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Could a second “reconciliation” bill, combined with lack of unanimous Democratic and
Independent support for a 28% corporate income tax rate, conspire to nearly double the long-
term capital gain tax rate on individuals with more than $1 million of taxable income in the
current year? Recent legislative developments may greatly accelerate investors’ timelines for
pending transactions involving appreciated capital assets.

A Second Dose ... of Reconciliation

On April 5th, the Senate parliamentarian, Elizabeth MacDonough, ruled that a second
reconciliation bill could be passed by that chamber in the current fiscal year, which ends
September 30th. Reconciliation, which is limited to budget and revenue-raising matters, requires
only 50 votes in the Senate, with the concurrence of the Vice President. Without reconciliation,
current Senate rules would require 60 affirmative votes—unlikely, given 50 Republican Senators
and the current sharp, partisan divide.!

Prior to the parliamentarian’s ruling, many had believed that the recently enacted $1.9 trillion
COVID-109 relief legislation was the Democrats’ one and only shot to use the streamlined
reconciliation process this fiscal year. Those observers believed that the next chance for
significant legislation—absent a repeal of the so-called “Byrd Rule” ' —would be on or after
October 1st. The parliamentarian’s surprising ruling means a legislative package that includes
infrastructure improvements—and tax increases to pay for those initiatives—may be introduced
as early as mid-June.

New Variants

Earlier this year, the Biden Administration announced its near-term legislative agenda, which
consists of two primary components. First, a $2.3 trillion “Build Back Better” infrastructure
package would be introduced as soon as practicable, to be paid for primarily by an increase in the
corporate income tax rate, from 21% to 28%. Other economic and social initiatives would follow
in a second bill, to be paid for in part by a near-doubling of the long-term capital gain tax rate on
individuals having taxable income of $1 million or more. '

With the parliamentarian’s ruling, the first of these legislative initiatives may be introduced in
June, rather than in October. But there is a problem: Reconciliation probably will require the
concurrence of all 50 Democratic and Independent Senators; however, several moderates, most
notably Senator Joe Manchin (D-WV), do not support a 28% corporate income tax rate. Senator
Manchin and others support a maximum 25% rate.

The impact on anticipated revenue would be significant. According to the Tax Policy Center, an
increase in the corporate income tax rate from 21% to 28% would generate an additional $740
billion of revenue over the next 10 years." If the corporate rate were set instead at 25%, the



revenue shortfall would exceed $300 billion. Where would that shortfall be made up? Through
estate and gift tax reform? Not likely. Senator Bernie Sanders’ “For the 99.5 Percent Act”—
which would reduce the basic exclusion amount to $3.5 million, effectively eliminate grantor
retained annuity trusts (GRATS) as a viable strategy, and (most importantly) gut planning with
grantor trusts—won’t raise meaningful revenue." No, if the corporate income tax rate increase is
insufficient to pay for infrastructure improvements, the Democrats would look to raise revenue
from income taxes, not transfer taxes.

Which income tax proposals are substantial enough to raise $300 billion of lost revenue? We
don’t have to look very far: After the corporate income tax rate increase, a near-doubling of the
long-term capital gain tax rate on the wealthiest Americans appears next on the Biden
Administration’s agenda. According to the Tax Policy Center, such a rate increase would raise
$370 billion of revenue over the next 10 years“'—more than enough to cover the shortfall of a
25%, rather than 28%, corporate income tax.

When would the capital gain tax rate increase become effective? If the legislation is passed and
signed late in the second quarter or early in the third quarter, it’s unlikely to be effective as of a
future date, like January 1, 2022. A prospective effective date would create a market sell-off
across multiple asset classes that could send an already fragile economy into a tailspin. " With
the now-accelerated legislative timeline, the effective date of the capital gain tax rate increase
may be the date on which that legislation is introduced. Alternatively, any rate increase could be
made retroactive to January 1, 202/—which seems unfair, but is not unprecedented. For
example, tax rate increases in the Omnibus Budget Reconciliation Act (OBRA) of 1993, signed
by President Clinton on August 10™ of that year, were effective retroactively for all of 1993.

Immune Response

What if the potential events described in this article were to materialize: The infrastructure bill is
introduced in June, rather than in the fourth quarter; Senate moderates cap the corporate tax rate
increase at 25%, eschewing 28%; and the Democrats choose to raise additional revenue by
effectively doubling of the long-term capital gain tax rate on the wealthy? What are the
implications for private clients?

e Those who are considering sales of businesses, real estate holdings, or highly appreciated
concentrated stock positions may not have the luxury of waiting until the fourth quarter
of 2021 to pull the trigger on those transactions. Those who can do so arguably should
sell those positions by May 3 1st, before any tax legislation is likely to be introduced ...
and hope that any rate increases are not made retroactive to January 1, 2021. The cost of
delay may be steep. Consider the following example: Assume that a closely held business
interest with zero basis could be sold today for $10 million. At a capital gain tax rate of
20%, the net proceeds would be $8 million. If the capital gain tax rate were to increase to
39.6% prior to the date of sale, the sale price would have to increase by 32%—to $13.2
million—to net the same $8 million after tax. If instead the business interest were sold in
five years and the capital gain tax rate were then 39.6%, it would need to grow by 6% per
year to achieve the same $8 million of after-tax proceeds. That’s why selling by May 31st
may be a prudent hedge against a potential date-of-introduction effective date.
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o Installment sales to unfunded irrevocable (“intentionally defective’) grantor trusts (IGTs)
may need to be reconsidered. Most practitioners believe that IGTs must be “seeded” with
a gift well in advance of any sale of assets to the trust. If the target asset being given or
sold to the IGT is a closely held business interest or real estate, the increase in the capital
gain tax rate may double the income tax exposure of the grantor, meaning that the amount
transferred to the IGT will need to be scaled back to ensure that the grantor can meet her
or his income tax liability. Timing of a gift-and-sale transaction to an IGT has become a
much more important factor due to recent legislative developments. It may be advisable
to include a discretionary tax reimbursement clause, sanctioned in Revenue Ruling 2004-
64, in the IGT.

o Diversification of closely held positions in a single stock is often a prudent investment
strategy, but many investors hesitate because of the tax cost of diversification. With the
long-term capital gain tax rate on the brink of doubling for many, procrastinators should
reconsider tax-efficient diversification options, including an exchange fund. After the
effective date of any rate increase, a charitable remainder trust (CRT) may be an
attractive diversification strategy.

Financial advisors with clients who have highly appreciated holdings should contact those clients
and urge them to consider immediate actions that may mitigate the legislative threat. We live in a
challenging environment. Those challenges are not limited to vaccines and social distancing.

The views expressed herein do not constitute, and should not be considered to be, legal or tax advice.
Politics and tax rules are complicated, and their impact on a particular individual may differ depending on
her or his specific circumstances. Please consult with your legal or tax advisor regarding your particular
situation.
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