more on the highest

earners, and close personal income tax loopholes.

18 Michael Mazerov, “Shifting from Income to Sales Tax Won’t Boost State Economies,” CBPP, April 29, 2015,

https:

www.cbpp.org/blog/shifting-from-income-to-sales-taxes-wont-boost-state-economies. See also Erica Williams,

Samantha Waxman, and Juliette Legendre, “States Can Adopt or Expand Earned Income Tax Credits to Build a

Stronger Future Economy,” CBPP, updated March 9, 2020, https:

www.cbpp.org/research/state-budget-and-

tax/states-can-adopt-or-expand-earned-income-tax-credits-to-build-a.

19 Meg Wiche ¢t al., “Who Pays? 6th Edition,” Institute on Taxation and Economic Policy, October 2018,

https://itep.org/whopays/.

20 Meg Wiehe e al., “Race, Wealth and Taxes: How the Tax Cuts and Jobs Act Supercharges the Racial Wealth Divide,”
Institute on Taxation and Economic Policy, October 11, 2018, https://itep.org/race-wealth-and-taxes-how-the-tax-cuts-

and-jobs-act-supercharges-the-racial-wealth-divide/.




Raising the Top Income Tax Rate

States can raise the personal income tax rate on households with the highest incomes, through
measures such as a higher tax rate on filers with annual income over $1 million (sometimes referred
to as a millionaires’ tax) — either permanently or as a pandemic surcharge. States with existing tax
brackets focused on high earners can increase the top rate, while states whose top rates start at low
or middle levels of income can create new high-income tax brackets that better reflect today’s wage
and salary scale;”' some states have not significantly updated their income tax brackets since their
taxes’ establishment in the 1930s. States can also consider a tax on #/a/ income for those with
incomes above a specified level, as New York and Connecticut have done (explained below).

The step that New Jersey took at the end of September 2020 provides an instructive example for
other states. The budget deal signed by the governor features a millionaires’ tax that raises the top
income tax rate to 10.75 percent on income over $1 million. This will help reduce economic and
racial inequities in the state, which is the ninth-most unequal in terms of the ratio of income held by
the top 1 percent versus everyone else.”

The new tax is estimated to raise more than $400 million per year, which can help New Jersey
respond to the pandemic and set itself on a path to better fund schools, health care, and other
priorities. Nearly 100 New Jersey economists and economic policy experts wrote a letter to leading
policymakers emphasizing that raising new revenues — particularly from top earners or profitable
corporations — is a much sounder response to the recession-driven state revenue decline than
cutting health care or schools.”

Arizona voters also approved in November 2020 a ballot measure that will make the state’s tax
code more equitable while raising hundreds of millions of dollars in badly needed revenue for
schools. Arizona’s Proposition 208 (the Invest in Education Initiative) levies a 3.5 percent tax
surcharge on income over $250,000 for individuals and $500,000 for joint filers, bringing the top
rate to 8 percent on income above those thresholds. The measure will raise a projected $827 million
to $940 million a year, all of it dedicated to K-12 schools. It will help the state’s schoolchildren while
taking a big step toward educational equity by delivering outsized benefits to children of color and
children in families with low incomes.”

21 Dylan Grundman O’Neill and Meg Wiche, “State Options to Shore up Revenues and Improve Tax Codes amid
Pandemic,” Institute on Taxation and Economic Policy, April 15, 2020, https://itep.org/state-options-to-shore-up-

revenues-and-improve-tax-codes-amid-pandemic/.

22 Estelle Someiller and Mark Price, “The new gilded age: Income inequality in the U.S. by state, metropolitan area, and
county,” Economic Policy Institute, July 19, 2018, https://www.epi.org/publication/the-new-gilded-age-income-
inequality-in-the-u-s-by-state-metropolitan-area-and-county/#epi-toc-3.

23 Yana van der Meulen Rodgers, “New Jersey Economists® Letter on Recovery Policy,” Scholars Strategy Network,
August 18, 2020, https://scholars.org/features/new-jersey-economists-letter-recovery-policy; Alan S. Blinder and Yana
van der Meulen Rodgers “Nearly 100 economists wrote Gov. Murphy a letter. They said, we must ral%e taxes.” N] com,

taxes-opinion.html.

24 Wesley Tharpe “Arizona Voters Improved State’s Tax Code, Advanced Critical Funding for Schools ” CBPP




Additional Ways to Focus Income Taxes on Highest Earners

States can consider additional options to raise income taxes on those earning the most in a state,
including:

¢ Adding a new tax bracket at the top of the income scale. The top rate in 27 of the 42
states with an income tax kicks in at an income level below $100,000 — and below $20,000
in 19 of those states.” That means that many states apply the same top tax rate to most or
all low-, middle-, and high-income families. States that are doing so should add a top
bracket to focus on the highest earners. The economic performance of states that have
pursued such a change recently has been very similar to those that did not, and research
indicates that differences in tax levels have little to no effect states’ economic health
overall.” State tax differences also appear to play a negligible role in whether and where
people, including high earners, move.”’

¢ Requiring high earners to pay the top income tax rate on all of their income (“tax
table benefit recapture”). In most state income tax systems, tax rates rise with earnings,
and those earning the highest incomes pay the highest tax rate on the portion of their
earnings that fall into the highest tax bracket. That means that the lower tax rates that
benefit lower- and middle-income taxpayers benefit the wealthy as well. “Tax recapture”
requires high-income earners to pay at the top rate on all of their income. For example,
Connecticut begins tax recapture at earnings above $200,000, and New York has a
recapture provision that begins at about $107,000 in earnings, both depending on filing
status.

e Phasing down personal exemptions and standard deductions based on income.
Personal exemptions and standard deductions exempt a portion of income from tax. High-
income families have less need for these exemptions than other families that earn much
less. Some states including Alabama, Connecticut, Maryland, Oregon, and Wisconsin reduce
or completely phase out personal exemptions or standard deductions as income increases.

Eliminate Income Tax Breaks That Flow Mainly to Wealthy Households

States can also limit or close income tax loopholes that mainly help wealthy individuals and high
earners. The 30 states plus the District of Columbia that allow itemized deductions should
thoroughly examine them and reduce or eliminate many that are predominantly available to wealthy

students, who are disproportionately students of color, the state would distribute 12 percent of the funds raised under
Proposition 208 as grants for career and technical programs, giving preference to programs with mainly low-income
students.

5 Grundman and Wiehe.

26 Wesley Tharpe, “Raising State Income Tax Rates at the Top a Sensible Way to Fund Key Investments,” CBPP,
February 7, 2019, https://www.cbpp.org/research/state-budget-and-tax /raising-state-income-tax-rates-at-the-top-a-

sensible-way-to-fund-key.
*’ Michael Mazerov, “Millionaire Tax thht Myth Debunked — Again,” CBPP, May 26, 2016,




households.” That’s in part because the federal Tax Cuts and Jobs Act of 2017 made it less
beneficial for low- and middle-income families to itemize at both the federal and state level, so the
benefits of itemization now flow even more disproportionately to wealthy families. About 6 percent
of federal tax returns with income under $100,000 claimed itemized deductions in 2018, compared
to almost half of returns with income greater than $200,000. (See Figure 4 for more detail.) States
have several options to reduce, cap, or phase out various deductions:

e Mortgage interest deductions are costly and do not do much to promote
homeownership.”” States can cap the value of the mortgage allowable under the deduction,
limit the deduction’s use for second or vacation homes, or repeal it completely.

e Real property tax deductions don’t help the families that struggle most with paying
property taxes. States should replace them with property tax “circuit breaker” credits, which
ensure that property tax bills are affordable for those on fixed and low incomes and base
payment amounts on ability to pay.”’ As of 2018, 18 states and the District of Columbia
offered such credits.

e Personal property deductions most commonly cover car taxes, as well as things like
manufactured homes and boats. However, benefiting from this deduction requires
itemizing, which those facing the highest hurdles to pay property taxes are less likely to do.
Even if they do claim the deduction, its benefit rises with earnings, disproportionately
helping affluent families. States should repeal it. Also, if a manufactured home is a primary
residence, it should be treated as real property in state and federal tax codes rather than as
personal property.”

28 Carl Davis, “State Itemized Deductions: Surveying the Landscape, Exploring Reforms,” Institute on Taxation and
Economic Policy, Februaty 5, 2020, https://itep.org/state-itemized-deductions-surveyving-the-landscape-exploring-
reforms.

2 Ibid.

30 Aidan Davis, “Property Tax Circuit Breakers in 2018,” Institute on Taxation and Economic Policy, September 17,
2018, https://itep.org/property-tax-circuit-breakers-in-2018/.

31 Manufactured (mobile) homes are treated similarly to cars in federal and state tax codes. That treatment leaves owners
of manufactured homes without many protections afforded to other home buyers including lower interest rates, federal
and state consumer protections for borrowers, and a greater possibility of homestead exemptions and property tax
circuit breaker credits for owners earning low wages. For additional information see the National Consumer Law Center
and Prosperity Now, “Titling Homes as Real Property,” October 2014,
https://prospetitynow.org/files/resources/Appraising Manufacture Housing.pdf.
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FIGURE 4

Higher-Income Taxpayers Far Likelier to
Iltemize Deductions

Share of federal returns with itemized deductions, by annual income, tax
year 2018
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Source: ITEP analysis of preliminary IRS data for Tax Year 2018. Includes returns filed and
processed through the Individual Master File (IMF) system through July 25, 2019
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In addition, some states offer the same tax breaks as the federal government does for “pass
through” business income — that is, income from sources such as S corporations, partnerships, and
sole proprietorships — which primarily benefit wealthy taxpayers. States should close this loophole.

Increasing Taxes on Expensive Homes

The pandemic has largely spared high-value homes, and the market for such homes in many areas
of the country remains strong.”® Sales of luxury homes increased 42 percent between June and
August 2020 compared to that same period last year, while sales of affordable homes declined more
than 4 percent.” Increasing taxes on high-value homes directly and on the sale or purchase of such a
home — often called a “mansion tax” — is an attractive option for states looking to tax wealth.
Home values are easier to measure than other forms of wealth: recent sales of similar properties in
the same locality can often be identified, and housing ownership is usually publicly available
information. Housing wealth also cannot be easily moved across borders to avoid taxation.™

32 Michael Gerrity, “U.S. Luxury Housing Markey Enjoys Price Rebound, Desplte Coronavlrus ” World Property Journal,
August 20, 2020, https: joll

luxurv-housing-market-data-coronavirus-impact-on-luxury-home-sales-in-2020-luxury-home-prices-redfin-housing-

reports-12089.php.

33 See Katz, op cit., for analysis and for definitions of luxury and affordable housing. Please also see footnote 6 of this
papet.

34 Intangible assets can easily be moved across national and state borders, which has long facilitated both illegal tax

evasion and legal tax avoidance. Eric Lipton and Julie Creswell, “Panama Papers Show How Rich United States Clients
Hid Millions Abroad,” New York Times, June 5, 2016, https://www.nytimes.com/2016/06/06/us/panama-papers.html;
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In addition to reducing inequality generally and making state and local tax systems fairer, mansion
taxes can help states overcome racial inequities rooted in past racist policies and sustained by
ongoing discrimination and bias. Historically, an extensive array of public policies and private
practices held back people of color, including government practices that segregated them in low-
value neighborhoods and widespread racism in business transactions such as obtaining mortgages.
Despite the considerable progress in overcoming these barriers, people of color own much less
housing wealth than they otherwise would.”

Further, numerous studies have documented that racial discrimination and bias continue to limit
housing and job opportunities for people of color.” States can use the added revenue from
graduated property taxes on high-value property to increase opportunities in lower-income
communities of color, particularly during the pandemic, helping people of color overcome these
barriers, to the betterment of the country as a whole.

States can improve the taxation of high-value homes either when homes are bought and sold, or
through state and local property tax systems.

Increasing Taxes on Sales or Purchases of Expensive Homes

Often called a real estate transfer tax or conveyance tax, this tax — levied upon sale or purchase
— is usually paid as a specified percentage of the value of a home sale. For example, Iowa’s real
estate transfer tax is $1.60 per thousand dollars of home value with a $500 exemption, so the sale of
a $500,000 home would generate $799 in transfer taxes. Thirty-four states and the District of
Columbia have such taxes, as do a number of localities including Oakland, California and New York
City. (See Figure 5.)

Richard Rubin, “Wealthy N.Y. Residents Escape Tax with Trusts in Nevada,” Bloomberg News, December 18, 2013,
https://www.bloomberg.com/news/articles /2013-12-18 /wealthy-n-y-residents-escape-tax-with-trusts-in-nevada.

35 Michael Leachman ¢ a/., “Advancing Racial Equity With State Tax Policy,” CBPP, November 15, 2018,
https://www.cbpp.org/research/state-budget-and-tax /advancing-racial-equity-with-state-tax-policy.

36 Lincoln Quillian e a/, “Meta-analysis of field experiments shows no change in racial discrimination in hiring over
time,” Proceedings of the National Academy of Sciences, October 10, 2017,
http://www.pnas.org/content/114/41/10870.full.
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FIGURE 5

39 States Plus D.C. Have Real Estate Transfer
Taxes or Statewide Property Taxes

| Real estate || Statewide ] Both
transfer tax only property tax only

Note: Ten states have limited statewide property taxes, such as those levied only on certain
properties, only on specialized industries, or under limited circumstances as defined by law.
State-required taxes that are collected locally and stay with localities are not counted as
statewide property taxes.

Source: National Conference of State Legislatures, Lincoln Land Institute, and CBPP analysis
of state laws

CENTER ON BUDGET AND POLICY PRIORITIES | CBPP.ORG

Of those with a real estate transfer tax, seven states — Connecticut, the District of Columbia,
Hawai’i, New Jersey, New York, Vermont, and Washington — levy a surcharge on the highest-value
homes or have a bracket structure under which these tax rates rise as the value of the home
increases. (See Figure 6.) States can pursue either option. For example, New Jersey and New York
each add a 1 percent surcharge to the total sale value of a property of $1 million or more.”” Vermont
and Washington State both have tax brackets based on home values, with higher rates for the
portion of a home value above certain thresholds.” Marginal tax or surcharge thresholds should be
tailored to the real estate market and the relative homes values in each state and be indexed for
inflation, to focus the tax on the highest-value homes.

37 New Jersey Division of Taxation, “Realty Transfer Fee,” updated April 18, 2020,
https://www.state.nj.us/treasury/taxation/Ipt/rtffags.shtml; New York Department of Taxation and Finance, “Real

estate transfer tax,” updated June 10, 2020, https://www.tax.ny.gov/bus/transfer/rptidx.htm.

3 Vermont Department of Taxes, “Property Transfer Tax,” 2020, https://tax.vermont.gov/property/ptt; Department
of Revenue, Washington State, “Real estate Excise Tax,” January 1, https://dor.wa.gov/taxes-rates/other-taxes/real-
estate-excise-tax.
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If states do not already have property transfer taxes, they should consider enacting them (although
this would face constitutional restrictions in some states™). Municipalities, especially those with
concentrations of high-value homes, can also consider enacting real estate transfer taxes and
focusing them on the highest-value homes if their state permits.

FIGURE 6

State Taxes on High-Value Property

Connecticut: Increasing marginal rates, for homes valued at less than
$800,000 (0.75 percent), $800,000 to $2.5 million (1.25 percent), and as
of January 1, 2021, over $2.5 million (2.25 percent). The homeowner may
receive a credit for tax paid at the 2.25 percent rate starting the third
year after the home purchase, if they remain in Connecticut.

District of Columbia: Surcharge on total property value; rate rises with
property value, with higher rate for properties valued at over $400,000.

Hawai’i (conveyance tax): Surcharge on total property value; rate rises
with property value, with rate increases in steps for properties valued
between $600,000 and $10 million.

New Jersey (realty transfer fee): Increasing marginal rates, with
separate rate schedules for properties above and below $350,000.
Real estate Additional real estate transfer tax of 1 percent of the property value
transfer tax applies to properties valued at $1 million or more.

New York: Flat real estate transfer tax plus an additional tax of 1 percent
of the property’s sale value for residences of $1 million or more.
Residential properties in New York City only are subject to two additional
state transfer taxes: one increases the rate for properties valued over $3
million, and the second creates additional marginal rates ranging from
0.25 percent for homes valued at more than $2 million to 2.9 percent for
homes over $25 million.

Vermont: Higher marginal rate on portion of a property’s value that
exceeds $100,000 threshold.

Washington state: As of January 1, 2020, increasing marginal rates apply
to properties valued over $500,000, $1.5 million, and $3 million.

District of Columbia: Higher marginal tax rate for commercial and
industrial property values exceeding $3 million.

Source: National Conference of State Legislatures, Lincoln Land Institute, and CBPP analysis of state tax laws

CENTER ON BUDGET AND POLICY PRIORITIES | CBPP.ORG

3 See Appendix Table 1 in Michael Leachman and Samantha Waxman, “State ‘Mansion Taxes” on Very Expensive
Homes,” CBPP, October 1, 2019, https://www.cbpp.org/research/state-budget-and-tax/state-mansion-taxes-on-very-

expensive-homes.

14



States should also close a loophole in their real estate transfer taxes that exclusively benefits
wealthy individuals and profitable corporations. If a limited-liability corporation owns real estate,
buyers in some states can purchase a stake in the company instead of the real estate itself and
thereby avoid real estate transfer taxes. While this option is most often exercised in buying and
selling commercial real estate, it can also include expensive homes. States such as Michigan have
closed this loophole by clarifying that a company that owns a “controlling interest” in an entity
owning real estate is subject to the tax.” Lawmakers proposed to close this loophole in Ohio and
Pennsylvania eatlier this year."

Creating Progressive State and Local Property Taxes

Another way to tax high-value homes is to add a mansion tax onto a state or local property tax
system. Since property taxes are typically levied annually, this form of tax would produce revenue
from the owners of expensive homes each year, rather than just when a home is sold, as with real
estate transfer taxes. Property taxes are levied at the local level in all states, and 16 states also assess
them at the state level. Property taxes are calculated using a formula that assesses the home (which
may not reflect its full market value) and multiplies that amount by the state or local tax rate.

Many states also have property tax exemptions, caps, and credits. Circuit breakers, for example,
are tax credits that are designed to help people who are paid low wages or otherwise have low
incomes afford their property tax bills. At the same time, many states also have overly restrictive
property tax limits that hamstring localities’ ability to raise sufficient revenue. This limits localities’
ability to provide adequate services to increase opportunity for their residents, while increasing racial
and economic inequities in part by leading many localities to turn to revenue sources that fall harder
on lower-income people.*

No state has graduated property tax rates for high-value homes (though the District of Columbia
has a higher marginal rate for commercial and industrial property valued at over $3 million). Similar
to real estate transfer taxes, mansion taxes could be designed to include additional tax brackets
aimed at very high-value homes, or an additional tax on the total value of a home if it surpasses a
certain amount (i.e., a surcharge). Decisions about the thresholds for such taxes should be made in
consideration of a state’s home prices and housing market.

States can also enact additional property taxes for second homes. While no state has done this yet,
several have considered it. This option can be particularly attractive in real estate markets where
there are many vacation homes or investment properties. In 2015, Rhode Island Governor Gina

40 State Real Estate Transfer Tax Act (Excerpt), Michigan § 207.522,
http://www legislature.mi.cov/(S(kjoxrtacOmzmfivi21tjh13h)) /mileg.aspx?page=getObject&objectName=mcl-207-522.

4 Eye on Ohio, “Bipartisan Group of Representatives Introduce Bill After Eye on Ohio Investigation into Property
Tax Loophole,” January 10, 2020, https://eyveonohio.com/bipartisan-group-of-representatives-introduce-bill-after-eye-
on-ohio-investigation-into-property-tax-loophole/; Tax Notes, “Pennsylvania Lawmaker Targets Real Estate Transfer
Loophole,” May 12, 2020, https://www.taxnotes.com/tax-notes-today-state/real-estate-taxation/pennsylvania-

lawmaker-targets-real-estate-transfer-tax-loophole/2020/05/12/2chtt.

4 Iris J. Lav and Michael Leachman, “State Limits on Property Taxes Hamstring Local Services and Should be Relaxed
ot Repealed,” CBPP, July 18, 2018, https://www.cbpp.org/research/state-budget-and-tax/state-limits-on-property-

taxes-hamstring-local-services-and-should-be.
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Raimondo proposed a surcharge on secondary homes worth more than $1 million.* In New York,
lawmakers proposed a “pied-a-terre” tax for New York City,* which would apply to owners of
vacant second homes in New York City worth at least $5 million.

Finally, states can relax or repeal restrictive limits on property taxes. Such limits have provided
disproportionate savings to wealthy homeowners, a group that is overwhelmingly white (in part
because past government policies contributed to the segregation of people of color in lower-value
areas). These limits have also been associated with states shifting toward sales taxes and fees, which
fall hardest on those with the least ability to pay. Repealing or relaxing such limits can help rebalance
state property taxes, especially during the COVID-19 pandemic when people with high-paying jobs
and stock market investments have fared better than those with much less. While many property tax
limits are written into state constitutions and thus generally require more effort to repeal, some have
been enacted by state legislatures directly and are more ripe for change.

Improving Taxation of Capital Gains

The unequal recovery — marked by a rebounding stock market and continued high
unemployment especially for workers of color and those with low incomes — reinforces barriers
that make it harder for many to make gains. One way states can build more broadly shared
prosperity is by strengthening their taxes on realized capital gains: the profits generated when selling
an asset such as shares of stock, mutual funds, real estate, or artwork that has grown in value. States
can then invest the tax’s proceeds in education, health care, and other building blocks of broadly
shared prosperity.

While the value of an asset can increase in many or all of the years that it is owned, states and the
federal government tax capital gains only when the asset is sold and the gain is “realized.” For
example, consider a taxpayer who bought 100 shares of stock for $10 each (total cost of $1,000) and
sold them for $15 each (total value of $1,500). The increase in value of $500 is the amount of capital
gains income that the taxpayer realizes.

If the sale occurs within a year of the purchase, the gains are considered short-term capital gains
for tax purposes; if more than a year after purchase, they are considered long-term gains. The vast
majority of capital gains realized each year are long-term capital gains. Under current state and
federal law, these capital gains are reported and taxed as income in the year that they are realized.

The federal government taxes income generated by wealth, such as most realized capital gains, at
lower rates than wages and salaries from work. The highest-income taxpayers pay 40.8 percent on
income from work but only 23.8 percent on long-term capital gains and stock dividends.*

4 Katherine Gregg, “Raimondo’s second-home tax targets properties worth more than $1M + Poll,” Providence Journal,
updated March 18, 2015, https://www.providencejournal.com/article/20150317/NEWS/150319308.

# The proposal applicable to New York City, S44B, would impose an additional tax on certain non-primary residence
class one and class two properties, https://www.nysenate.gov/legislation/bills /2019/s44.

4 The 23.8 percent figure includes the top tax rate on capital gains plus the 3.8 percent tax on investment income for
high-income taxpayers, which helps fund the Affordable Care Act’s health coverage expansions. The 40.8 percent rate
on work includes the 37 percent top rate on ordinary income plus the 3.8 percent tax on investment income for high-
income taxpayers. These rates apply to taxable income after accounting for deductions and before applying tax credits.
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Fortunately, unlike the federal government, most states tax income from investments and income
from work at the same rate. However, nine states — Arizona, Arkansas, Hawai’i, Montana, New
Mexico, North Dakota, South Carolina, Vermont, and Wisconsin — do provide tax breaks for all
long-term capital gains.” Typically, these states allow taxpayers to exclude a portion of their capital
gains income from their taxable income or provide a credit equal to a percentage of the taxpayer’s
capital gains.”’

In addition, a dozen states provide tax breaks for capital gains on investments in in-state
businesses.” A few states have preferences targeted to investments in specific industries like
technology businesses in Virginia and the farming industry in lowa and Wisconsin.*

Capital gains are generated by wealth and are therefore highly concentrated: about 80 percent of
capital gains income goes to the wealthiest 5 percent of taxpayers, and 69 percent goes to the top 1
percent.”’ (See Figure 7.) As noted, white families are three times likelier than families of color to be
in the top 1 percent.”’

4 Marco Guzman, “State Taxation of Capital Gains: The Folly of Tax Cuts & Case for Proactive Returns,” Institute on
Taxation and Economic Policy, September 25, 2020, https://itep.org/state-taxation-of-capital-gains-the-folly-of-tax-
cuts-case-for-proactive-reforms/.

47 . " . . . .
Unlike the other states, Hawai'i has an alternative tax rate schedule for long-term capital gains with lower rates than
for other income.

* These states are Connecticut, Idaho, Kansas, Kentucky, Louisiana, Maine, Maryland, Mississippi, Nebraska, New
Jersey, North Carolina, and Oklahoma.

4 The legality of limiting capital gains tax reductions to in-state investments has been questioned, as it may violate the
U.S. Constitution’s interstate commerce clause.

50 Tax Policy Center, “I'18-0231 - Distribution of Long-Term Capital Gains and Qualified Dividends by Cash Income
Percentile, 2018,” November 16, 2018, https://www.taxpolicycenter.org/model-estimates/distribution-individual-

income-tax-long-term-capital-gains-and-qualified-30.

51 “[W]hile 1.2 percent of White families earn enough to place them among the top 1 percent of earners, just 0.4 percent
of Latino and Black families are members of this group.” Meg Wiche ¢ a/.,, “Race, Wealth, and Taxes,” Institute on
Taxation and Economic Policy and Prosperity Now, https://prosperitynow.org/sites/default/files/resources /ITEP-
Prosperity Now-Race Wealth and Taxes-FULLY20REPORT-FINAL 5.pdf.
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Capital Gains Go Overwhelmingly to
Wealthy Families
Share of total capital gains, 2018

Top 1percent

69%

80-99th percentile
22%

60-80th percentile
5%

Lowest 60 percent
4%

Note: Capital gains are the gains on the value of assets such as stocks and real estate.
Source: Urban-Brookings Tax Policy Center, T18-0231

Historically there has been no relationship between federal capital gains taxation and economic
growth.” In addition, it is highly unlikely that a state capital gains tax break would drive economic
investment in the state. The largest category of capital assets is shares of stock, and the companies in
which shareholders have a stake could be located in any state or in other countries.

Options for State Taxation of Capital Gains

The following proposals for changing state taxation of capital gains could apply to just long-term
capital gains or to both long- and short-term gains.”

Eliminate Existing Tax Breaks for Capital Gains

States that provide tax preferences for capital gains income should eliminate this special treatment.
Taxing all capital gains at the same rate as ordinary income would mitigate rising wealth
concentration and could raise significant revenues. For example, eliminating capital gains
preferences in the nine states that provide tax breaks for all long-term capital gains would have

52 Chuck Marr and Chye-Ching Huang, “Raising Today’s Low Capital Gains Tax Rates Could Promote Economic
Efficiency and Fairness While Helping Reduce Deficits,” CBPP, September 19, 2012,
https://www.cbpp.org/research/raising-todays-low-capital-gains-tax-rates-could-promote-economic-efficiency-and-

fairness.

53 On average over 90 percent of capital gains realized each year are due to the sale of assets held for more than a year
(long-term gains.) See, for example, IRS Statistics of Income, https://www.irs.gov/statistics /soi-tax-stats-sales-of-

capital-assets-reported-on-individual-tax-returns.
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raised more than $740 million in 2019, the Institute on Taxation and Economic Policy estimates.”
Rhode Island’s action in 2010 to eliminate its lower capital gains rates is bringing in over $50 million
in additional revenue each year.”

Other steps that states have taken include New Mexico’s recent reduction of its capital gains
preference. The state now taxes 50 percent of realized capital gains compared to the 40 percent
previously taxed.

Similarly, in 2010, Wisconsin increased the share of long-term capital gains from non-farm assets
that are taxed, from 40 percent to 70 percent. Rhode Island and Wisconsin both scaled back their
capital gains tax preferences as part of revenue-raising measures they adopted in the wake of the
Great Recession.

Deconple From Federal Capital Gains Tax Breaks for Investments in Opportunity Zones

The 2017 federal tax law provides special capital gains tax breaks for investments in low-income
areas designated as “Opportunity Zones.” These Opportunity Zone tax preferences have proven to
be subject to abuse, however, and some relatively affluent areas have been able to qualify as
Opportunity Zones. States should consider “decoupling” from these tax breaks, rather than
providing similar tax breaks at the state level on top of the federal ones. Decoupling could save
states $500 million a year in tax revenue.

The federal Opportunity Zone provisions let investors defer taxes they would otherwise owe on
capital gains by “rolling” the capital gains into investment funds — known as Opportunity Zone, or
OZ, funds — that then are invested in Opportunity Zone areas.”® If investors maintain their
investments in these OZ funds for a certain number of years, they qualify for additional tax breaks,
including a permanent tax exemption on all capital gains they realize through 2047 on their
Opportunity Zone investments.

Investors in states where the state income tax code uses the federal definition of income receive
this tax break awutomatically on their state income taxes as well. This reduces state tax revenue —
unless a state acts to decouple from the federal tax break. We recommend that states in which this
tax break now applies as a result of the state tax code’s linkage to the federal tax code take action to
decouple from this tax break.

Impose a Pandemic Surcharge or Raise the Capital Gains Rate Permanently

States considering raising their tax rate on capital gains income can do so either as a temporary
pandemic surcharge or as a permanent tax-rate increase. States also can consider levying a somewhat
higher tax rate on capital gains than on wages and salaries. Doing so could reverse a modest portion

>4 Calculation by the Institute on Taxation and Economic Policy, November 2020.
55 Institute on Taxation and Economic Policy estimate, November 2018.

56 Samantha Jacoby, “Potential Flaws of Opportunity Zones Loom, as Do Risks of Large-Scale Tax Avoidance,” CBPP,
January 11, 2019 2019, https://www.cbpp.org/research/federal-tax/potential-flaws-of-opportunity-zones-loom-as-do-
risks-of-large-scale-tax; Michael Mazerov, “States Should Decouple Their Income Taxes from Federal ‘Opportunity
Zone’ Tax Breaks ASAP,” Center on Budget and Policy Priorities, April 29, 2019, https://www.cbpp.org/blog/states-
should-decouple-their-income-taxes-from-federal-opportunity-zone-tax-breaks-asap.

19



of the federal government’s large and unproductive tax break for long-term capital gains while still
resulting in a total capital gains tax rate — state and federal combined — that is below the combined
federal and state tax rate on ordinary income.”” States that have adopted or may be considering some
variant of this approach include:

e Massachusetts, which taxes short-term capital gains at 12 percent, more than double the 5
percent rate on ordinary income.

e Maryland and Connecticut, where legislators seriously considered surtaxes on capital gains
last year. Maryland’s House Ways and Means Committee considered a 1 percent surtax on
capital gains income, with the resulting revenues to be used to boost state support for K-12
education. The Connecticut legislature’s Progressive Caucus agenda included a plan to shift
some of the responsibility for taxes in the state from low- and middle-income taxpayers to
wealthy households by raising tax rates on both capital gains and very high salaries and
wages to finance a new child tax credit and an expanded earned income tax credit. Neither
of these efforts were ultimately successful.”®

Finally, states with no broad-based income tax can still tax capital gains income. Currently, only
one state without an income tax (New Hampshire) taxes capital gains. The remaining non-income-
tax states could levy a tax on just this type of income, as Washington State recently considered.”” The
proposed capital gains tax there would have been paid almost entirely by the wealthiest 1.2 percent
of households in the state.”’

Taxes on Inherited Wealth

The lion’s share of wealth in America has long been in the hands of very few. The top 1 percent
of households own almost 40 percent of the country’s wealth. The net worth of the wealthiest 10
percent alone is four times that of the other 90 percent.”’ The pandemic has worsened this unequal
concentration of wealth. While many low- and moderate-income families have watched their savings
evaporate as jobs disappear, the value of many stock portfolios and expensive homes of the wealthy
have continued to grow.

The way that states and the federal government tax inherited wealth contributes to this wealth
inequality. Many states have no estate or inheritance tax, and the federal government taxes only the
inheritances of the very wealthy, with the first $11.6 million of an estate for an individual —

57 Marr and Huang,

58 Income Tax Rates - Capital Gains Income, HB0222,

; Keith M. Phaneuf, “Progressive

Dems renew push for tax reform, legahzed cannabls ”CT Mﬂmr February 18, 2020,

school funding,” Sealt/e szex, February 20, 2018, https:
house-democrats-propose-capital-gains-tax-and-ignore-su reme—court—on—k—l2—school—fund1n

% Andy Nicholas, “Capital gains tax would almost exclusively be paid by millionaires, billionaires,” Washington State
Budget & Policy Centet, February 15, 2019, https://budgetandpolicy.org/schmudget/ capital-gains-tax-would-almost-
exclusively-be-paid-by-millionaires-billionaires /.

61 Chad Stone 7 al., “A Guide to Statistics on Historical Trends in Income Inequality,” CBPP, updated January 13, 2020,
https://www.cbpp.org/research/poverty-and-inequality/a-guide-to-statistics-on-historical-trends-in-income-inequality.
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effectively $23.2 million for a couple — being entirely exempt from the estate tax in 2020.* (These
thresholds are adjusted annually for inflation.)

Low or no taxes on inheritances make it easier for wealthy families to pass on wealth, contributing
to growing concentrations of wealth and reducing the revenues available for investment in schools,
transportation, and health care, which in turn creates barriers to economic opportunity for people in
families with low or no savings.

Ways that states can begin to reverse this trend include the following:

e States with an estate tax can raise their rates or lower the threshold at which the taxes apply.
e States without such a tax can enact a new tax on inherited wealth.

e States also can eliminate “stepped-up basis” for taxing inherited assets. Under current state
and federal law, people who inherit assets such as stocks, bonds, or real estate pay no taxes
on any appreciation of those assets that occurred before they inherited them. (Technically,
the value of those assets is “stepped up” from the original purchase price to their value on
the date of the estate owner’s death.)

An estate tax is a tax on property (cash, real estate, stock, and other assets) transferred from
deceased persons to their heirs. A state applies a tax rate to the value of an estate that exceeds a
certain threshold; both the rate and the exemption threshold differ by state. A typical state with an
estate tax exempts $2 to $5 million per estate” and applies rates ranging from 1 percent to 16
percent to the value of property left to any heirs except a spouse. On average, fewer than 3 percent
of estates — very large ones owned by the wealthiest individuals — owe state estate taxes.

Some states levy an inheritance tax rather than an estate tax. It is levied on the recipients of the
estate (the heirs) instead of the deceased person’s estate.

Consider an unmarried woman who owns a house, stocks, cash, and other assets worth $30
million and leaves those assets to her three children in equal shares upon her death. In a state with
an estate tax, the tax is based on the value of the estate and is subtracted from the estate before the
estate’s distribution to the heirs. In a state with an inheritance tax, the children each receive their $10
million bequest and then owe inheritance tax on that bequest.

As of October 2020, only 17 states and the District of Columbia levy either an estate or an
inheritance tax. (See Figure 8.) These taxes generate about $4.5 billion per year. If all states levied an
estate tax, they could generate an additional $3.5 to $11 billion, depending on the exemptions and
the tax rates.”

62 1ily L. Batchelder, “The ‘silver spoon’ tax: how to strengthen wealth transfer taxation,” Washington Center for
Equitable Growth, October 31, 2016, https://equitablegrowth.otg/silver-spoon-tax/.

63 The American College of Trust and Estate Counsel, “State Death Tax Chart,” revised October 13, 2020,
https://www.actec.org/resources/state-death-tax-chart/.

64 Elizabeth McNichol, “State Taxes on Inherited Wealth,” September 18, 2019, CBPP,
https://www.cbpp.org/research/state-budget-and-tax/state-taxes-on-inherited-wealth; see Table 2 for estimates of the
amount of revenue an estate tax could raise.
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States that lack an estate or inheritance tax could enact new taxes on inherited wealth by adopting
a state estate or inheritance tax. (Until 2001, every state levied some form of estate tax.) Hawai’i and
Delaware reinstated estate taxes in the wake of the Great Recession, although Delaware has since
repealed it.

Only 17 States Plus the District of Columbia Tax
Inherited Wealth

— [ Notax [ Has anestate/inheritance tax
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States that have an estate tax could secure more revenue by raising their tax rates or lowering the
thresholds at which the estate taxes began to apply. For example:

e Hawat’i strengthened its estate tax in 2019 by adding a higher rate for the largest estates.

e Under the 2017 federal tax law, the federal estate tax exemption threshold was increased
and now stands at $11.6 million for individuals and $23.2 million for married couples. The
District of Columbia, Maryland, Maine, and New York have since delinked their thresholds
from the federal one, making Connecticut the only state still linked to the federal threshold.
(Its estate tax threshold is scheduled to increase to the federal threshold in steps over the
next few years.)

Eliminating “Stepped-up Basis”

Under current state and federal law, people who inherit assets such as stocks, bonds, or real estate
pay no taxes on any appreciation of those assets that occurred before they inherited them.
(Technically, the value of those assets is “stepped up” from the original purchase price to their value
on the date of inheritance.) As a result, a large share of capital gains is never taxed.
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Consider a taxpayer who bought 100 shares of stock for $10 each and held them until her death,
when their value had risen to $50 per share. She left them to her daughter, who sold them a number
of years later, after their value had risen to $55 per share. Under current law, the daughter’s taxable
capital gains would reflect the $5-per-share increase that occurred while she owned the stock, not
the $45-per-share increase that occurred since her mother bought it.

State estate taxes used to help compensate for
stepped-up basis by taxing assets at the time
they were inherited. But most states no longer
have an estate tax, and the tax thresholds in
states that do have the tax are generally so high
that very few estates actually owe it.%

Stepped-up basis primarily benefits the
wealthiest families because they have the most
unrealized capital gains. Also, they can afford to
hold on to their assets until they die and pass
them on to their heirs rather than use them to
pay expenses in retirement. Families of color
have lower savings than white families and are
less likely to have pension income. They
consequently are less likely than white families
to benefit from this generous tax break. Some
two-thirds of Black and Latinx working-age
households own no assets in a retirement
account, compared to 37 percent of white
households.*

Eliminating stepped-up basis would result in
taxation of an asset’s full increase in value from
the time of its purchase to the time it is sold.
This would have a very progressive impact: fully
99 percent of the revenue from eliminating
stepped-up basis would come from the top 1

FIGURE 9

Eliminating Stepped-Up Basis
Would Raise Taxes on Very
Wealthy Households

Percent of revenue raised, by income group

80%

1%
Bottom 99-99.9th Top
99 percent percentile 0.1 percent

of households of households of households

Note: Stepped-up basis is the adjustment of the value of an
appreciated asset (such as stocks or real estate) for tax
purposes upon inheritance, so that the heirs pay no taxes on
any appreciation of those assets that occurred before they
inherited them.

Source: U.S. Department of Treasury, 2015 estimate
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percent of filers, and 80 percent would come from the top 0.1 percent, according to the Treasury

Department.®” (See Figure 9.)
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