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Earlier this week the House Ways and Means Committee released 881 pages of a proposed
bill that would make many changes to income, estate and gift taxes. I covered changes to
the Estate and Gift Tax system in an earlier post titled Estate Tax Law Changes - What To
Do Now with the assistance of my colleague, Brandon Ketron, and now we are back again

to cover proposed income tax changes.

https://www.forbes.com/sites/alangassman/2021/09/16/income-tax-law-changeswhat-advisors-need-to-know/?sh=188c7e5717ff 1/8



9/24/21, 8:36 AM Income Tax Law Changes - What Advisors Need To Know

Nitti Gritty Tax by Tony Nitti

Indispensable weekly tax guide along with news, analysis and
commentary. Try the first three-weeks for free and continue for
$20/month thereafter.

Enter e-mail address

You may opt out any time. Terms and Conditions and Privacy Policy

As we wait to see what changes will be made in the bill before it can satisfy a majority of
US Senators and Vice President Harris, or if any substantial bill will be passed this year,
the following is a brief summary of some of the most significant income tax changes,
effective dates, as well as thoughts on what to do and what not to do. As the Senate gets
involved, all of the following proposals are subject to change, although we should not

expect to see anything more taxpayer unfriendly than as the bill currently stands.

Brandon Ketron and I recently presented a free Webinar on these new rules. You can view

this 60-minute presentation by clicking HERE for the YouTube replay.
Income Tax Rate Increases and Rate Bracket Adjustments

One of the most discussed propositions is the increase in income tax rates, bringing
individual tax rates to 39.6% for ordinary income. This new rate applies to married
individuals who file jointly with taxable income over $450,000, to heads of household
with taxable income over $425,000, to unmarried individuals with taxable income over
$400,000, to married individuals filing separate returns with taxable income over
$225,000, and to trusts and estates with taxable income over $12,500, as adjusted for

inflation in future tax years.

In addition to the tax rate increases, the rate brackets will also be adjusted and those on

the upper end of the 32% and 35% rate brackets may see a tax rate increase as a result.

These increases will only apply to taxable years beginning after December 31, 2021 so earn
as much as you can while you can at our present historically low rates, keeping in mind
that you may also pay much more in income taxes because of the limitations on the 20%
Section 199A Qualified Business deduction, a 3% surcharge on ultra high earners, and the
3.8% Net Investment Income Tax that will now apply to active business income for high
earners, as described below. Put together, these changes will have a profound impact on
high earners and the motivation to keep on earning. An ultra high earner subject to the
surcharge could end up with a tax rate of 46.4%. Add that to a 13% state income tax for a

California resident and the tax rate is close to 60%.
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25% Capital Gain Rate

The maximum capital gains are taxed would also increase, from 20% to 25%. This new
rate will be effective for sales that occur on or after Sept. 13, 2021, and will also apply to
Qualified Dividends. The present rate of 20% will continue to apply to any gains and losses
incurred prior to September 13, 2021, as well as any gains that originate from transactions
entered into under binding written contracts prior to September 13, 2021. Therefore, gains
from sales before September 13, 2021 that are reported under the installment method,
even if received after September 13, 2021, will still be taxed at the 20% rate when received
in the later part of 2021 and in future years as long as the sale took place before September
13, 2021 or the sale takes place on or after September 13, 2021 and was pursuant to a

binding written contract that was entered into prior to September 13, 2021.
Expansion of the 3.8% Net Investment Income Tax

As noted above, the 3.8% Net Investment Income Tax under Internal Revenue Code
Section 1411 would be changed to expand the definition of net investment income to
include any income derive in the ordinary course of business for single filers with greater
than $400,000 in taxable income ($500,000 for joint filers) effective January 1, 2022.
Under current law, the 3.8% tax generally only applies to passive investment income

(interest, dividends, gain on the sale of stock, etc.)

It is noteworthy that the Net Investment Income Tax applies to trusts and estates
beginning at $ 13,050 of income in 2021 and that threshold will be slightly higher each
year. Therefore most trusts and estates that have ownership of profitable businesses or
ownership interests in profitable entities taxed as partnerships will be subject to the 3.8%
tax unless the income received is paid out to beneficiaries, in which event the beneficiaries
will be subject to tax as if they received it. S corporation income received by a trust that
has made what is called an ESBT (“Electing Small Business Trust”) election are taxed at
the highest bracket on K-1 income from the S corporation regardless of whether it is
distributed and will also be subject to the 3.8% Net Investment Income Tax. Many trusts

may sell S corporation ownership interests to beneficiaries who are in lower brackets.
A New 3% Surcharge on High Income Individuals, Trusts and Estates
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Effective January 1, 2022 a 3% tax will apply on individual taxpayers to the extent that
they have Adjusted Gross Income (“AGI”) in excess of $5,000,000 ($2,500,000 if married

filing separately), and on trust and estate income in excess of $100,000 per trust or estate.

Since this tax applies to AGI in excess of the applicable threshold, AGI includes ordinary
and capital gains, and is not reduced by charitable deductions (or any other itemized
deduction). The time when this would likely apply to most taxpayers is when a business, or
other large asset, is sold for a large gain. Savvy planners may consider selling to a related
party under the installment method to spread out the gain over multiple tax years,
although this would have to be done more than two years prior to the liquidation event to
avoid acceleration of the gain when sold to a third party. Planners might also consider
transferring interests that may be sold to a charitable remainder trust which can be used

to spread income out over a number of years in order to avoid AGI in excess of the
threshold.

This is a much bigger issue for trusts because the tax would apply to trust income in excess
of $100,000, which will make distributions of Distributable Net Income (DNTI) to reduce a
trust’s remaining taxable income even more important. In overly simplified terms, when a
trust makes a distribution of income to a beneficiary, the beneficiary will pay the tax on
such income, and the trust will receive a deduction to reduce its taxable income.
Fortunately, the 3% tax will only apply to the extent that income in excess of $100,000
remains in the trust after taking into account distributions made to the beneficiaries.
Drafters of trust documents should take a close look at the applicable Principal and
Income Act of the situs of the trust to confirm whether capital gains are treated as
principal (and thus not distributable) or income. Most states permit trust documents to
specify that a fiduciary will have the power to treat capital gains as income that can be
distributed to beneficiaries and escape the additional 3% tax, distributed to its

beneficiaries.
Small Businesses Will Pay More Taxes In 2022

The bill would also change the 21% flat corporate income tax on ‘C Corporations” to an
18% tax on the company’s net income of up to $400,000, a 21% tax on net income up to
$5,000,000, and a 26% tax on net income in excess of $5,000,000. This is still much
lower than what the corporate tax rates were before the 2017 tax cuts, and many S
corporations will be converted to C corporations if this Act passes, especially given the
3.8% Medicare tax that would be imposed on S corporation flow through income for high

earners.

High income individuals who claim the 20% 199A deduction for qualified business income
deductions will be disappointed to learn about the proposed maximum deduction of

$500,000 for joint returns, $400,000 for individual returns, $250,000 for a married
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individual filing a separate return, and $10,000 for a trust or estate. This is in addition to

the permanent removal of excess business losses for non-corporate taxpayers.
All of the aforementioned business tax changes will be effective after December 31, 2021.
The IRS vs. Over $10,000,000 IRA/Pension Holders

In an effort to combat the hoarding of assets in massive IRA accounts, those who hold
Roth and traditional IRA and retirement plan accounts with a combined balance that
exceeds $10 million as of the end of a taxable year may not make further contributions if
the account holder has taxable income over $400,000, or married taxpayers filing jointly

with taxable income over $450,000.

These large account holders will be required to make a minimum distribution equal to
“50% of the amount by which the individual’s prior year aggregate tradition IRA, Roth
IRA, and defined contribution account balance exceeds the $10 million limit”. Even more

extreme treatment will apply to those who have over $20,000,000 in combined accounts.

Furthermore, a loophole that allowed indirect funding of Roth IRAs by the “backdoor

Roth” technique could be eliminated for high earners.
What About Charity?

Charitable gifting does not seem to be impacted, except for what we call Grantor
Charitable Lead Annuity Trusts, and with higher income tax brackets charities may receive
more in donations, which would be good for charitable causes and those who work for
charities. It may be time to set up the family foundation you have been considering and get

it funded if you will be a high earner next year.

The use of Charitable Remainder Trusts will be more popular to spread large gains over
multiple tax years in order to avoid crossing applicable income thresholds. That being
said, some of the new provisions are applied based on Adjusted Gross Income (“AGI”)
thresholds, and since AGI is determined prior to deductions for charitable contributions
(or any other itemized deduction) large charitable donations will not prevent taxpayers

from being subject to some of the new taxes on high earners.
Miscellaneous Changes
Other changes proposed changes in the bill that are noteworthy include the following:

1. The 100% gain exclusion on the sale of Section 1202 Qualified Small Business Stock
will be limited to 50% of the gain for taxpayers with AGI exceeding $400,000

unless a binding contract was entered into prior to September 13th, 2021.
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2. Crypto currencies (Bitcoin, Ethereum, DOGEcoin, etc.) will be subject to the

constructive and wash sale rules as of January 1, 2022, so if your crypto currency
went “to the moon” and you want to lock in an offsetting position without triggering
gain do so before the end of the year. If you were less fortunate and get caught
“holding the bag” forget having #diamondhands! You now have until the end of the
year to sell your coins to harvest the loss and immediately buy back in. You would
be in the same position economically, but with the added benefit of being able to
recognize the loss and offset other passive income. This type of planning is
prevented for most, if not all, other marketable securities, but somehow crypto

currencies have managed to stay under the radar, until now.

. IRAs can no long invest in entities in which the IRA owner has a 10% or greater

ownership interest (this is presently 50%), or if the IRA owner is an officer. This
will also be considered an IRA requirement rather than a prohibited transaction,
which means that if the IRA invests even a small part of its holdings in such a
business the entire IRA will be disqualified resulting in loss of creditor protection
status and having taxes apply as if the IRA was liquidated. There is a proposed two

year transition period of IRA’s currently invested in these types of investments.

. The IRS will receive approximately $80,000,000,000 to enforce the tax law and

presumably audit many more taxpayers and bring in much more in tax revenues.

. The employer tax credit for wages paid to employees during family and medical

leave will expire in 2023 (2025 under present law).

. S-Corporations, that elected S-Corp status prior to May 13, 1996, will be permitted

to convert tax free to a partnership any time in the two years following passage of
the act. Under present law this would result in deemed taxable sale of all of the
assets of the S-Corporation at the time of conversion, so this will be a very good
opportunity for many taxpayers. An S corporation can generally convert tax-free
into a C corporation, but C corporations are not as flexible with respect to the
distribution and allocation of income as an entity taxed as a partnership. This will
be attractive for S corporation owners who wish to have greater flexibility and do
not expect that the ability to have significant income excluded from the Net

Investment Income Tax will come back any time soon.

. There are many changes to international taxation that are better left to the

international tax experts to explain.

. Those who deal with tax-related stress by smoking tobacco products will be sad to

hear of the proposed doubling of the excise taxes on cigarettes, small cigars, and
roll-your-own tobacco, in addition to several other new imposed nicotine taxes not

covered by this article.

Planning to Plan
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Once we have all of the aforementioned in mind, we can begin to plan, while also

recognizing that what actually occurs is likely to change.

Here are some examples of planning moves that may be considered at this time:

1. If you have an estate plan in progress get it done as soon as possible.

2. Charitable individuals who are over age 59-1/2 with large IRA’s may wish to

consider withdrawing monies from their IRAs and giving those monies to charity,

as IRA distribution rules are changed for the worse, and to receive a dollar-for-

dollar charitable deduction that is permitted this year, and may not be allowed in

the future. Until 2020, only taxpayers over age 70-1/2 can transfer IRA monies to

charity on a tax-free basis, and were limited to $100,000 per year.

3. Accelerating income into 2021 - Quite likely, 2021 tax rates will be much lower than

2022, and this will hopefully apply to the entire tax year.

That being the case, cash method taxpayers may accelerate income by transferring

accounts receivable in late December, so that they become taxable, and may wish to defer

the payment of expenses until 2022.

It is important to remember that there are advisors and others who stand to gain

economically by making recommendations and implementing changes that may backfire

on their clients, so caution is advised. For many individuals and families, the best thing to

do is to get all of the information and documentation organized, and to see a reputable tax

advisor in order to be farther up in line to get properly positioned once changes are (if they

are) ratified.

The following summary may help:

Summary of Tax Rate Changes
Current Proposed Effective Date
Top Individual Income 37% 39.6% Janupary 1, 2022
Tax Rate
18% on the first
Corporate Tax Rate 21% flat rate $400.000, 21% on January 1, 2022
income up to $5
million, and a rate of
26.5% on income in
excess of $10,000,000
Effective
Capital Gains Tax 20% 25% immediately for
transactions
originating afier
September 13, 2021.
Modified Adjusted N/A Includes investment January 1, 2022
Gross Income Tax income derived in the
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ordinary course of a
trade or business.

Grantor Trusts Typically not included in Included in “deemed | Only future trusts and
grantor’s estate, transfers owner’s” estate and future transfers.
not subject to sales tax sales are subject to tax.

Roth IRA’s IR A contributions are High income earners January 1, 2022
irrespective of account prohibited from
balance. contributing past $10
million.

Comparison chart GASSMAN, CROTTY & DENICOLO, P.A.

The coming months will undoubtedly see plenty of concerned people concerned about
protecting their income and assets from taxation. This will spur taxpayers across the
country to reacquaint themselves with their estate planners and CPA’s, and motivate

people to schedule their annual financial check-up.

Forbes Crypto & Tax Webcast: Get in-depth coverage and insights on how to
navigate the crypto tax landscape on September 21 at 2:30 p.m. (EST).
Register here.

Follow me on LinkedIn. Check out my website or some of my other work here.

% Alan Gassman

| am a board-certified estate planning and trust lawyer who practices at Gassman, Crotty & Denicolo in

Clearwater, Florida. | have an LL.M. in taxation from the... Read More
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