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How Biden’s Proposed American Families Plan
Might Affect You

President Biden presented his proposed American Families Plan (AFP) during his Joint
Session of Congress address on April 29, 2021. What follows is an overview of what is
included in the plan. But this is only his wish list; Congress will need to draft proposed
legislation that will have to pass in both the House of Representatives and the Senate before
becoming law. With a price tag of more than $1.8 trillion, many on both sides of the political
aisle think the plan is too expensive. As with virtually all legislation, the provisions will be
debated, altered and deleted during Congressional negotiations. The final bill, if passed, may
be quite different than the original proposed version.

BENEFITS
Education Benefits — The AFP primarily incorporates education benefits that, if passed,
would add four years of free public education and provide federal funds to certain higher

education institutions. More specifically, it would address:

e Pre-Kindergarten Education — Provide free universal preschool to all three- and four-
year-olds.

Community College Education — Provide two years of tuition-free community college
education, including for DREAMers.

Pell Grants — Increase Pell Grants by approximately $1,400 to assist low-income
families and DREAMers.

College Retention and Completion Rates — Include a $62 billion grant program to
invest in completion and retention activities at colleges and universities (particularly
community colleges) that serve high numbers of low-income students. States,
territories and tribes will receive grants to provide funding to colleges that adopt
innovative, proven solutions for student success.

e Subsidized Tuition — For families earning less than $125,000, provide two years of
subsidized tuition at historically black colleges and universities and other minority-
serving institutions. The plan would expand and create additional grants for these
schools to strengthen their academic, administrative and fiscal capabilities, including by
creating or expanding educational programs in high-demand fields such as STEM,
computer sciences, nursing and related health care.

Education, Teachers and Educators — The AFP includes several provisions to increase
college retention and completion rates, address teacher shortages, improve teacher
preparation and strengthen pipelines for teachers of color. It would double scholarships for
future teachers from $4,000 to $8,000 per year while they are earning their degree and would
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also help current teachers earn in-demand credentials.

Child Tax Credit — The President is proposing that the Child Tax Credit increases included in
the American Rescue Plan Act (ARPA) be made permanent. The ARPA increased the Child
Tax Credit from $2,000 per child to $3,000 per child six years old and above and $3,600 per
child under six years old. It also made 17-year-olds eligible children for the credit and made
the credit fully refundable and payable periodically during the year. These changes were for
2021 only. The AFP proposal would extend the ARPA increases through 2025 and make the
refundability permanent.

Child & Dependent Care Tax Credit — The ARPA, for 2021 only, made this credit fully
refundable and provided a credit equal to 50% of the expenses before phaseout. The
maximum amount of expenses that can be used to compute the credit was increased to
$8,000 for one qualified individual and $16,000 for two or more qualified individuals. As under
prior law, a dependent child qualifies if they are under the age 13. The maximum credit is
$4,000 (50% of $8,000) for one eligible individual and $8,000 (50% of $16,000) for two or
more eligible individuals. The AFP would make these changes permanent.

Earned Income Tax Credit (EITC) for Childless Workers — The ARPA essentially tripled
the EITC for childless workers for 2021 only. The one-year change increased the maximum
credit from $543 to $1,502. Biden is asking Congress to make this increase permanent.

Paid Family Leave — The AFP would create a program that would ensure workers receive
partial wage replacement to take time to bond with a new child, care for a seriously ill loved
one, deal with a loved one’s military deployment, find safety from sexual assault, stalking or
domestic violence, heal from a serious illness of their own or take time to deal with the death
of a loved one. It would guarantee twelve weeks of paid parental, family and personal
illness/safe leave by year 10 of the program and also ensure that workers get three days of
bereavement leave per year starting in year one. The program would provide workers up to
$4,000 a month, with a minimum of two-thirds of average weekly wages being replaced,
rising to 80 percent of average weekly wages for the lowest-wage workers.

Health Insurance — The AFP would extend the expanded ACA health insurance premium tax
credits included in the ARPA that lowered health insurance costs by an average of $50 per
person per month for nine million people, and it would enable four million uninsured people to
gain coverage. In addition to other provisions, individuals would be able to enroll in Medicare
at age 60.

TAX INCREASES TO PAY FOR THE BENEFITS

Corporate Tax Rate — The proposal would increase the corporate tax rate from 21% to 28%
(the rate was 35% before the 2018 tax reform).

Individual Marginal Tax Rates — The proposal would increase the top marginal tax rate from
37% to 39.6% for taxpayers with taxable income in excess of $400,000. That may be an
oversimplification since tax rates take into account a taxpayer’s filing status. According to Jen
Psaki, the White House press secretary, the 39.6% rate would apply to families with a taxable
income of $509,300 or greater and single individuals with a taxable income of $452,700 or
greater. Also, keep in mind that tax rates are adjusted for inflation annually.

Capital Gains Tax — The proposal would end the lower maximum capital gains rates for
households making over $1 million (the top 0.3 percent of all households), thus having them
pay the same 39.6% rate on all their income and equalizing the rate paid on investment
returns and wages.

Basis Step-up — Currently, when assets are inherited, their basis in the hands of the
beneficiary is the fair market value of the asset at the date of the decedent’s death. Taxable
gain when an asset is sold is the difference between the selling price and the asset’s basis.
Thus, under current law, assets can be transferred to beneficiaries without any income tax
liability for the beneficiaries.

Under the AFP, any basis step-up would be eliminated for gains in excess of $1 million ($2.5
million per couple when combined with existing real estate exemptions), ensuring the gains
will be taxed if the property is not donated to charity. The reform would be designed with




protections so heirs will not have to pay taxes on family-owned businesses and farms given to
them if they continue to run the business.

Carried Interest — Carried interest is a share of a private equity partnership’s or fund’s profits
that serves as compensation for fund managers. Because carried interest is considered a
return on investment, currently it is taxed at a capital gains rate and not an ordinary income
rate. The proposed tax changes would eliminate carried interest, and thus the income would
be taxed at ordinary rates.

Like-kind Exchange for Real Estate — Sec 1031 of the Internal Revenue Code allows
taxpayers to exchange real estate used in business or for investment for other business or
investment real estate and avoid taxation by deferring the gain in the replacement property.
The proposed plan would eliminate Section 1031 like-kind exchanges for real estate investors
when they exchange property on gains greater than $500,000.

Excess Business Losses - An “excess business loss” is the excess (if any) of the taxpayer’s
aggregate deductions for the tax year that are attributable to trades or businesses of the
taxpayer (determined without regard to whether or not the deductions are disallowed for that
tax year) over the sum of

(i) the taxpayer’s aggregate gross income or gain for the tax year attributable to those
trades or businesses plus

(i) $250,000 (200% of that amount for a joint return (i.e., $500,000)). This amount is
adjusted for inflation.

The current limitation is through 2021. The proposed changes would permanently extend the
current limitation restricting large excess business losses.

Medicare Tax — Currently there is a 2.9% Medicare surtax on earned income (wages, self-
employment) for taxpayers whose earnings exceed $250,000 (joint), $125,000 (married filing
separate) or $200,000 (others). When added to the regular 0.9% Medicare rate, the total paid
is 3.8%. There is also a 3.8% Medicare surtax on net investment income that applies when
the taxpayer’s income exceeds $250,000, $125,000 or $200,000, depending on their filing
status. Biden’s plan would apply the 3.8% surtax consistently to those with income over
$400,000.

Tax Preparer Regulation — The proposal would give the IRS the authority to regulate paid
tax preparers. Currently, CPAs and Enrolled Agents have continuing education requirements,
as do tax preparers in Oregon and California. However, in other states, individuals can
prepare tax returns without any oversight, which results in high error rates. These unregulated
preparers charge taxpayers large fees while exposing them to costly audits.

Compliance — The proposal would substantially raise the IRS’s budget to increase tax
compliance of high-income earners and large corporations, businesses and estates.

Bank Information Reporting — The proposal would require financial institutions to report to
the IRS how much money came into and out of individuals’ and businesses’ accounts each
year.

This material is a synopsis of key provisions of the President’s American Families Plan but
does not include all proposed changes. Consult the White House fact sheet for additional
provisions and details.

How Employee Stock Options Are Taxed

Many companies will offer stock options to key employees as an incentive to help grow the
companies’ market value. The options give the employee the right to buy up to a specified
number of shares of the company’s stock at a future date at a specific price. Generally,
options are not immediately vested and must be held for a period of time before they can be
exercised. Then, at some later date, and assuming the stock price has appreciated to a value
higher than the option price of the stock, the employee can excise the options (buy the



https://www.whitehouse.gov/briefing-room/statements-releases/2021/04/28/fact-sheet-the-american-families-plan/

shares), paying the lower option price for the stock rather than the current market price. This
gives the employee the opportunity to participate in the growth of the company through gains
from the sale of the stock without the risk of ownership.

There are two basic types of employee stock options for tax purposes, a non-statutory option
and a statutory option (also referred to as the incentive stock option), and their tax treatment
is significantly different.

Non-statutory Option — The taxability of a non-statutory option occurs at the time the option
is exercised. The gain is considered ordinary income (compensation) and is supposed to be
included in the employee’s W-2 for the year of exercise. We say “supposed to be” because it
is not uncommon to see smaller firms mishandle the reporting.

The employee has the option to sell or hold the stock he or she has just purchased, but
regardless of what he or she does with the stock, the gain, which is the difference between the
option price and market price of the stock at the time of the exercise, is immediately taxable.
Because of the immediate taxation, most employees who have been granted options will,
when exercising their options, immediately sell their stock. Under that scenario, the W-2 will
reflect the profit and Form 8949 (the tax form used to report sales of stock and other capital
assets) may need to be prepared to show the sale, essentially with no gain or loss, so that the
gross proceeds of sale reported on the return are matched up with the sale reported to IRS
(on Form 1099-B). If there was a sales cost, such as a broker's commission, then the result
would be a reportable loss, albeit usually a small amount. Since the difference between the
option price and market price is included in wages, it is also subject to payroll taxes (FICA).

If an employee chooses to hold the stock, he or she would have to pay the tax on the
difference between the option price and exercise price, plus the FICA tax, from other funds. If
the stock subsequently declines in value, the employee is still stuck with the gain reported
when the option was exercised. Any loss on the subsequent sale of the stock would be limited
to the overall capital loss limitation of $3,000 per year.

Statutory (Incentive) Options — What makes the taxation of a statutory option different from
a non-statutory option is that no amount of income is included in regular income when the
option is exercised. Thus, the employee can continue to hold the stock without any tax
liability; and, if he or she holds it long enough, any gain would become a long-term capital
gain. To achieve long-term status, the stock must be held for:

e More than 1 year after the stock option was exercised, and
e More than 2 years after the option was granted.

The advantage of long-term capital gains is that they are taxed at lower maximum rates. For
example, the capital gains tax rate is 15% for a taxpayer who might otherwise be in the 32%
tax bracket.

There is a dark side to statutory options, however. The difference between the option price
and market price, termed the spread, is what is called a preference item for alternative
minimum tax (AMT) purposes. If the spread is great enough, that might cause the AMT to kick
in for the year of exercise. If a taxpayer is already subject to the AMT, this would add to the
tax; and, even if not, it might push him or her into the AMT. The current year AMT will be in
addition to any tax when the stock is ultimately sold but will establish a higher tax basis for
the AMT should it come into play in the year the stock is eventually sold. Not all AMT
scenarios can be addressed in this article in detail, so additional guidance may be
appropriate.

If the stock is sold before it achieves the long-term holding period requirements described
above, the tax treatment is essentially the same as for a non-statutory option.

If you are planning to exercise employee stock options and have questions or wish to do
some tax planning to minimize the tax bite, please give this office a call.

Thank you for selecting our firm for your tax and accounting needs. We appreciate the
confidence you have shown in us, and we remain ready to assist you at any time.

Scott Jensen




Kramer & Jensen, LLC

The contents of this newsletter are intended to convey general information only and not to provide accounting or tax
advice or opinions. The content should not be construed as, and should not be relied upon for, accounting or tax advice
in any particular circumstance or fact situation. We recommend you contact us to discuss the application to any

specific situation.
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