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Abstract

Proponents of estate, inheritance, and gift (EIG) taxes claim that the taxes prevent 

wealth from becoming concentrated in the hands of “generational dynasties” and so help 

to promote economic equality. This paper presents evidence that EIG taxes can have the 

reverse effect – encouraging the concentration of wealth – via a greater propensity for 

small (versus large) businesses to be liquidated for the purpose of paying the EIG tax. 

This study examines business census data for 50 states over the period 1988 through 

2006. Applying generalized method of moments estimation in a panel data framework, 

the study finds a significant negative relationship between EIG taxes and the number of 

small firms. The relationship steadily declines as firm size increases such that the 

relationship becomes positive for the largest firms.



Introduction

Proponents of estate, inheritance, and gift (EIG) taxes claim that the taxes prevent 

wealth from becoming concentrated in the hands of “generational dynasties” and so help 

to promote economic equality. This paper presents evidence that EIG taxes can have the 

reverse effect – encouraging the concentration of wealth – via a greater propensity for 

small (versus large) businesses to be liquidated for the purpose of paying the EIG tax.

The average household income for Americans who owned and managed a single 

small business was $93,140 versus $53,157 for the population as a whole.1 Adjusting for 

the average annual growth rate in wages, we can expect the average small business owner 

to be earning a household income of $152,000 in 2011, when the current EIG tax cuts are 

set to expire. Suppose that the entirety of the $152,000 represents a return on the small 

business’ net assets. At a 10% return on net assets, the small business would have to have 

$1.5 million in net assets to generate an annual income of $152,000 for the owners. In 

2011, the EIG exclusion reverts to $1 million, so an heir who inherits this average small 

business will end up owing more than $200,000 in taxes.2 If the small business were less 

profitable such that the return on assets was 5% instead of 10%, the business would 

require $3 million in net assets to generate the $152,000 a year in income to the owner. 

An heir who inherits this small business will owe $890,000 in EIG taxes – almost 6 times 

the annual income that the firm generates for the owner!

1 When one considers that the small business owner also incurs more financial risk than the non-business 
owner, the difference in incomes becomes even less compelling. Cf., Haynes and Ou (2006).

2 The net estate (value of the estate less the exclusion) is $500,000. The heir would owe an average of 42% 
on the $500,000, or $210,000.



In short, even a moderate income generated by an average small business likely 

requires enough net assets to trigger EIG taxes. Somers (1958) was one of the first to 

identify the asymmetric “liquidity effect” of estate taxes. An heir who inherits a small 

business may be forced to disband the business and sell off the assets in order to raise 

enough money to pay the EIG taxes. In contrast, when an heir inherits stock in a large 

corporation and sells some of the stock to pay the EIG taxes, the corporation is not 

disbanded. Hence, a reasonable hypothesis is that EIG taxes should have a 

disproportionately negative impact on the number of small versus large firms. In this 

article, I examine data on EIG taxes and the numbers of small and large firms in each of 

the 50 states across time in an attempt to address this issue.

Holtz-Eiken, Joulfaian, and Rosen (1994), while not focusing on the impact of the 

estate tax, do find evidence consistent with the existence of a liquidity effect. They 

examine entrepreneurs who receive inheritences and find a significant positive 

relationship between the size of the inheritance and the probability of the entrepreneur’s 

business surviving. Poterba (1997) similarly finds that the estate tax can be viewed as a 

tax on capital income thereby reducing the effective rate of return on small business

investment. Brunetti (2006) uses San Francisco probate records (over the period 1980 to 

1982) in an attempt to estimate the effect of the estate tax on the sale of family 

businesses. He finds a strong positive relationship between the estate tax and business 

sales, but does not find that the business sales are due to a liquidity effect. Brunetti also 

notes that, “as a result of the relatively small difference in tax reduction between the 

treatment and control groups, the effective tax treatment is small.”3 This, combined with 

the extremely limited scope of his data set, suggests that Brunetti’s non-significant 

3 Brunetti (2006), p. 1992.



liquidity effect may show to be significant in a larger data set. Related evidence is 

tangentially consistent with the hypothesis of a liquidity effect. Holtz-Eakin, Phillips, and 

Rosen (2001) find that business owners purchase more life insurance than non-business 

owners in the presence of the estate tax. This is consistent with an attempt to provide 

heirs with the means of meeting the estate tax liability.

Data and Methodology

I use seven measures to capture general revenue and cost expectations: consumer 

inflation, population size, real gross state product (RGSP), tax structure, average wage 

rate, unemployment, and interest rates. Flannery and Protopapadakis (2002) explore the 

impact of macroeconomic factors on aggregate stock returns and find that announcements 

on inflation, trade, employment, and housing starts are correlated with stock returns. 

Rose, Andrews, and Giroux (1982) explore the use of macroeconomic factors in 

predicting business failures and find the Dow-Jones Industrials Average (DJIA), 

unemployment rate, after-tax corporate profits, interest rate, savings, gross private 

domestic investment, change in business investment, output per hour, and retail sales to 

be significant in predicting business failures. Factors common to these two studies are 

employment and inflation. Both studies also employ measures of economic activity, 

though they use different measures.

In this study, I also include factors representing employment, inflation, and 

economic activity. Because my focus is the number of businesses as opposed to business 

failures or stock returns, the remainder of my factors differ from those in above studies. 

Where Flannery and Protopapadakis use housing starts, I use the related measure of 

population growth. Where Rose, Andrews, and Giroux use output per hour, I use growth 



in real wages; and where they use retail sales, savings, and investment, I use growth in 

gross state product.

To focus on the impact of EIG taxes as separate from the impact of other taxes, I 

break out the overall tax structure into the following six categories: 

 EIG taxes,

 corporate income taxes, 

 personal income taxes, 

 property taxes, 

 licensing fees, and 

 sales and other taxes.4

Measuring the Size of EIG Taxes and the Size of Businesses

I measure the size of EIG taxes as the per-decedent EIG tax revenue. Because 

some decedents are not business owners, tax revenue per deceased business owner is the 

ideal measure. Unfortunately, this data is not available. However, as long as changes in 

EIG taxes do not cause business owners to die at a different rate than non-business 

owners (a reasonable assumption), the per-decedent measure is a good proxy for the ideal 

measure.

The U.S. Small Business Administration (SBA) conducts an annual census in 

which it counts firms and categorizes them according to number of employees. Because 

firms must accurately account for the number of their employees in order to pay payroll 

4 States do not generally report gift tax revenues separately from those of estate and inheritance taxes. As 
the purpose of the gift tax is to plug a loophole in the estate tax wherein the older generation would gift 
rather than bequest an estate, it is appropriate to include gift tax revenues with estate and inheritance tax 
revenues.



taxes, this measure tends to be more reliable across firm sizes than, for example assets. 

Furthermore, on average, the more employees a firm has, the more assets and sales it has 

as well. For these reasons, I will take the number of employees as a proxy for the size of 

the firm.

The SBA classifies firms into seven categories: 0 employees, 1–4 employees, 5–9 

employees, 10–19 employees, 20–99 employees, 100–499 employees, and 500 or more 

employees.5 Because firms with zero employees are not reported separately until later in 

the data set, I combine them with 1–4 employee firms to report 0–4 employee firms. As 

the goal is to compare small firms to large firms, I will exclude firms with 20–99 

employees as this category both combines what can be considered “smaller” firms (i.e., 

20 employees) with what would typically consider “larger” firms (i.e., 99 employees). 

The classifications of firm sizes used in this chapter are given in Table 1.6

[Insert Table 1]

Average annual growth rates in the size categories over the period included in my 

analysis are shown in Figure 1.

[Insert Figure 1]

5 “Firm Size Data,” Statistics of U.S. Business and Nonemployer Statistics, Office of Advocacy, United 
States Small Business Association. For further information, see www.sba.gov/advo/research/data.html. 
6 The SBA designates firm sizes shown in the second column of the table. The corresponding names shown 
in the first column of the table are the author’s.

er information, see www.sba.gov/advo/research/data.html. 


Data on taxation comes from the U.S. Bureau of the Census.7 The annual data 

include each state for the period 1988 through 2006. After accounting for missing 

observations and converting the data to growth rates, there is a total of 442 observations 

in the data set. Using these data, I compare changes in EIG taxes to changes in the 

number of small firms across time and states.

What is the Impact of the EIG Tax on Small Firms?

Accounting for the correct timing of the data is crucial. For example, if changes in 

the EIG taxes cause changes in the numbers of firms, then one would expect changes in 

the number of firms in a given year to be correlated with changes in taxes in the given 

year and previous years, but not correlated with changes in taxes in subsequent years. 

Almost all state government fiscal years end on June 30, meaning that tax receipts 

reported in a given year were received between July of the previous year and June of the 

current year.8 EIG taxes are due nine months after the date of death. Assuming that heirs 

will wait as long as possible to pay the tax, then state EIG taxes received, for example, in 

fiscal year 2007 (i.e., between July 2006 and June 2007) accrue from deaths that occurred 

between October 2005 and September 2006 (see Figure 2).9

Each year, the SBA conducts a census of the firms in each state and includes in a 

given year’s count all those firms that existed in March of that year. Given the lags 

involved with paying the EIG taxes and then accounting for the payments, it is possible 

that some of the business closures resulting from EIG tax bills will be recorded as 

7 “Federal, State, and Local Governments: State Government Tax Collections,” Governments Bureau, U.S. 
Census Bureau. See also, www.census.gov/govs/www/statetax.html.
8 There are four exceptions: New York (March 31), Alabama (September 30), Michigan (September 30), 
and Texas (August 31).
9 The corresponding intervals for the four exceptions are: July 2005 to June 2006 (New York), January 
2006 to December 2006 (Alabama and Michigan), and December 2005 to November 2006 (Texas).

Census Bureau. See also, www.census.gov/govs/www/statetax.html.


occurring in the same fiscal year in which the tax is collected, while some will be 

recorded as having occurred in the year after the collection of the tax. For example, 

according to Figure 2, business closures occurring from March 2006 through August 

2006 will register in the 2007 census (i.e., closures occur after the 2006 census but before 

the 2007 census), and the proceeds from those closures will be recorded as tax receipts 

for fiscal year 2007. But, proceeds from business closures occurring from October 2005 

through March 2006 (which also are recorded as tax receipts for fiscal year 2007) appear 

in the 2006 census. It is reasonable to assume that business closures will be clustered at 

the end of the nine-month interval for two reasons: (1) the fact that the business exists at 

all usually implies that it is profitable; if the business must be liquidated to pay EIG 

taxes, the heirs will likely want to wait as long as possible so as to maximize the profits 

generated prior to liquidation; (2) the estate tax law allows for deferment of payment for 

up to 10 years provided that the firm maintains operations. As I use annual data showing 

tax revenues in the year of receipt and to account for differences in timing of the census 

and the close of fiscal years, I will compare firm sizes in a given year to EIG taxes in the 

current and several of the previous years.

[Insert Figure 2]

Let us begin by examining the growth rate in the number of lower small firms 

over time. Figure 3 shows the average growth rate across states for the period 1989 

through 2004, the last year for which data are currently available. Because the data are 

averaged across states, changes in the number of firms in less populous states are given 

equal weight to changes in the number of firms in more populous states. Because less 

populous states also tend to have fewer firms, the data do not reflect the nationwide 



average change in the number of firms. This is, however, the correct treatment for our

purposes. Because our focus is the impact of EIG tax law (which varies by state), it is 

desirable to give equal weight to each state. The average annual growth rate in the 

number of lower small firms over time and across states (the red line in Figure 3) is 1.2 

percent. At this rate, the number of lower small firms doubles approximately every 60 

years. The data show that the growth rate in the number of lower small firms exceeded 

the average over the period 1992 through 1997 (the first six years of the Clinton 

administration), declined to a negative rate around the time of the dot-com crash, and 

then picked up again with the economic expansion that started in the fourth quarter of 

2001. At peak growth (1993), the number of lower small firms grew at an annual rate of 

2.8 percent. Were this peak rate sustained, the number of lower small firms would double 

every 25 years. One could argue that the high rate of growth in the number of firms over 

the period 1992 through 1997 had nothing to do with EIG taxes, but was due to the solid 

economic expansion that was going on at the time. By including the growth in gross state 

products (GSP) in the analysis, we filter out the impact of the economic expansion, and 

measure the relationship between the EIG taxes and the number of firms after accounting 

for the impact of economic expansion on the number of small firms.10

[Insert Figure 3]

Figure 4 depicts the data across states rather than across time. For the period 1989 

through 2004, Nevada experienced the largest growth in the number of small firms (4.4 

10 By using GSP rather than GDP as the measure of economic activity, I account not merely for economic 
activity, but also for differences in economic activities across states.



percent) and Connecticut experienced the smallest (-0.4 percent). Again, one might argue 

that the difference has nothing to do with differences in EIG taxes, but rather differences 

in the income tax. Connecticut imposes a 5 percent tax on income over $10,000 while 

Nevada has no income tax. By including income tax rates in the regressions equation, we

separate the impact of the income tax on the number of firms from the impact of the EIG 

taxes on the number of firms.11

[Insert Figure 4]

The average state EIG tax per decedent rose an average of 8.4 percent annually 

from 1992 until the institution of the Economic Growth and Tax Relief Reconciliation 

Act of 2001 (EGTRRA) (Figure 5). From 2001 through 2004, principally due to increases 

in the exclusion credit, EIG tax revenues per decedent have been falling by 11 percent 

annually.

[Insert Figure 5]

The average EIG tax across the 50 states is $2,300 (Figure 6). Connecticut has the 

highest EIG tax per decedent ($7,100), followed by New Jersey, Pennsylvania, and New 

York (each at approximately $5,200). Mississippi has the lowest ($660), followed by 

Alaska ($700), and West Virginia ($720). Differences in costs of living across states 

account for a small amount of the difference. For example, Connecticut’s EIG tax per 

11 As with economic activity, we account not merely for the impact of taxes, but for differences in taxes 
across states.



decedent is 1,075 percent higher than Mississippi’s, but Connecticut’s cost of living 

index is only 32 percent higher.12

[Insert Figure 6]

I estimate (1.1) via the generalized method of moments (GMM). Definitions of 

the variables are below. All variables are stationary in their indicated forms.
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The data exhibit heteroskedasticity across both the time and cross-sectional dimensions. 

The feasible-GMM procedure corrects the standard errors for the heteroskedasticity 

where, given the regressors X and error covariance matrix Ω, we have:

12 “ACCRA Cost of Living Index,” The Council for Community and Economic Research, Arlington, VA. 
See also, www.accra.org.

See also, www.accra.org.


   
11ˆestimated var ' ' 'GMM
   X X X ΩX X X

The results below are for a series of feasible-GMM estimations of finite distributed lag 

cross-section fixed-effects panel models. The exogenous regressors are identical across 

all five regressions. Results are based on an unbalanced panel of 346 observations taken 

from 50 states. Adjusting for lags and the calculations of differences and growth rates, the 

dates included are 1998 through 2004. The model does not include time dummies as they 

are indistinguishable from inflation and the results of federal estate tax policy. One can 

estimate a model that includes time dummies and excludes inflation. However, the time 

dummies absorb the impact of changes in federal estate tax policy. Restricting the data 

set to pre-2002 (i.e., before EGTRAA) introduces additional problems as the time 

dimension is shrunk to only three years.

[Insert Table 2]

After accounting for the impacts of other taxes, economic activity, inflation, wage 

rate, and size of the population, I find that a doubling of the tax per decedent is associated 

with a 4.4 percentage-point reduction in the growth rate of the number of lower small 

firms. The impact does not occur immediately, but is (on average) spread out over a six-

year period. Table 2 shows the pertinent results from the regression analysis. For 

example, these figures indicate that doubling the per decedent EIG tax today will slow 

the growth in the number of lower small firms by 0.5 percent this year, 1 percent next 

year, 0.8 percent the year after, and so forth. By the end of year 5, the growth in the 

number of lower small firms’ employees will have been reduced by a total of 4.4 



percentage points.

[Insert Table 3]

While a 4.4 percentage-point decline in growth over five years may not appear large, 

compare this to the average historical growth in the number of lower small firms. From 

1988 through 2006, the number of firms with 0–4 employees grew 7.3 percent over an 

average five-year period. To cut that growth by 4 percentage points is to reduce it by 

more than half.

Figure 7 illustrates the regression results from Table 2 by showing a hypothetical 

state with 100,000 lower small firms in year 0. With no alteration in the EIG tax, we 

would expect the number of lower small firms to grow at the national average of 1.2 

percent annually (the blue line in Figure 7). By year 6, we would expect the number to 

have increased by 7,300 to 107,300. Now, suppose that in year 1, the EIG tax per 

decedent is doubled. According to the results in Table 2, this tax increase will slow the 

growth of lower small firms in years 1 through 5 so that by year 6 there will be less than 

103,000 of these firms. Because of the increase in the tax, more than 4,000 lower small 

firms would be lost. 

[Insert Figure 7]

A possible counter-argument is that there will be an asymmetry in the firms that 

are lost. Firms that are more profitable are less likely to be disbanded by the heirs 



because this would shut off the flow of large profits. Because less profitable firms 

generate less tax revenue, the firms that are disbanded would have been contributing a 

lesser amount to the state’s future tax revenues anyway. The counter-counter-argument, 

however, is that firms that are more profitable are more likely to be disbanded because 

they are worth more and so incur a greater tax liability for the heirs. Because more 

profitable firms generate more tax revenue, the firms that are disbanded would have been 

contributing a greater amount to the state’s future tax revenues. The resolution of this 

question requires more detailed data than is analyzed in this chapter. What is likely is that 

there is some truth to both arguments and so the reality is somewhere in the middle—

perhaps not far from the average case presented Figure 7.

Another counter-argument is that, as the small business owner is integral to the 

firm’s operations, we would expect smaller firms to be disbanded more often than larger 

firms upon the owner’s death simply because the smaller firm is less able to continue 

operations without the owner, or because the heirs do not want the responsibility of 

running the business. The counter-counter-argument to this is that, were this true, we 

would not expect EIG taxes to have an impact on the numbers of smaller firms. The fact 

that the growth in the numbers of smaller firms is suppressed as the EIG taxes rise 

indicates that—independent of losing the managerial talents of the owner—increases in 

EIG taxes negatively influence the numbers of smaller firms.

Does the Impact of the EIG Tax Change as the Size of the Firm Changes?

A reasonable cross-check of the results is found by looking at the impact of EIG 

taxes on firms of varying size. My argument is that the EIG tax adversely affects small 

firms. If this is so, I should observe not simply a decline in the number of small firms as 



the EIG rises, but less decline as the size of firms increases. Table 2 shows a comparison 

of regression results from analyses of lower small firms and middle small firms.13

Figure 8 uses the results shown in Table 2 to illustrate the impact of doubling the 

EIG tax on middle small firms. As predicted, a doubling of the EIG tax does result in a 

decline in the growth of middle small firms, but the decline (2.9 percentage points) is less 

than the decline in the growth of lower small firms (4.4 percentage points).

[Insert Figure 8]

According to the figures in Table 2, while the doubling of the EIG tax decreased 

5-year growth by 4.4 percentage points for the lower small firms and 2.9 percentage 

points for the middle small firms, the same tax increase reduced the growth in upper 

small firms by only 1.7 percentage points (see Figure 9). One can now make two 

statements and be relatively confident that they will stand up to scrutiny:

1. An increase in the growth rate of the EIG tax decreases the growth rate in the 

number of small firms.

2. The smaller the firms, the greater the negative impact of an increase in the EIG 

tax.

[Insert Figure 9]

13 Results reported as zero are statistically insignificant. The remaining results are each significant at the 1 
percent level. See the appendix for complete results.



In 2004, the average EIG tax revenue (per state) was $114 million. According to 

my results, doubling a state’s EIG tax would (assuming all other things hold constant) 

increase the state’s tax revenue by $114 million at a cost of losing more than 4,400 lower 

small firms, 2,900 middle small firms, and 1,600 upper small firms over five years. This 

means that, on average, the state would gain $12,700 in revenue in exchange for each 

small firm that was disbanded. The $12,700 is a one-time tax receipt. Meanwhile, the 

firms, had they not been disbanded, would have generated profits tax and sales tax 

revenues over the course of operating, while wages the firms paid to workers would have 

generated income tax revenue. Indications are that it is possible that states actually lose 

tax revenue by increasing EIG taxes.

What is the Impact of the EIG Tax on Large Firms?

We have seen that the more employees a small firm has, the less detrimental is an 

increase in the EIG tax. I can perform one more check on the data. If my hypothesis is 

correct, one might expect to see no impact on larger firms. But, consider what happens to 

the customers of the small firms that have been disbanded. The customers can do one of 

two things: (1) they can buy from other small firms that still exist, or (2) they can buy 

from large firms. Customers who move to other small firms cause an increase in business 

for those firms and so those firms may become larger. Customers who move to large 

firms help to keep the large firms in operation while removing their business from small 

firms. In both cases, larger firms are favored over smaller firms. Following this argument, 

we should not be surprised to find that the EIG tax not only has no effect on large firms, 

but even has a positive effect on them. 



Figure 12 shows a comparison of the impacts of EIG taxes on three categories of 

small firms, along with the impacts on lower large firms (100 to 499 employees) and 

upper large firms (500+ employees). As predicted, there is no impact at all on the number 

of lower large firms (Figure 10). The impact on the upper large firms further corroborates 

my hypothesis. The results indicate not only that changes in the EIG tax affect the growth 

of upper large firms, but that the impact is positive. An increase in the growth rate of the 

EIG tax increases the growth rate in the number of upper large firms. Figure 11 illustrates 

the impact of doubling the EIG tax on upper large firms. With no change in the EIG tax, 

we would expect the number of upper large firms to grow by 13.1 percent. Doubling the 

EIG tax increases the growth to 15.0 percent.

[Insert Figure 10]

[Insert Figure 11]

[Insert Figure 12]

Given these results, one might argue that EIG taxes have a positive impact on 

union membership. If increases in EIG tax improve the growth rate in the number of large 

firms and given that large firms are more likely to be unionized than are small firms, it 

seems reasonable to conclude that increases in EIG taxes are associated with increases in 

union membership. This, however, is not the case. Comparing changes in the EIG tax, 

across states and across time, to changes in union membership reveals no relationship. 



Further, this non-relationship result holds for both union membership in general and 

union membership in the private sector only. Thus, we can conclude that decreasing the 

EIG tax will increase the growth rate in the number of small firms while having no 

measurable impact on union membership.

How Broad is the Impact of the EIG tax?

The preceding discussion of the impact of the EIG tax focuses on small business 

owners and the impact of the EIG tax on the growth rates of small versus large firms. 

Few people, however, are business owners. To the extent that the EIG tax affects non-

business owners, its negative economic consequences become even greater. As of 2004, 

only 1.2 percent of estates had values high enough to trigger the EIG tax.14 Supporters of 

the EIG tax point to this figure as evidence that it should be a non-issue. If Congress does 

not repeal the sunset provision on the estate tax, starting in 2011, the exclusion amount 

on the estate tax will fall to $1 million, thereby snaring more estates. However, the 

number of estates that will trigger the estate tax will still be relatively small. Further, the 

$1 million exclusion is indexed for inflation, so the exclusion amount will rise by 

inflation each year.

The problem is that the net worth of retirees’ households has been growing at 

twice the rate of inflation.15 Over time, more and more households will find themselves 

subject to the EIG tax, even though it was ostensibly intended only for the very wealthy. 

Given the current trend and assuming no change in estate tax law, we can expect that 50 

14 “Fewer and Fewer Americans Owed Estate Tax in 2004: State-by-State Data,” Citizens for Tax Justice, 
6/5/06, Washington, DC. See also, www.ctj.org.
15 The calculations apply to the median net worth of households headed by someone age 65 or older.

6/5/06, Washington, DC. See also, www.ctj.org.


percent of estates will be subject to the estate tax within 40 years.16 Figure 13 shows a 

comparison of the projected growth in the median net value of estates to the growth in the 

estate tax exemption. For example, by 2058, the net value of the median estate will equal 

the estate tax exemption. At that point in time, 50 percent of estates will be subject to the 

estate tax.

[Insert Figure 13]

Interpretations

Liquidity Effect Interpretation

This analysis has shown that EIG taxes affect small businesses differently than 

large businesses. One possible interpretation of these results is that the difference is due 

to the liquidity of ownership of the business. Large firms tend to be publicly traded 

whereas small firms do not. Ownership of publicly traded corporations is liquid—that is, 

an owner can sell his stake in a publicly traded corporation quickly and at a fair price 

(i.e., the price that prevails in a competitive environment). Three factors contribute to the 

liquidity: 

 Information. Prospective buyers can easily determine the fair market price of the 

stock by looking up the stock price. Prospective buyers can also see all of the firm’s 

16 Interestingly, this is about the same amount of time it took for the Alternative Minimum Tax to go from 
applying to less than 1% of taxpayers to applying to almost half of all taxpayers.



financial statements (as publicly traded corporations are required to make these 

available).

 Divisibility. A prospective buyer can buy as little or as many of the shares being 

offered as he likes; in this way, an owner looking to sell 1,000 shares of stock might 

as easily sell 1 share each to 1,000 people as to sell 1,000 shares to a single person.

 Size. The value of a publicly traded corporation is typically large enough that one can 

own a portion of significant value without owning so much that the person is faced 

with making managerial decisions. For example, a person owning $100 million worth 

of Microsoft Stock in July 2007 had only 3/100th of 1 percent of the total common 

stock voting rights.17

Because small firms are typically privately owned, they lack these key liquidity 

features. This makes ownership of a small firm illiquid. Prospective buyers cannot easily 

determine the fair market price of the stake the owner is selling because the company’s 

stock (if, indeed, the firm is even incorporated) is not publicly traded. Similarly, the 

firm’s financial statements are not publicly available. In addition, because the firm is not 

publicly traded, the seller must negotiate the sale himself (or pay a professional to do it). 

All of this makes it extremely costly to sell 1 share to each of 1,000 buyers versus selling 

1,000 shares to a single buyer (aside from the fact that the information problem makes it 

unlikely that 1,000 buyers could be found). Lastly, an owner could not sell ownership of 

significant value without the buyer ending up with sizeable control of the company.

17 As of July 2007, the market value of all Microsoft stock outstanding was $287 billion. The number of 
votes a stockholder may cast in a stockholders’ meeting is proportional to the number of shares the person 
owns. A person holding $100 million worth of Microsoft stock would receive a number of votes equal to 
$100 million / $287 billion = 0.0003 = 0.03% of the total votes.



What does this have to do with EIG taxes? The magnitude of these taxes requires 

that heirs come up with a significant amount of money to pay the government (in the 

extreme, up to 60 percent of the value of what the heirs have inherited). When an heir 

inherits a portion of a publicly traded company, the heir need only sell some of the stock 

to pay the EIG taxes. But, when an heir inherits a portion of a private company, the 

illiquidity problems may force the sale of the firm because it is easier to disband the firm 

and sell off the assets than to find someone willing to purchase a portion of the firm. .

This analysis does not look specifically at firm liquidity. Therefore, the liquidity 

effect interpretation, while consistent with the results of this analysis, remains merely one 

possible interpretation.

Growth Effect Interpretation

An alternate interpretation of the results is that an increase in the EIG tax does not 

cause a disbanding of smaller firms, but rather creates an incentive for the firms to 

increase in size, thereby moving up to a higher size category. For example, the owner 

might fear that an increased EIG tax would increase the likelihood of heirs selling off the 

firm. In an attempt to ensure the firm’s continued existence, the owner would have 

incentive to expand the number of employees, thereby creating more people with a vested 

interest in the firm’s continued existence. This interpretation could explain the decline in 

the growth rate of the number of lower small firms in that, as the owners brought on more 

employees in response to the EIG tax, the firms were reclassified as middle small. The 

result would be a decline in the number of lower small firms.

This analysis does not distinguish between firms that leave a given category 

because they are closed down and firms that leave because they expanded in size. 



Therefore, the growth effect interpretation, while consistent with the results of this 

analysis, remains merely one possible interpretation. What is noteworthy, however, is 

that the growth effect interpretation relies on the premise that an increase in the EIG tax 

causes owners to want to expand the sizes of their firms. If such incentive is due to a 

desire to protect the firm, then it presupposes that EIG taxes have a detrimental effect on 

firms.

Conclusion

The purpose of this analysis is to examine the impact of the EIG tax on the 

number of small versus large firms. Examination of data collected from all 50 states over 

the past decade allows for the comparison of changes in the numbers of firms of various 

sizes with changes in EIG tax collections in the various states. Because estate tax laws 

vary across states and across time, and because the number of decedents (the trigger to 

the EIG tax) varies across states and across time, the data provide a rich view into the 

underlying relationships that influence the numbers of firms of various sizes.

My first conclusion is that, assuming that there is no change in the current tax 

law, as ever increasing numbers of households are ensnared by the EIG tax, governments 

will come to rely more heavily on the EIG tax as a source of revenue. Today, state and 

federal EIG tax revenues account for less than 1 percent of total state and federal tax 

revenues, respectively. If there is no change in the tax law and the net wealth of elderly 

individuals continues to grow as it has over the past generation, in as little as one 

generation, EIG tax revenues will have grown large enough that it will be politically 

impossible to eliminate the tax.



My second conclusion hinges on the use of proxy measures. Absence of data 

requires the use of proxy measures for the size of the EIG tax and for the number of firms 

dissolved. The use of proxies suggests at least two possible interpretations that are 

consistent with the results of this analysis. If the liquidity effect interpretation is correct, 

then my results are consistent with the hypothesis that the EIG tax causes a centralization 

of economic power in the hands of larger firms at the expense of existing smaller firms. 

Under this interpretation, we can expect the numbers of large firms relative to small firms 

to rise. Economic theory suggests that this will have two effects:

1. Reduced innovation and entrepreneurship, and increased outsourcing.

Smaller firms tend to be both more competitive and more able and willing to 

adapt to new conditions. A slowing in the growth of small firms means a slowing 

in innovation and entrepreneurship. When the domestic market does not provide 

the innovation and entrepreneurship the economy requires, domestic firms look 

elsewhere. Outsourcing is one of the results. A firm that outsources jobs is simply 

a buyer looking for a better and cheaper service. Typically, it is the most 

innovative and entrepreneurial firm that is able to provide the better and cheaper 

service.

2. Increased risk. As communities come to depend on larger employers rather than 

smaller employers, the communities’ economic risks increase. Employers are to a 

community’s economic base as stocks are to an individual’s portfolio. A 

community with a single large employer faces the same augmented risk as an 

individual whose entire savings is invested in a single stock because the 



community’s economic health is tied to the fortunes of a single firm. In the same 

way that an individual can mitigate financial risk by spreading (i.e., diversifying) 

his wealth across a broad range of stocks, so too does a community mitigate 

economic risk by spreading employment across a broad range of employers.

If the growth effect interpretation is correct, then these results are consistent with 

the hypothesis that the EIG tax causes a centralization of economic power in the hands of 

larger firms at the expense of potential entrepreneurs. Under this interpretation, my 

second conclusion suggests that existing firms will grow in size and small firms will 

become large faster than entrepreneurs can create new small firms. As under the liquidity 

effect interpretation, economic theory suggests that this will lead to reduced 

entrepreneurship and, to the extent that entrepreneurs and smaller firms can innovate 

more readily than larger firms, reduced innovation.



Table 3. Lower Small Firms 



































0 4

0

1

2

3

4

5

1

2

3

4

Dependent variable

Estimate p-value
ˆ 0.0050 0.0000
ˆ 0.0099 0.0036
ˆ 0.0078 0.0000
ˆ 0.0086 0.0000
ˆ 0.0070 0.0004
ˆ 0.0037 0.0352

0.0053 0.0188ˆ
0.0010 0.8723ˆ
0.0018 0.7014ˆ
0.0064 0.37ˆ

itN














5

6

7

8

9

10

2

01
0.0001 0.9311ˆ
0.1383 0.0181ˆ
0.0757 0.0000ˆ
0.0388 0.5101ˆ
0.0050 0.8610ˆ
0.2347 0.0161ˆ

R 0.681
D.W. 2.27



Table 4. Middle Small Firms 
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Table 5. Upper Small Firms 
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Table 6. Lower Large Firms 
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Table 7. Upper Large Firms 
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Table 1. Classifications of firms by size
Firm Classification Number of Employees

Lower Small 0 to 4
Middle Small 5 to 9
Upper Small 10 to 19

Excluded from the data set 20 to 99
Lower Large 100 to 499
Upper Large 500 and Over



Figure 1. Average annual growth rates in numbers of firms by size (1998–2004)
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Figure 2. Comparison of timings of fiscal years, business censuses, and occurrences 
of death that trigger the estate tax



Figure 3. Annual growth rate in the number of “lower small” firms

Annual Growth Rate in Number of Firms with 0-4 Employees
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Figure 4. Annual growth rates in the number of “lower small” firms over the period 
1989 through 2004

Average Growth Rate in Number of Firms with 0-4 Employees
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Figure 5. Average estate, inheritance, and gift tax across states

Average Estate, Inheritance, and Gift Tax per Decedent over all States
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Figure 6. Average estate, inheritance, and gift tax revenue over the period 1989 
through 2004

Average Estate, Inheritance, and Gift Tax per Decedent
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Table 2. Impact of a Doubling of the EIG Tax on the Growth in the Number of 
Firms

0-4 Employees 5-9 Employees 10-19 Employees 100-499 Employees 500+ Employees

Current Year -0.5% -0.6% 0.0% 0.0% 0.8%

1 Year in the Future -1.0% -0.5% 0.0% 0.0% 0.9%

2 Years in the Future -0.8% -1.1% -0.8% 0.0% 0.0%

3 Years in the Future -0.9% -0.6% -0.8% 0.0% 0.0%

4 Years in the Future -0.7% 0.0% 0.0% 0.0% 0.0%

5 Years in the Future -0.4% 0.0% 0.0% 0.0% 0.0%

* = significant at 5% level
** = significant at 1% level

Change in Growth Rate of the Number of Small Firms Associated with a Doubling of the Per-
Decedent Estate Tax

**

**

**

**

*

*

**

**

**

**

**

**
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Figure 7. Illustration of the impact of a doubling of the EIG tax on the number of 
“lower small” firms (implied growth rates come from the regression estimates)

Impact of a Change in the Estate Tax on Firms With 0-4 Employees
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Note: The tax increase slows the growth of the firms by more than half from 7.3 percent to 2.9 
percent over five years.



Figure 8. Illustration of the impact of a doubling of the EIG tax on the number of 
“middle small” firms (implied growth rates come from the regression estimates)

Impact of a Change in the Estate Tax on Firms With 5-9 Employees
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Note: The tax increase slows the growth of the firms by more than three-quarters from 5.7 percent to 
2.8 percent over five years.



Figure 9. Illustration of the impact of a doubling of the EIG tax on the number of 
“upper small” firms (implied growth rates come from the regression estimates)

Impact of a Change in the Estate Tax on Firms With 10-19 Employees
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Note: The tax increase slows the growth of the firms from 7.6 percent  to 6.0 percent over five years.



Figure 10. Illustration of the impact of a doubling of the EIG tax on the number of 
“lower large” firms (implied growth rates come from the regression estimates)

Note: The tax increase has no measurable effect.
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Figure 11. Illustration of the impact of a doubling of the EIG tax on the number of 
“upper large” firms (implied growth rates come from the regression estimates)

Impact of a Change in the Estate Tax on Firms With 500+ Employees
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Note: The tax increase increases the growth of the firms from 13.1 percent to 15.0 percent over five 
years.



Figure 12. Estimated impact of a doubling of the EIG tax on the number of firms of 
various sizes (implied growth rates come from the regression estimates)
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Figure 13. Because the median net worth of estates grows faster than the estate tax 
exemption, over time more and more estates will be subject to the estate tax.
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