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<Abstract>  

 

This paper examines the effects of inheritance and gift taxes upon the economic 

behaviors of asset transfers among generations, which has recently shown an 

increasing trend. We introduce a multi-stage decision model of transferring wealth 

among generations, formalize the ratio of the average effective gift tax rates over 

inheritance tax rates as the opportunity cost of an inter-vivo gift choice relative to an 

inheritance bequeathal choice, and highlight the meaningfulness of tax rate changes into 

gift-bequeathal mix in asset-transfer decisions. We find that according to the empirical 

result from the data of Korea in the period of 1975-2005, the effect of the tax ratio 

between gift and inheritance tax is meaningful not only in the short run but also in the 

long run. We also argue that tax reduction ratio between gift and inheritance tax is 

remarkable to explaining the change of asset transfer from bequeathal to inter-vivo gift. 
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1. Introduction 

From the ancient times, many countries have levied taxes on wealth transfers 

among generations. There are mainly two taxes in Korea regarding to wealth transfers 

among generations, inheritance and gift taxes. Inheritance tax is levied on the asset 

acquisition by bequeathal or the death of donors, and gift tax is levied on the asset 

acquisition by gifts. From the viewpoint of those who obtain the asset from parents, the 

only difference between the inheritance and the gift tax is the transfer timing of the 

assets form one generation to the next generation.  

The transfer of wealth from parents to children has many complex problems since it 

relates with multi-stage decisions based on the benefits and costs of many different 

asset forms of parents, one of which would be bequeathal or inter-vivo gift to children. 

And then parents decide to transfer the wealth to children either by bequeathal or by 

gifts.  

This paper examines the economic effects of inheritance and gift taxes upon asset 

transfers among generations in Korea. First of all, we deploy the current situation of 

Korea regarding to inheritance and gift taxes in order to select the economic variables 

for our study. Secondly, we set up a model of multi-stage asset transfers in order to 

study the prices of bequeath and gifts. Finally, we do empirical examinations in order to 
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show the relevancy of our arguments. 

The remainder of the paper is organized as follows. In the next section, we present 

overview of inheritance and gift taxes in Korea. In section 3, we set up a model and 

characterize the equilibrium equation showing the relationship between the tax prices 

and tax rates. In section 4, we empirically analyze several hypotheses as predicted by 

the theory. In section 5, we conclude with a discussion on policy implications. 

 

2. Overview of inheritance and gift taxes 

Inheritance and gift taxes are levied on the transfer of wealth without repayments. 

In the case of inheritance tax, the tax base is obtained from the bequeathed asset value 

plus the accumulated gifted asset value by subtracting inheritance tax reductions. In the 

case of gift tax, it is obtained from the currently gifted asset value and the accumulated 

gifted asset value by subtracting gift tax reductions. Both taxes result in tax revenue or 

tax assessment from the tax base by multiplying the statutory tax rate and subtracting 

the tax exemptions. Therefore, the two taxes have the same taxing structure.  

On the other hand, there are huge difference in tax reductions between inheritance 

and gift tax. Inheritance tax has tax deductions such as basic deductions, additional 

deductions, deductions for dependents, deductions for minors, deductions for the 
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elderly, deductions for the disabled, lump-sum deductions, deductions for spouse, 

deductions for financial assets, and deductions for losses. Gift tax has tax deductions 

such as deductions for spouse, deductions for lineal family members, deductions for 

other family members, and deductions for losses.  

Inheritance and gift taxes have the same tax rates with reasonable adjustment of tax 

bases. <Table 1> shows the trend of statutory tax rates of inheritance and gift taxes in 

Korea. 

<Table 1> Statutory Tax Rates 

before 1996. 12. 31 1997. 1. 1 ~ 1999. 12. 31 after 2000. 1. 1 

<Inheritance Tax> 

below 50 million won 

below 250 million won 

below 550 million won 

Above 550 million won 

10% 

20% 

30% 

40% 

<Gift Tax> 

below 20 million won 

below 150 million won 

below 300 million won 

above 300 million won 

10% 

20% 

30% 

40% 

below 100 million won 10%

below 500 million won 20%

below 1000 million won 30%

below 5000 million won 40%

above 5000 million won 45%

below 100 million won 10%

below 500 million won 20%

below 1000 million won 30%

below 3000 million won 40%

above 3000 million won 50%

 

[Figure 1] displays the trends of inheritance tax revenue, gift tax revenue, and total 
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tax revenue. The total tax revenue form inheritance and gift taxes, is not a big deal up 

to 1980s. However, it increases a lot constantly up to in 1997, has the highest value in 

1997, and turns down after.  

 

[Figure 1] Tax Revenue Trend 
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One striking fact is that the weight of gift tax revenue becomes larger while that of 

inheritance tax revenue smaller. Concretely, inheritance tax revenue has the turning 

point in 1995, but gift tax revenue constantly increases. We will discuss this kind of 

pattern in the formal framework. 

The same trend can be found according to the ratio of total tax revenue over overall 

tax revenue (OTR) in [Figure 2] or according to the ratio of total tax revenue over GDP 
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in [Figure 3].  

[Figure 2] Ratio of Tax Revenue over OTR 

0.00

0.50

1.00

1.50

2.00

2.50

1966 1969 1972 1975 1978 1981 1984 1987 1990 1993 1996 1999 2002

Inheritance/OTR Gift/OTR Tota l/OTR
 

 [Figure 3] Ratio of Tax Revenue over GDP 
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The ratios increase a lot constantly up to some point, have the highest values there, 
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and turn down after. The ratio over overall tax revenue (OTR) has the highest value 2% 

but is 1% in 2003, and the ratio over GDP has the highest value 0.35% but is 0.2% in 

2003. 

There are at least two concepts for tax burdens of inheritance and gift taxes. One is 

the maximal statutory tax rate and the other is average effective tax rate. The statutory 

tax rates are marginal tax rates applied to the intervals of tax bases. As it is noticed 

before, tax rates are progressive, thus the statutory rate for the final tax base is the 

maximal. Nearly all the time, the inheritance and gift taxes have the same maximal 

statutory tax rate. [Figure 4] shows the trend of the maximal statutory tax rates in 

Korea. 

 

[Figure 4] Maximal Statutory Tax Rates 
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The average effective tax rate is defined as the ratio of tax amount over tax base. 

[Figure 5] displays the trend of the effective tax rates in Korea. Roughly speaking, the 

effective rate of inheritance tax is greater than that of gift tax. That is very important 

and general fact. 

 

[Figure 5] Average Effective Tax Rates 
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We might think other factors affecting tax burdens such as accumulated gift asset 

value, inheritance tax reductions, gift tax reductions, etc. 
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3. A simple transfer model 

We will think of a model of simple economy in order to examine wealth transfers. 

For the convenience of examination, assume that all the wealth is cash. To be sure, in 

reality, there are many forms of wealth including cash, deposits, insurance, trusts, 

retirement allowance, facilities, land, realties, investments in kind, convertible bonds, 

stock shares, etc. 

Our purpose is to study the economic behaviors of decision makers (parents) who 

are interested in allocating their wealth in several time periods through inter-vivo gifts 

and bequeathal to children. Thus, we assume that parents are freely to choose the 

transfer timing of their wealth to children. In our simple model, parents are to choose 

the transfer timing among three periods. The first period is for the transfer of the 

wealth at present, the second for tomorrow, and the third for the death point.  

The decision of parents on transfer timing is related with the utility maximizing 

problem of parents whose utility is from the economic goods consisting of the current 

gift ( ), the tomorrow gift (G ), and the bequeath (1 2G B ). In addition, we can assume 

that the prices of the three goods are the opportunity costs and that parents are 

constrained to consume the three goods with the present value of the assets.  

The representative parents has the following utility function as of (1)  
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),,( BGGU 21      (1) 

Let be the total amount of cash or the present value of the wealth in general. 

The prices of current gift, tomorrow gift, and bequeath are affected by inheritance tax 

rate , gift tax rate , interest rate 

W

e g r or the average rate of return from the wealth in 

general, discount rate . g

The price of current gift is
1

1 1
1
g

P
−

= . Since the real amount of the cash 

transferred to children when parents are to give up $1 of the current consumption is 

 after subtracting the gift tax, the opportunity cost of the $1 amount of current 

gift is 

11 g−

1
1 1

1
g

P
−

=  amount of current consumption. Thus, that is the relative price of 

current gift with respect to current consumption. If the gift rate is 50%, then the price 

of current gift is 2. That means that if parents want to give now to children $1, it costs 

$2 to them. 

The price of tomorrow gift is
)1)(1(

)1(

2
2 rg

P
+−

+
=

δ
. If parents save 1$ amount of 

current consumption, then they obtain )1( r+ $ tomorrow. When parents transfer 

$ amount to children tomorrow after subtracting the gift tax, the real amount of 

cash transferred to children would be 

)1( r+

)1)(1(
1

2 rg +−
 tomorrow. By assuming that 

parents and children have the same discount rate δ , we obtain that the price of 

tomorrow gift is .  2P
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By the same token, when there is bequeath at the third period of parents’ death, the 

price of bequeath or the gift because of death would be 2

2

3 )1)(1(
)1(

re
P

+−
+

=
δ

. 

Given the three prices of current gift, tomorrow gift, and bequeath, parents’ budget 

constraint seems to be like the following. The summation of the three transfers is within 

the current value of wealth.  W

Based on the above arguments, we can formalize the maximization problem of 

parents regarding to the transfer of wealth to children like this. 

 Max  ),,( BGGU 21

 s.t. WGPGPGP =++ 32211  

When the representative parents are to transfer their wealth to the children through 

current gift ( ), tomorrow gift (G ), and bequeath (1 2G B ), they maximize their utility 

function of the reduced form by choosing the three economic goods of transfers. 

By a simple analysis of a representative agent model of general equilibrium, we 

obtain from the first order condition, 
2

1

2

1

P
P

U
U

=  and 
3

1

3

1

P
P

U
U

= . 

The meaning of the first order conditions is that the marginal rate of substitution is 

the same as the relative price along time periods. The practical usage of the conditions 

is worth mentioning. The decision of current gift depends not only on current price of 

gift but also on tomorrow price of gift and the price of bequeath. Therefore, we need to 
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use the three prices to find the behavioral patterns of gifts and bequeath. 

When the interest rate or the rate of return of wealth in general is the same as 

discount rate, δ=r , then the price of bequeath is 
e

P
−

=
1

1
3 . Therefore, according to 

the above equilibrium equations, we obtain the hypothesis that the three prices of asset 

transfers are affected by current rate of gift tax ( ), tomorrow rate of gift tax ( ), 

and the rate of inheritance tax ( ).  

1g 2g

e

 

 

4. Empirical Analysis 

As we study in the previous section, the tax policies of the government on 

inheritance and gift taxes have an effect upon the decision making of parents who want 

to transfer their asset or wealth to children. At this section, we will empirically study 

the effects of tax burden, tax ratio, tax policy, etc. in the framework of multi-stage 

decision model by using the data of Korea. 

 

(1) The effect of tax burden on gift tax revenue 

It seems that the inheritance and gift taxes have the same effect on bequeath or 

gifts because the two taxes have the same statutory tax rates in Korea. However, there 

are at least two reasons why the two taxes have different effects. First of all, the two 

 12



taxes have differences in tax reductions. Thus, there is a difference in average 

effective tax rates between the two taxes. Secondly, there is a difference from interest 

rates for the different transfer timing even though the average effective tax rates are 

the same between the two taxes.  

Inter-vivo gifts have the following advantage over bequeath. As it is mentioned well 

in the model of overlapping generation growth, inter-vivo gifts maintain the effective 

sustainability of product units through the transfers from the old generation to the 

productive young generation. Increasing the productivity at the micro level like this, 

results in the growth at the macro level. Surely, not all the inter-vivo gifts are the 

transfers of productive units. It is meaningful to find the impact of tax burden or 

economic power upon inter-vivo gifts.  

To study the effect of tax burden on gift tax revenue, we need to find the variables 

representing tax burdens. As mentioned in the previous section, the tax rates of 

inheritance and gift taxes are to be used as proxies of tax burdens. From the analysis in 

the multi-stage decision model, we can use the past, present, and future tax rates as 

independent variables in regression. We can use both the maximal statutory tax rates 

and the average effective tax rates. We can also use tax reductions as independent 

variable in regression.  
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While the tax structure represents the relative price of transfer with respect to 

consumption, the wealth power would represent the income effect of transfers. We 

introduce several variables such as stock price index, GDP, etc. 

Our regression model 1 from the analysis in the previous section is  

εβββββββα ++++++++= ++− tttttttt GRYSPBPGPGPGPGE 7651413211    (2) 

where  is the logarithm of the real gift tax revenue, is the logarithm of the gift 

price, 

GE GP

BP is the logarithm of the inheritance price, is the logarithm of the real stock 

price index, is the logarithm of the real GDP,  is the logarithm of the real gift tax 

reductions, and the subscripts t, t-1, t+1 mean the periods. 

SP

Y GR

 

[Figure 6] Average Effective Tax Rates 
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Data on inheritance and gift taxes are from “Statistical Yearbook of National Tax” 
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yearly during 1975-2003. Since the statutory tax rates are not changed much, we use 

the average effective tax rates in [Figure 6] as tax burdens.  

 

 

<Table 2> Result of Model 1 

 Estimate S. D. t-stat 

Constant 3.778253 5.648527 0.668892 

log(GP, t-1) -3.030469 3.904058 -0.776236 

log(GP, t) -15.46840 6.024012 -2.567790 

log(GP, t+1) 9.849940 4.547655 2.165939 

log(BP, t+1) -2.897456 1.850586 -1.565697 

log(SP, t) 0.195834 0.298772 0.655461 

log(Y, t) -1.048144 0.680627 -1.539968 

log(GR, t) 1.844086 0.299453 6.158174 

Note : R-squared: 0.947606 

Adjusted R-squared: 0.929269 

Durbin-Watson stat: 1.992073 

 

<Table 2> shows the regression result of model 1. While the current and present 

prices of gift have positive effects on the gift tax revenue, the future price of gift has 

negative effect on the gift tax revenue. When there is an increase of gift price due to 

the increase of future gift tax rate, the current gift is increased. And so does the 

current revenue of gift tax.  

It is observed that the effect of gift prices has lasted through multiple stages. We 
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are not to find the sophisticated cyclical pattern of gift tax revenue, but we report that 

there is a reasonable cyclical pattern in gift tax revenue due to gift tax rates.  

Thus, we can think the effect of gift prices in two ways, short-run effect and long-

run effect. We observe in <Table 2> that the short-run elasticity of gift price is high 

(15.5) and that the long-run elasticity of gift price is low (5.6). The difference between 

the short-run and long-run elasticity has an important policy implication such that the 

time scope of tax policy in inheritance and gift taxes should be long enough to consider 

the long-run elasticity. 

The effect of gift reductions on gift tax revenue is reported to be meaningful (1.8). 

Because we enclose the indirect impact of gift reductions into the gift prices through 

the average effective rate of gift tax, the estimate is underestimated.  

The future inheritance price has a negative impact on the present gift revenue since 

both bequeathal and gift are substitutes.  

From the above analysis, we find that there are ups and downs in the gift tax 

revenues and that the time series data is non-stationary. Therefore, we now use the 

change of variables as new variables. We put the letter  to any variables to denote 

the variable that is obtained by subtracting the current variable form the future variable. 

Then the multivariable regression model 2 of difference variables is 

d
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εβ
ββββββα

++
++++++= ++−

t

ttttttt

dGR
dYdSPdBPdGPdGPdGPdGE

7

651413211
    (3)  

<Table 3> shows the result of regression. Overall, the result is the same as in 

<Table 2> of level variables. Especially, the effect of gift tax price on tax revenue is 

positive for the current price and negative for the future price. 

 

<Table 3> Result of Model 2 

 Estimate S. D. t-stat 

Constant -0.190561 0.328696 -0.579749 

d log(GP, t-1) -8.406764 5.628178 -1.493692 

d log(GP, t) -19.46426 6.570831 -2.962221 

d log(GP, t+1) 8.536775 5.688962 1.500586 

d log(BP, t+1) -3.327737 2.162279 -1.538995 

d log(SP, t) 0.620687 0.691193 0.897994 

d log(Y, t) 0.555249 4.265159 0.130182 

d log(GR, t) 2.139448 0.357915 5.977528 

R-squared: 0.730937 

Adjusted R-squared: 0.631809 

Durbin-Watson stat: 2.601558 

 

(2) Effect of gift-inheritance tax burden ratio on gift-inheritance transfer ratio 

As noticed in Section 2, the ratio of gift-bequeath transfers is nowadays increasing. 

Following Park (1999), we test a hypothesis that the gift-bequeath ratio of asset value 

is affected by the gift-bequeath ratio of tax reductions and the value of accumulated 
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gift assets. By adding interest rate, we set up a model 3 of regression as 

εβββββ +++++= )ln()ln( 54210 YRCUMGGBDRGBR  (4) 

where is the ration of gift asset value over bequeath asset value, is the 

ratio of gift tax reductions over inheritance tax reductions,  is the accumulated 

gift tax revenue, 

GBR GBDR

CUMG

R is the interest rate, and is the ratio of per capita GDP over GDP 

deflator. 

Y

 

<Table 4> Result of Model 3 

 Estimate S. D. t-stat P-value 

Constant -0.941 3.366 -0.280 0.782 

Relative Reduction Ratio 0.871 0.121 7.176 0.000 

ln(accumulated gift asset 

value) 
-0.057 0.063 -0.907 0.374 

Interest Rate -0.004 0.015 -0.249 0.805 

ln(per-capita real GDP) 0.195 0.353 0.552 0.587 

 

<Table 4> shows the result of regression. The estimate of the relative gift-

bequeath reductions is .871. This means that inter-vivo gift is more advantageous than 

bequeath as the gift-bequeath ratio of asset transfer increases. The estimate of 

accumulated gift asset value is -.057. The result is consistent with Park (1998). 
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5. Discussion 

We provide a basic framework for the study on the economic effects of inheritance 

and gift taxes a la Joulfaian (2004) with a variation into the tax system in Korea, and 

provide three pilot empirical studies using regression models. Even though we assume 

that all the wealth is cash while, in reality, there are many other forms of wealth, there 

are several policy implications from our work.  

Firstly, since a gift-bequeathal decision is done through multiple stages, the tax 

policy on inheritance and gift taxes has an economic impact on the economy during 

many years. As we show, the short-run elasticity of gift price is countervailed by the 

long-run elasticity.  

Secondly, tax reductions of both taxes are reported to be important to the change of 

average effective tax rates, leading to the behavioral change of asset transfers. Just as 

the other countries, Korea also has policy orientations to give advantage to inter-vivo 

gifts over bequeathal. 
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