
meaning the basis is equal to the fair
market value on the date of the
decedent’s death (or an alternate date if
elected) rather than the decedent’s tax
basis. The decedent’s adjusted basis
would typically be the original cost
increased by improvements and de-
creased by tax depreciation.

The step-up enables the beneficiary to
avoid capital gains tax on any apprecia-
tion on the property that occurred prior
to the decedent’s death. In addition, it
permits the estate to avoid capital gains
tax when appreciated property is
distributed to an heir.

value, but the estate would pay no
capital gains taxes. When the heir sells
the property, capital gains taxes would
be owed only on appreciation in excess
of $8 million.

Starting in 2010, the heir would pay
capital gains tax on $5 million ($8
million sale price minus the $3 million
carryover basis), as shown in the ex-
ample. No estate tax would be owed.

There are two modifications to the
carryover basis rule. First, there can still
be a step-up to $1.3 million in total. The
$1.3 million cap can be increased by any
unused capital loss carryover, net
operating losses or casualty-theft losses.
Second, the spouse of the decedent will
receive an additional $3 million step-up
in basis (for a total step-up of $4.3
million).

Beginning in 2010, estates owning
highly leveraged real estate with a low

tax basis would have to pay
capital gains tax at the time

the property is transferred to
the beneficiary. The estate is

viewed as having sold the
property, because of the heir’s

assumption of the liability. The
estate realizes a gain to the extent

that the liability exceeds the
estate’s tax basis in the property.

Assume the same facts as in the above
example. In addition, assume the prop-
erty is subject to a non-recourse mort-
gage of $7 million. Prior to 2010, an
estate tax might be payable on the $1
million net value ($8 million minus $7
million), but no capital gains taxes would
be owed by the estate. When the heir
sells the property, capital gains taxes
would be payable only on appreciation
above $8 million. Starting in 2010,
however, the estate would pay capital
gains tax on $4 million ($7 million debt
over $3 million basis). The heir’s basis
would become $7 million and the heir

Starting in 2010, inherited real estate
will have a tax basis equal to the lesser of
the decedent’s adjusted basis or the fair
market value on the date of death. Thus,
for appreciated properties, the decedent’s
adjusted basis will “carry over” to the
heir.

For example, assume a decedent
owned real estate valued at $8 million
with an adjusted basis of $3 million.
Prior to 2010, the basis is stepped-up to
$8 million fair market value. An estate
tax might be payable on the $8 million

he Economic Growth and Tax
Relief Reconciliation Act of

2001 provides for a reduction in
the estate tax followed by its

complete elimination. The elimination
of the estate tax has both costs and
benefits for real estate heirs.

A major benefit is that starting in 2010
assets, such as real estate properties, will
no longer be taxed as they pass from one
generation to the next. However, a new
cost will emerge — capital gains taxes
will be payable on appreciated properties
when they are sold by heirs, and also may
be payable on highly leveraged real
estate when it is transferred to heirs.

The phaseout begins in 2002.
The highest estate and gift tax
rates slowly drop from 55
percent to 45 percent by 2007.
The minimum size of an estate
subject to the estate tax rises
from $675,000 to $1 million
in 2002, and continues to
rise gradually until it reaches $3.5
million in 2009. The estate tax is
eliminated in 2010. The gift tax will
remain in the law.

An important component of the estate
tax for beneficiaries receiving real estate
is the tax basis of the property. Gener-
ally, gain or loss on the sale of property is
equal to the sales price less the tax basis
of the property. Under existing law,
property received from a decedent’s
estate generally has a “stepped-up” basis,
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$8,000,000 Estate tax value Not taxable

$8,000,000 Heir sells property immediately $8,000,000

8,000,000 Heir’s tax basis 3,000,000

$0 Heir’s capital gain $5,000,000
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would have to pay capital gains tax on
any future sale price above $7 million.

Tax rules and computations under the
new estate tax are complex. Consulta-
tion with an accountant, attorney or real
estate professional is recommended.

Dr. Stern (stern @Indiana.edu) is a research
fellow with the Real Estate Center at Texas A&M
University and a professor of accounting in the
Kelley School of Business at Indiana University.


