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President Biden introduced the American Families Plan this past
spring, which called for increases in spending and taxes. Biden'’s plan
was not actual legislation but more of a guide for future legislation.
Proposed tax legislation actually originates in the House of
Representatives through the House Ways and Means Committee,
which recently released draft legislation that would increase taxes to
help pay for the proposed $3.5 trillion spending package.

This document covers some of the more important proposed tax
changes. It'simportant to note that most of the changes would take
effect on January 1st of 2022 unless otherwise noted, and most
provisions are limited to higher earners with an adjusted gross income
greater than $400K.

Federal Tax Rate

The bill proposes to increase the highest marginal federal tax rate from
37% to 39.6%.

Net Investment Income Tax

The net investment income tax of 3.8% would expand to include
income derived in an active trade or businesses of a pass-through
entity which is not subject to FICA tax. This would apply to high
earners and subject most income from pass-through entities to a 3.8%
tax.

New 3% Surtax

The bill introduces a new 3% surtax on modified adjusted gross
income in excess of $2,500,000 for married individuals filing
separately, $100,000 for estates and trusts, and $5,000,000 for all other
individuals.



Capital Gains Tax

The bill proposes to increase the highest capital gains tax rate from
20% to 25% for gains realized after September 13, 2021. If you add
the 3.8% Net investment income tax and the new 3% surtax, it would
result in an aggregate capital gain tax of 31.8% for the highest earners.

Qualified Business Income Deduction

The qualified business income deduction would be limited to $500K
for married filing jointly, $250K for married filing separately, $10K for
trusts, and $400K for all others. The QBI deduction is 20% of qualified
income, so this would affect business owners with qualified business
income in excess of $2 million or $2.5 million, depending on filing
status. Trusts cap out at $50,000 of qualified business income.

Lifetime Gift Tax Exemption

The current lifetime gift tax exemption of $11.7 million for individuals
and $23.4 million for married couples would expire earlier, resulting in
a new lifetime gift tax exemption of $5 million for individuals and $10
million for couples, adjusted for inflation.

Grantor Trusts

For owners of grantor trusts, the assets of a grantor trust, except for a
fully revocable trust, are typically not included in the owner’s

estate. The bill would require assets to be counted as part of the
owner’s estate and distributions to individuals other than the owner or
owner’s spouse would be counted as gifts. This would apply to trusts
created on or after the date of enactment and to contributions to
existing trusts made on or after the date of enactment.



Roth IRA Conversions

The bill proposes to limit and later eliminate Roth Conversations, also
known as “Backdoor Conversions” that enable taxpayers to convert

a traditional IRA to a Roth IRA. These conversions have long been a
popular strategy used by high earners to maximize contributions to a
Roth IRA.

Large IRA Accounts

High earners with total IRA and defined contribution balances
exceeding $10 million would be prohibited from making additional
contributions and would be subject to a higher required minimum
distribution.

Qualified Small Business Stock Exclusion

Under current law, the qualified small business stock exclusion enables
taxpayers to exclude 100%, and in some cases 75%, of the gain
realized from selling qualified small business stock that has been held
for at least five years. The bill proposes to eliminate, for high earners,
the 100% and 75% exclusions for sales of qualified stock acquired

after February 17, 2009, and sold after September 13, 2021, unless the
transaction was already subject to a binding contract. Instead, the
50% exclusion rules would apply which significantly reduces the tax
benefits and incentives for entrepreneurs and small business investors
owning qualified small business stock.

Excess Business Losses

Under current law, excess business losses for noncorporate taxpayers
are limited to $500K for married filing jointly and $250K for individuals,
indexed for inflation, and losses in excess of those limits may be
carried forward. This law is set to expire in 2027, but the bill proposes
to make this limitation permanent and change how losses may be
carried forward.



Corporate Tax Rate

For corporations, the current federal tax rate is 21%. The bill proposes
to change this to a graduated structure of 18% for taxable income
below $400K, 21% on the taxable income amount from $400K to $5
million, and 26.5% on the taxable income amount in excess of $5
million.

S Corporation Conversion

For S corporations organized prior to May 13, 1996, the bill proposes
to permit them to reorganize as partnerships in the two-year period
beginning on December 31, 2021, without triggering a tax event. This
may help S corporations that have amassed appreciated assets or
would like the flexibility of a partnership structure.

Carried Interest

For carried interest, the bill proposes to increase the holding period
required to qualify for capital gain treatment from three years to five
years. Taxpayers with an AGI less than $400K or who have income
attributable to a real property trade or business could still use the
three-year holding period.




Business Interest Deduction

The bill proposes to change the business interest deduction limitation
so that it would be applied at the partner and shareholder level as
opposed to at the entity level. Also, the bill proposes to limit the
carryforward period for disallowed business interest to five taxable
years for any disallowed interest beginning in 2022. Under current law
the disallowed interest carries forward indefinitely.

IRS Enforcement

The bill proposes to allocate an additional $79 billion to the IRS over
the next decade to improve technology, increase the number of IRS
auditors and enforce tax law compliance. The focus of the
enforcement efforts will be on high earners.

Tax Changes Not Included

While the draft bill includes a large number of tax changes, there are
certain tax changes that were not included. The elimination of the
step-up in tax basis for assets included in a decedent’s estate was not
included. Limitations on 1031 exchanges were not included nor were
changes to the limitation on the state and local tax deduction, known
as the SALT cap.

Next Steps

There are many details to each provision that are simply beyond the
scope of this document. Also, as the draft bill moves through the
legislative process, it will certainly be modified and there is no guarantee
that the bill will even become law. Regardless, the draft bill provides

insight into what might become law and thus can help you with your
estate and business planning. If you would like to know more about
the proposed changes and how they might affect you or your business,
please contact our office..
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