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Federal Taxes Weekly Alert,

Some key points in dealing with the net investment income tax

The Code Sec. 1411 surtax on the unearned income of higher-income individuals, which just went into 

effect last year, is likely to play a more prominent role in year-end planning and tax planning in general 

now that taxpayers and their advisors have a firmer grasp on the mechanics of the surtax and who is 

most likely to be impacted by it. This article provides an overview of how the surtax works, as well as a 

number of techniques to potentially reduce or avoid it.

Background.  For tax   years beginning after Dec. 31, 2012, certain unearned income of individuals, 

trusts, and estates is subject to a surtax (i.e., it's payable on top of the regular tax   payable on that 

income). The surtax-also called the "unearned income   Medicare contribution tax  " or the "net investment 

  income   tax  " (NII tax  )-is 3.8% of the lesser of (1) net investment income (NII) or (2) the excess of 

modified adjusted gross income (MAGI) over the threshold amount ($250,000 for joint filers or surviving 

spouses, $125,000 for a married individual filing a separate return, and $200,000 in any other case). 

( Code Sec. 1411(a)(1) , Code Sec. 1411(b) ) The threshold amount is not indexed for inflation.

MAGI is adjusted gross income (AGI) plus any amount excluded as foreign earned income under Code 

Sec. 911(a)(1) (net of the deductions and exclusions disallowed with respect to the foreign earned 

income). ( Code Sec. 1411(d) ) Additional adjustments to MAGI may be required for an individual that is a 

U.S. shareholder of a controlled foreign corporation (CFC) or that is a U.S. person that directly or 

indirectly owns an interest in a passive foreign investment company (PFIC). ( Reg. § 1.1411-2(c)(2) )

RIA observation: An individual's AGI is gross income minus specific deductions. The 

deductions allowed in computing AGI include trade or business expenses, losses from 

sale or expense of property, deductions attributable to rents and royalties, contributions 
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to certain retirement accounts or plans, alimony and separate maintenance payments, 

and the moving expense deduction. Deductions other than these-which are taken into 

account in arriving at AGI-will not reduce AGI (or MAGI) for purposes of the above AGI 

threshold. However, as explained in more detail below under "Deductible expenses," 

such other deductions will in some cases be taken into account in determining (reduc-

ing) the amount of NII. 

For an estate or trust, the surtax is 3.8% of the lesser of (1) undistributed NII or (2) the excess of AGI (as 

defined in Code Sec. 67(e) ) over the dollar amount at which the highest income tax bracket applicable to 

an estate or trust begins ($12,150 for 2014). ( Code Sec. 1411(a)(2) )

RIA observation: Under Code Sec. 67(e) , a trust's AGI is computed in the same way 

as an individual's AGI, except that the following items are deductible in full: trust 

administration expenses that wouldn't have been incurred if the property weren't held in 

trust; personal exemptions under Code Sec. 642(b) ; trust income required to be 

distributed currently under Code Sec. 651 ; and other amounts properly paid or 

credited or required to be distributed under Code Sec. 661 . 

Net investment income-broad definition. For purposes of the 3.8% surtax, NII is investment income 

less deductions properly allocable to such income. ( Code Sec. 1411(c) ) NII is:

(1) gross income from interest, dividends, annuities, royalties, and rents, unless derived in the 

ordinary course of a trade or business to which the NII tax doesn't apply. (For businesses to which 

the NII applies, see (2), below). ( Code Sec. 1411(c)(1)(A)(i) ) If an individual owns or engages in a 

trade or business directly or indirectly through a disregarded entity (under Reg. § 301.7701-3 ), the 

determination of whether an item of gross income from interest, dividends, annuities, royalties, and 

rents is derived in a trade or business is made at the individual level. ( Reg. § 1.1411-4(b)(1) ) 

Income, gain, or loss which is attributable to an investment of working capital isn't treated as derived 

from a trade or business and thus is subject to the tax; ( Code Sec. 1411(c)(3) )

(2) other gross income derived from a trade or business to which the 3.8% surtax does  apply. ( Code 

Sec. 1411(c)(1)(A)(ii) ) The 3.8% surtax applies to a trade or business only if it is a Code Sec. 469 

passive activity of the taxpayer or a trade or business of trading in Code Sec. 475(e)(2) financial 

instruments or commodities (i.e., a "trading activity"); ( Code Sec. 1411(c)(2) ) and

(3) net gain (to the extent taken into account in computing taxable income) attributable to the 

disposition of property, other than property held in a trade or business to which the 3.8% tax doesn't  

apply. ( Code Sec. 1411(c)(1)(A)(iii) ) Gain or loss from a disposition of an interest in a partnership 
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or S corporation is taken into account by the partner or shareholder as NII only to the extent of the 

net gain or loss that the transferor would take into account if the entity had sold all its property for fair 

market value immediately before the disposition. ( Code Sec. 1411(c)(4) )

Investment   income doesn't include amounts subject to self-employment tax   ( Code Sec. 1411(c)(6) ), 

distributions from tax  -favored retirement plans (e.g., qualified employer plans and IRAs) ( Code Sec. 

1411(c)(5) ), or tax  -exempt income   (e.g., earned on state or local obligations).

The tax   does not apply to: a nonresident alien or trusts all the unexpired interests in which are devoted 

to charitable purposes. ( Code Sec. 1411(e) )

Details on what income is and isn't included in NII.Items included in NII.  The following income is 

included in NII:

...Passive activity income.   The 3.8% surtax applies to income from a passive investment activity under 

Code Sec. 469 . A passive activity is any activity that involves the conduct of any trade or business in 

which the taxpayer doesn't materially participate. The passive activity loss rules can be complex. For 

example, any rental activity is generally per se  a passive activity, even if the taxpayer materially 

participates in the activity, unless the taxpayer qualifies as a "real estate professional." A taxpayer who is 

a qualifying real estate professional isn't automatically entitled to treat a real estate rental activity as non-

passive; he must meet the general material participation standard with respect to that activity to be 

nonpassive and excluded from NII. ( T.D. 9644, 11/26/2013 ) Under the "self-rental rule" for taxpayers that 

rent property for use in their trade or business activity in which they materially participate, the rental 

income is treated as non-passive and, as a result, that income won't be subject to the NIIT. (Reg. § 

1411-4(g)(6))

A "passive" investor should explore the passive activity income rules with a tax adviser knowledgeable in 

the passive activity loss (PAL) area to see whether it would be possible (and worthwhile) to increase 

participation in the activity before the end of the year to qualify as a material participant in the activity. In 

addition, taxpayers that own interests in a number of passive activities should reexamine the way they 

group their activities as special "grouping" rules may apply that would be advantageous in offsetting 

passive gains against passive losses.

...Gain.  The following gains (to the extent taken into account in computing taxable income) are taken into 

account in computing NII:

... gains from the sale of stocks, bonds, and mutual funds;

... capital gain distributions from mutual funds;
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... gains from the sale of investment real estate (including gain from the sale of a second home that is 

not a primary residence); and

... gains from the sale of interests in partnerships and S corporations (to the extent the partner or 

shareholder was a passive owner); and

... gain attributable to the investment   of working capital. ( Reg. § 1.1411-4(d)(4) , Questions and 

Answers on the NII Tax  , Q&A 10)

Items not included in NII.  The following aren't included in NII:

... wages;

... self-employment income;

... operating income from a business that's not a passive activity under Code Sec. 469 ;

... tax  -exempt interest;

... unemployment compensation;

... Social Security benefits;

... self-employment income  ;

... tax  -exempt interest;

... alimony;

... Alaska Permanent Fund dividends. ( Reg. § 1.1411-4(d)(4) , Questions and Answers on the NII 

Tax  , Q&A 9)

... items that are excluded from gross income   for income   tax   purposes. ( Reg. § 1.1411-1(a) ) 

Thus, items of tax  -exempt income   (e.g., interest on exempt state and local bonds) are not only not 

be included in the AGI threshold but also are not included in NII;

... income from an active (non-passive) trade or business, whether conducted by a sole proprietor, 

partnership, or S corporation, isn't subject to the surtax. An employee is treated as engaged in the 

trade or business of being an employee, so, amounts paid by an employer to an employee that are 

treated as wages aren't NII (Preamble to Prop Reg, 11/30/2012, Questions and Answers on the NII 

Tax, Q&A 9); and

... the following gains:

(1)

... $250,000 ($500,000 for a married couple) of gain excluded under the homesale exclusion;

(2)

... deferred gain on an installment sale;
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(3)

... gain on a like-kind exchange; and

(4)

... gain on an involuntary conversion. ( Reg. § 1.1411-4(d)(4) , Questions and Answers on the NII 

Tax, Q&A 11)

RIA observation: A taxpayer may want to consider donating appreciated long-term 

stock to charity rather than donating cash. This will avoid capital gains tax on the built-in 

gain of the security and avoid the 3.8% NIIT on that gain, while generating an income 

tax charitable deduction equal to the fair market value of the security. 

RIA observation: NII also doesn't include: ... veterans' benefits;

... worker's compensation;

... life insurance proceeds received by reason of the insured's death, which aren't 

included in the recipient's gross income; and

... the tax-free inside buildup of the cash surrender value of life insurance.

Deductible expenses. The following expenses may be deductible in computing NII:

... adjustments to income;

... itemized deductions (that are allocable to NII);

... losses;

... other deductions allowed by subtitle A of the Code and identified by IRS in published guidance, 

that are properly allocable to gross income or net gain for NIIT purposes and are allowable in 

computing NII;

... investment   interest expenses;

... investment   advisory fees;

... brokerage fees;

... expenses related to rental and royalty income  ;

... tax   preparation fees;

... fiduciary expenses (in the case of an estate or trust); and

... state and local income taxes. ( Reg. § 1.1411-4(f) , Questions and Answers on the NII Tax  , Q&A 

13)
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A taxpayer should consider whether it is advisable to accelerate deductions or "harvest" capital losses to 

offset capital gains that are subject to the surtax.

Only properly allocable deductions may be taken into account in determining NII. Thus, only amounts paid 

or incurred by a taxpayer to produce gross income or net gain that is included in NII may be deducted in 

determining NII. The income tax principles that apply in determining the amount and timing of a deduction 

generally apply for NII tax purposes. ( Reg. § 1.1411-4(f)(1) )

If a properly allocable deduction is allocable to both NII and items that are excluded from gross income for 

income tax purposes (excluded income), taxpayers may use any reasonable method to determine the 

portion that is properly allocable to NII (such as an allocation based on the ratio of the taxpayer's gross 

income (including net gain) included in NII to the taxpayer's AGI). ( Reg. § 1.1411-4(g)(1) ) A deduction 

carried over to a tax year and allowed for that year in determining AGI is also allowed in determining NII, 

even if the deduction is carried over from a pre-2013 tax year in which the NII tax wasn't in effect. 

(Preamble to Prop Reg11/20/2012)

Deferral or disallowance provisions used in determining AGI apply to the determination of NII. Any 

deductions in excess of the gross income and net gain that are included in NII aren't taken into account in 

determining NII in any other tax year, except as allowed for income tax purposes. These provisions 

include:

... the Code Sec. 163(d) limitation on investment interest;

... the Code Sec. 465(a)(2) at-risk limitation;

... the Code Sec. 265 disallowance of expenses relating to tax-exempt interest;

... the Code Sec. 469(b) passive activity loss limitation;

... the Code Sec. 704(d) partner loss limitation;

... the Code Sec. 1212(b) capital loss limitation; and

... the Code Sec. 1366(d)(2) S corporation shareholder loss limitation. (Preamble to Prop Reg, 

11/30/2012)

Retirement plans and income from retirement plans. The following qualified retirement plans or 

arrangements aren't subject to the NII tax:

... pension, stock bonus, or profit-sharing plans;

... individual retirement accounts (IRAs);

... Roth IRAs;
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... Code Sec. 403(a) annuity plans;

... Code Sec. 403(b) tax-sheltered annuities; and

... deferred compensation plan of a State and local government or a tax-exempt organization.

The 3.8% surtax may make Roth IRAs look like a more attractive alternative for higher-income individuals. 

Qualified distributions from Roth IRAs are tax-free and thus won't be included in MAGI or in NII. By 

contrast, distributions from regular IRAs (except to the extent of after-tax contributions) will be included in 

MAGI, although they will be excluded from NII.

Taxpayers who are thinking of converting regular IRAs to Roth IRAs this year should do so with care, as 

the move will increase MAGI, and therefore potentially expose-or expose more of-their NII to the 3.8% 

surtax.

Avoiding the impact of the surtax. In short, the NII tax under Code Sec. 1411 is imposed at a rate of 

3.8% on certain NII of individuals, estates and trusts that have income above a statutory threshold 

amount. That is, a taxpayer won't be subject to the tax if he either has no NII or doesn't have MAGI over 

the threshold amount.

Additional income that isn't NII may cause the NII tax to increase. For a taxpayer whose MAGI exceeds 

his threshold amount by less than the amount of his NII, each additional dollar of non-NII income will add 

$1 to the amount subject to the NII tax. For a taxpayer whose MAGI exceeds his threshold amount by the 

amount of his NII or more, an additional dollar of non-NII income will have no effect on the NII tax-i.e., the 

taxpayer will continue to pay the 3.8% tax on the full amount of his NII.

Illustration : Albert, a single taxpayer, has $220,000 of MAGI, which includes $50,000 

of NII. He must pay a surtax of $760. The $760 amount is the lesser of (a) 3.8% of 

$50,000 NII; or (b) 3.8% of the $20,000 excess of MAGI over the $200,000 threshold 

amount. ( Reg. § 1.1411-2(b)(2) ) 

RIA illustration : Bert, a single taxpayer, has $220,000 of MAGI, all $220,000 of which 

is NII. He must pay a surtax of $760. The $760 amount is the lesser of (a) $8,360-i.e., 

3.8% of $220,000 NII; or (b) 3.8% of the $20,000 excess of MAGI over the $200,000 

threshold amount. 

RIA illustration : Chuck, a single taxpayer, has $500,000 of MAGI, $20,000 of which is 

NII. He must pay a surtax of $760. The $760 amount is the lesser of (a) $760-i.e., 3.8% 
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of $20,000 NII; or (b) $11,400-i.e., 3.8% of the $300,000 excess of MAGI over the 

$200,000 threshold amount. 

Thus, lowering or avoiding the surtax requires lowering or eliminating NII and/or his MAGI. In appropriate 

cases, this might mean deferring income from one year to another (e.g., using installment sales) or 

choosing investments   that yield tax  -exempt income  .

RIA observation: A taxpayer may want to consider rebalancing his investment   

portfolio to emphasize growth stocks over dividend-paying stocks. While the capital 

gain from these investments   will be included in NII, the surtax will be deferred until the 

stock is sold and capital gains can be offset by capital losses, which isn't the case with 

dividends. 

© 2014 Thomson Reuters/Tax & Accounting. All Rights Reserved.


