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Net Investment Income Tax: Guidance Under Section 1411.—Req. §§1.1411-0—1.1411-10,
providing guidance under section 1411 affecting individuals, estates, and trusts, are proposed
(published in the Federal Register on December 5, 2012) (REG-130507-11).

§1.1411-4. Definition of net investment income

{(a) In general— For purposes of section 1411 and the regulations thereunder, net investment income
means the excess (if any) of—

(1) The sum of—

(i) Gross income from interest, dividends, annuities, royalties, rents, substitute interest
payments, and substitute dividend payments, except to the extent excluded hy the ordinary
course of a trade or business exception described in paragraph (b) of this section;

(i) Other gross income derived from a trade or business described in §1.1411-5; and

{(iif) Net gain (fo the extent taken into account in computing taxable income) attributable to the
disposition of property, except to the extent excluded by the exception described in paragraph
(d)(3}(ii)(A) for gain or loss attributable to property held in a trade or business not described in
§1.1411-5; over

{2) The deductions allowed by subtitle A that are properly allocable to such gross income or net
gain (as determined in paragraph {f) of this section).

{b) Ordinary course of a frade or business exception.— Gross income described in paragraph (a)
(1)(i) of this section is excluded from net invaestment income if it is derived in the ordinary course of a
trade or business not described in §1.1411-5. See §1.1411-6 for rules regarding working capital. To
determine whether gross income described in paragraph (a)(1)(i) of this section is derived in a trade or
business, the following rules apply.

{1} Inthe case of an individual, estate, or rust that owns or engages in a trade or business
directly (or indirectly through ownership of an interest in an entity that is disregarded as an entity
separate from its owner under §301.7701-3}, the determination of whether gross income described
in paragraph {a)(1)(i} of this section is derived in a trade or business is made at the individua! level.

(2) Inthe case of an individual, estate, or trust that owns an interestin a trade or business through
one or more passthrough entities for Federal tax purposes {for example, through a partnership or

S corporation), the determination of whether gross income described in paragraph {a)}(1){i) of this
section is—

{i) Derived in a trade or business described in §1.1411-5(a){1) is made at the owner level; and
{(ii} Derived in a frade or business described in §1.1411-5(a)(2) is made at the entity level.

(3) The fallowing examples illustrate the provisions of this paragraph {b).

Example 1. Multiple passthrough entities. A, an individual, owns an interest in UTP, a partnership,
which is engaged in a trade or business. UTP owns an interest in LTP, also a partnership, which

is not engaged in a trade or business. LTP receives $10,000 in dividends, $5,000 of which is
allocated to A through UTP. The $5,000 of dividends is not derived in a trade or business because
LTF is not engaged in a trade or business. This is true even though UTP is engaged in a trade or
business. Accordingly, the ordinary course of a trade or business exception described in paragraph
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(b} of this section does not apply, and A's $5,000 of dividends is net investment income under
paragraph (a){1)(i} of this section.

Example 2. Entity engaged in trading in financial instruments. B, an individual, owns an interest in
PRS, a partnership, which is engaged in a trade or business of trading in financial instruments (as
defined in 81.1411-5{a}(2)). PRS" trade or business is not a passive activity (within the meaning

of section 469) with respect to B. In addition, B is not directly engaged in a trade or business of
trading in financial instruments or commedities. PRS earns interest of $50,000, and B's distributive
share of the interest is $25,000. Because PRS is engaged in a trade or business described in
§1.1411-5(a)(2), the ardinary course of a trade or business exception described in paragraph (b)
of this section does not apply, and B's $25,000 distributive share of the interest is net investment
income under paragraph (a)(1)(i} of this section.

Example 3. Application of ordinary course of a trade or business exception. C, an individual,

owns stock in 8 corporation, S. S is engaged in a banking trade or business (that is not a trade

or business of trading in financial instruments or commodities), and 5's trade or business is not a
passive activity (within the meaning of section 469) with respect to C. S earns $100,000 of interest
in the ardinary course of its frade or business, of which $5,000 is C's pro rata share, Because S is
not engaged in a trade or business described in §1.1411-5{a}(2) and because S's frade or business
is not a passive activity with respect to C (as described in §1.1411-5(a)(1)}, the ordinary course of
a trade or business exception described in paragraph (b) of this section applies, and C's $5,000 of
interest is not included under paragraph {a){1){i) of this section.

(c) Other gross income from a trade or business described in §1.1411-5

{1) Passive activity.— For a trade or business described in §1.1411-5(a){1), paragraph (a){1)
(i} of this section includes other gross income that is not gross income described in paragraph
(@)(1)(i} of this section or net gain described in paragraph {a}{1){iii) of this section. Thus, fora
trade or business described in §1.1411-5(a)(1), if an item of gross income or net gain is subject
to paragraph {a}(1){i) or (iii} of this section, it is generally not other gross income described in
paragraph (a)(1)(ii) of this section.

(2) Trading in financial instruments or commodities — For a trade or business described in
§1.1411-5(a)(2)), paragraph (a){(1}(ii} of this section includes all other gross income that is not
gross income described in paragraph (a)(1)(i) of this section. For example, any gain from marking
to market under section 475(f) or section 1256 and any realized gain from the disposition of
property held in the trade or business is classified as other gross income subject to paragraph (a)
(1)(ii} of this section {and not classified as net gain under paragraph {a)(1)iii} of this section).

{d) Nef gain.— This paragraph (d) describes special rules for purposes of paragraph (a)(1)(iii) of this
section.

{1) Definition of disposition.— For purposes of section 1411 and the regulations thersunder,
the term disposition means a sale, exchange, transfer, conversion, cash settlement, cancellation,
fermination, lapse, expiration, or other disposition.

(2) Limitation.— The calculation of net gain shall not be less than zero. Losses allowable under

section 1211(b) are permitted to offset gain from the disposition of assets other than capital assets
that are subject to section 1411.

(3) Net gain attributable to the disposition of propertyl

(i} In general— Net gain atiributable to the disposition of property is the gain described in
section 61(a)(3) recognized from the disposition of property reduced, but not below zero,
by losses deductible under section 165, including losses attributable to casualty, theft,
and abandonment or other worthlessness. The rules in subchapter O of chapter 1 and the
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regulations thereunder apply. See, for example, §1.61-6(b). Net gain shall include gain or loss
attributable to the disposition of property from the investment of working capital. See §1.1411-6.

(ii) Exception for gain or loss attributable to property held in a trade
or business not described in §1.1411-5

(A) General rule.— Net gain shall not include gain or loss attributable to property (other than
property from the investment of working capital {as described in §1.1411-8)) held in a trade
or business not described in §1.1411-5.

(B} Special rules for determining whether property is held in a trade or business.— To
determine whether net gain described in paragraph {a)(1)(iii} of this section is from property
held in a trade or business—

(1) A parinership interest or S corporation stock generally is not property heid in a trade
or business. Therefore, gain from the sale of a partnership interest or S corporation stock
is generally gain described in paragraph {a){1)(iii) of this section. See §1.1411-7 for rules
relating to dispositions of interests in partnerships or S corporations.

(2) Inthe case of an individual, estate, or trust that owns or engages in a trade or
business directly {or indirectly through ownership of an interest in an entity that is
disregarded as an entity separate from its owner under §301.7701-3), the determination
of whether net gain described in paragraph (a){1}{iii) of this section is attributable to
property held in a trade or business is made at the individual level.

(3) Inthe case of an individual, estate, or trust that owns an interest in a trade or
business through one or more passthrough entities for Federal tax purposes (for
example, through a partnership or S corparation), the determination of whether net gain
described in paragraph (a){1}(iii) of this section from such entity is aftributable to—

(i Property held in a trade ar business described in §1 1411-5(a)}(1) is made at the
owner level; and

(i) Property held in a trade or business described in §1.1411-5(a)(2) is made at the
entity level.

{C) Example.— Gain from rental activity. A, an unmarried individual, rents a boat to B

for $100,000 in Year 1. A's rental activity does not involve the conduct of a section 162
trade or business, but under section 469(c}{2), A's rental activity is a passive activity. In
Year 2, A sells the boat to B, and A realizes and recognizes taxable gain attributable to the
disposition of the boat of $500,000. Because the exception provided in paragraph (d)}{3)(i}
{A) of this section requires a trade or business, this exception is inapplicable, and therefore,
A's $500,000 gain will be taken into account under §1.1411-4{a){1){ii).

{iii) Adjustments to gain or loss attributable to the disposition of interests in a
partnership or § corporation.— Net gain shall be adjusted as provided in §1.1411-7 in the
case of the disposition of an interest in a partnership or S corporation.

(e) Distributions from estates and trusts — Net investment income includes a beneficiary's share of

652(b) and 662(b}, the character of such income constttutes gross mcome from items descrlbed in
paragraph (a)(1)(i} and {ii} of this section or net gain attributable to items described in paragraph (a){1)
(iii) of this section, with further computations consistent with the principles of this section, as provided
in §1.1411-3(e). '

(f) Properly allocable deductions
(1) General rule
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(1} In general.— Unless specifically stated otherwise, only properly allocable deductions
described in this paragraph {f} may be taken into account in determining net investment income.

(if) Limitations and carryovers.— Deductions allowed under this paragraph (f) shall not
exceed the total amount of gross income and net gain described in paragraph (a)(1) of this
section. Any deductions described in this paragraph (f} in excess of such gross income and
net gain shall not be taken into account in determining net investment income in any other
taxable year, except as allowed under chapter 1. However, in nc event will a net oparating
loss deduction allowsad under section 172 be taken into account in determining net investment
income for any taxable year. See Example 3 of paragraph (h) of this section.

(2) Properly allocable deductions described in section 62

(i) Deductions allocable fo gross income from rents and royalties.— Deductions described
in section 62(a)(4} allocable to rents and royalties described in paragraph (a}{ 1 }(i) of this section
(and that therefore constitute net investment income) shall be taken into account in determining
net investment income.

(it} Deductions allocable te gross income from trades or businesses described in
§1.1411-5.— Deductions described in section 62(a)(1) allocable to income from a frade or
business described in §1.1411-5 shall be taken into account in determining net investment
income to the extent the deductions have not been taken into account in determining self-
employment income within the meaning of §1.1411-9.

(i} Penalty on early withdrawal of savings.— Net investment income shall take into account
deductions described in section 62(a)}(9).

(3) Properly allocable deductions described in section 63(d)

(i) In general.— Net investment income shall take into account the following itemized
deductions:

(A) Investment inferest expense.— Investment interest (as defined in section 163(d){3))
1o the extent allowed under section 163(d)(1). Any investment interest not allowed under

section 163{d}(1) shall be treated as investment interest paid or accrued by the taxpayer in
the succeeding taxable year.

(B) Investment expenses.— Investment expenses (as defined in section 163(d}{4)C)).

(C) Taxes described in section 164(a)(3}.— In the case of taxes that are deductible under
section 164(a)(3) and imposed on hoth gross income (including net gain) described in
§1.1411-4(a)(1) and gross income (as defined under section 61(a)} that is not described

{(including net gain) described in §1.1411-4{@)(1} may be determined by taxpayers using
any reasonable method. For purposes of the prior sentence, an allocation of the deduction
based on the ratio of the amount of a taxpayer's gross income (including net gain) described
in §1.1411-4(a){1) to the amount of the taxpayer's gross income {as defined under section
61{a})} is an example of a reasonable method.

(ii) Application of limitations under sections 67 and 68.— Any deductions described

in this paragraph {){3) that are subject to section 67 (the 2-percent floar an miscellaneous
itemized deductions) or section 68 (the overall limitation on itemized deductions) are allowed
in determining net investment income only to the extent the items are deductible for chapter

1 purposes after the application of sections 67 and 68. For this purpose, section 87 is applied
hefore section 68. The amounts that may be deducted in determining net investment income
after the application of seclions 67 and 68 shall be determined as described in paragraph (F)(3)
(ii}(A) and (B) of this section.
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(A) Deductions subject to section 67.— The amount of miscellanecus itemized deductions
tentatively deductible in determining net investment income after applying section 67 (but
before applying section 68) is determined by multiplying a taxpayer's miscellaneous itemized
deductions otherwise allowable under this paragraph (f)(3) by a fraction. The numerator of
the fraction is the total miscellaneous itemized deductions allowed after the application of
section 67, but before the application of section 68. The denominator of the fraction is the
fotal miscellaneous itemized deductions before the application of sections 67 and 68. See
Example 6 of paragraph (h) of this section.

(B) Deductions subject fo section 68.— The amount of itemized deductions allowed in
determining net investment income after applying secticns 67 and 68 is determined by
multiplying a faxpayer's itemized deductions otherwise allowable under this paragraph (f)
{3), after the application of section 67, by a fraction. The numerator of the fraction is the fotal
itemized deductions allowed after the application of sections 67 and 68. The denominator of
the fraction is the fotal itemized deductions allowed after the application of section 67, but
before the application of section 8. Far this purpose, the term itemized deductions does not
include any deduction described in section 68{c}.

(4) Loss deductions.— Deductions allowed under this paragraph {f} do not include losses
described in section 165, whether described in section 62 or section 63{d}. Losses deductible
under section 165 are deductible only in determining net gain under paragraph (d) of this section,
and only to the extent of gains.

(a) Special rules for controlled foreign corporations and passive foreign investment
companies.— For purposes of calculating net investment income, additional rules in §1.1411-10{c}
apply to an individual, an estate, or a trust that is a United States shareholder that owns an interestin
a controlled foreign corporation {within the meaning of section 957(a)) or that is a United States person
that directly or indirectly owns an interest in passive foreign investment companies (within the meaning
of section 1297(a)). :

{h) Examples.— The following examples illustrate the provisions of this section. In each example,
unless otherwise indicated, the taxpayer uses a calendar taxable year, the taxpayer is a U.S. citizen,
and Year 1 is a taxable year in which section 1411 is in effect.

Example 1. Calculation of net gain. (i) In Year 1, A, an unmarried individual, realizes a capital loss of
$40,000 on the sale of P stock and realizes a capital gain of $10,000 on the sale of Q stock, resulting
in a net capilal loss of $30,000. Both P and Q are C carporations. A has no other capital gain or capital
loss in Year 1. In addition, A receives wages of $300,000 and earns $5,000 of gross income from
interest. For income tax purposes, under section 1211(b), A may use $3,000 of the net capital loss
against other income. Under section 1212(b)(1), the remaining $27,000 is a capital loss carryover.
For purposes of determining A's Year 1 net gain under paragraph (a)(1)(iii} of this section, A's gain
of $10,000 on the sale of the Q stock is reduced by A's loss of $40,000 on the sale of the P stock.
However, because net gain may not be less than zero, A may not reduce net investment income by
the $3,000 of the excess of capital losses over capital gains allowed for income tax purposes under
section 1211(b).

{ii) In Year 2, A has a capital gain of $30,000 on the sale of Y stock. Y is a C corporation. A has no
other capital gain or capital loss in Year 2. For income tax purposes, A may reduce the $30,000
gain by the Year 1 section 1212(b} $27,000 capital loss carryover. For purposes of determining A's
Year 2 net gain under paragraph (a){1)(iii} of this section, A's $30,000 gain may also be reduced by
the $27,000 capital loss carryover from Year 1. Therefore, in Year 2, A has $3,000 of net gain for
purposes of paragraph (a)(1){iii) of this section.

Example 2. Calculation of net gain. The facts are the same as in Example 1, except that in Year 1,

A also realizes a gain of $20,000 on the sale of Rental Property D, all of which is treated as ordinary
income under section 1250. For income tax purposes, under section 1211{b), A may use $3,000 of
the net capital loss against other income. Under segtion 1212(b){1} the remaining $27,000 is a capital
loss carryover. For purposes of determining A's net gain under paragraph (a}(1)(jii} of this section, A's
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gain of $10,000 on the sale of the Q stock is reduced by A's loss of $40,000 on the sale of the P siock.
A's $20,000 gain on the sale of Rental Property D is reduced to the extent of the $3,000 loss allowed
under section 1211(b). Therefore, A's net gain for Year 1 is $17,000 ($20,000 gain treated as ordinary
income on the sale of Rental Property D reduced by $3,000 loss allowed under section 1211).

Example 3. Section 172 net operating loss deduction. (i) In Year 1, A, an unmarried individual, has

the following items of income and deduction: $60,000 in wages, $20,000 in gross incoms from a trade
or business of trading in financial instruments or commodities (as defined in §1.14911-5(a)(2)) (trading
activity), $70,000 in loss from his sole proprietorship {which is not a trade or business described in
§1.1411-5), and $30,000 in trading activily expense deductions. As a result, for income tax purposes A
sustains a section 172(c) net operating loss of $20,000. A makes an election under sectlicn 172(b}(3)
to waive the carryback period for this net operating loss.

(i} For purposes of section 1411, A's net investment income for Year 1 is the excess {if any) of the
$20,000 in gross income from the trading activity over the $30,000 deduction for the trading activity
expenses. Net investment income cannot be less than zera for a taxable year. Therefore, A's net
investment income for Year 1 is $0.

{iii} For Year 2, A has $200,000 of wages, $100,000 of gross income from the trading activity, $80,000
of income from his sole proprietorship, and $10,000 in trading activity expense deductions. For income
tax purposes, A's $20,000 net operating loss carryover from Year 1 will be allowed as a deducfion. In
addition, under §1.1411-2{c), A's Year 1 $20,000 net operating loss will be allowed as a deduction in
computing A's Year 2 medified adjusted gross income.

(iv) For purposes of section 1411, A’s $20,000 nef operating loss carryover from Year 1 is not allowed
in computing A's Year 2 net investment income. As a result, A's Year 2 net investment income is
$90,000 ($100,000 gross income from the trading activity minus the $10,000 of trading activity
expenses).

Example 4. Section 121{a) exclusion. (i) In Year 1, A, an unmarried individual, sells a house that he
has owned and used as his principal residence for five years and realizes $200,000 in gain. In addition
to the gain realized from the sale of his principal residence, A also realizes $7,000 in long-term capital
gain. A has a $5,000 short-term capital loss carryover from a year preceding the effective date of
section 1411.

(ii) For income tax purposes, under section 121(a), A excludes the $200,000 gain realized from the
sale of his principal residence from his Year 1 gross income. In determining A's Year 1 adjusted gross
income, A also reduces the $7,000 capital gain by the $5,000 capital loss carryover allowed under

section 1211({b).

(iii) For section 1411 purposes, under section 121(a), A excludes the $200,000 gain realized from
the sale of his principal residence from his Year 1 gross income and, consequently, net investment
income. In determining A's Year 1 net gain under paragraph {a)(1}(iii} of this section, A reduces the
$7,000 capital gain by the $5,000 capital loss carryover allowed under section 1211(b).

Example 5. Section 163(d) limitation. (i) In Year 1, A, an unmarried individual, pays interest of $4,000
on debt incurred to purchase stock. Under §1.163-8T, this interest is allocable to the stock and is
investment interest within the meaning of section 163(d)(3}). A has no investment income as defined
by section 163(d)(4). A has $10,000 of income from a irade or business that is a passive activity (as
defined in §1,1411-5(a)(1)) with respect to A. For income tax purposes, under section 163{d)(1) A may
not deduct the $4,000 investment interest in Year 1. Under section 163(d)(2}, the $4,000 investment
interest is a carryforward of disallowed interest that is treated as investment interest paid by A in the
succeeding taxable year. Similarly, for purposes of determining A's Year 1 net investment income, A
may not deduct the $4,000 investment interest.

(i} In Year 2, A has $5,000 of section 163(d)(4) net investment income. For both income tax purposes
and for determining section 1411 net investment income, A's $4,000 carryforward of interest expense
disallowed in Year 1 may be deducted in Year 2.

Example 6. Seclions 67 and 68 limitations on itemized deductions. (i) A, an unmarried individual, has
adjusted gross income in Year 1 as follows:
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51,600,000

Interest income 400,000
Adjusted gross income $2,000,000

In addition, A has the following items of expense qualifying as itemized deductions:
Invesiment expenses $70,000
Job-related expenses 30,000
Investment interest expense 80,000
State income taxes 120,000

A's investment expenses and job-related expenses are miscellaneous itemized deductions. In
addition, A's investment interest expense and investment expenses are properly allocable to net
investment income (within the meaning of this section). A's job-related expenses are not properly
allocable to net invesiment incorne. Of the state income tax expense, $20,000 is properly allocable to
net investment income and $100,000 is not properly allocable to net investment income.

(i} A's 2-percent floor under section 67 is $40,000 (2 percent of $2,000,000). For Year 1, assume the
section 68 limitation starts at adjusted gross income of $200,000. The section 68 overall limitation
disallows $54,000 of A's itemized deductions that are subject to section 88 (3 percent of the excess of
$2,000,000 adjusted gross income over the $200,000 limitation threshold).

(iii) (A) A's total miscellaneous itemized deductions allowable before the application of section 67

is $100,000 ($70,000 in investment expenses plus $30,000 in job-related expenses), and the iotal
misceltaneous deductions allowed after the application of section 67 is $60,000 ($100,000 minus
$40,000).

(B} The amount of the deduction allowed for investment expenses after the application of section 67 is
computed as follows:

$70,000 x $60,000 = 542,000

$100,000 .

(C) The amount of the deduction aliowed for job-related expenses after the application of section 67 is
computed as follows:

$30,000 x $60,000 = $18,000

$100,000

{iv) {A) Under section 68, the $80,000 deduction for the investment interest expense is not subject fo
the section 68 limitation on itemized deductions.

{B) A's itemized deductions subject to the limitation under section 68 and allowed after application of
section 67, but before the application of section 68, are the following:

Investment expenses $42,000
Job-related expenses 18,000
State income tax $120,000
Deductions subject to section 68 $180,000

(C) Of A’s itemized deductions that are subject to the limitation under section 68, the amount allowed
after the application of section 68 is $126,000 ($180,000 minus the $54,000 disallowed in paragraph
(ii} of this Example 6). ’

(D) The amount of the investment expense deduction allowed after the application of section 68 is
determinad as follows:

$42,000 x $126,000 = $29,400
$180,000

{E) The amount of the state income tax deduction allowed after the applicaticn of section 68 and
properly allocable to net investment incorme is determined as follows:
$20,000 = $126,000 = $14,000
$180,000
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(F) The itemized deductions allowed after applying sections 67 and 68 and properly allocable to A's
net investment income are the following:

Investment interest expense $80,000
Investment expenses 29,400
State income taxes 14,000
ltemized deductions properly allocable to net investment income $123,400

(G) The amount of the state income tax deduction allowed afier the applicaiion of section 68 and not
properly allocable to net investment income is determined as follows:

$100,000 x $126,000 = $70,000
$180,000

{H) The job-related expenses deduction and $70,000 of the state income tax deduction are not
properly allocable deductions for purposes of section 14§1.

Example 7. Section 1031 like-kind exchange. (i) In Year 1, A, an unmarried individual who is not a
dealer in real estate, purchases Greenacre, a piece of undeveloped land, for $10,000. A intends to
hold Greenacre for investment.

(i) In Year 3, A enters into an exchange in which he transfers Greenacre, now valued at $20,000,
and $5,000 cash for Blackacre, another piece of undeveloped land, which has a fair market value of
$25,000. The exchange is a fransaction for which no gain or loss is recognized under section 1031.

(iii) In Year 3, for income tax purposes A does not recognize any gain from the exchange of Greenacre
for Blackacre. A's basis in Blackacre is $15,000 ($10,000 subsiituted basis in Greenacre plus $5,000
additional cost of acquisition). For purposes of section 1413, A's net investment income for Year 3
does not include any realized gain from the exchange of Greenacre for Blackacre,

{(iv) In Year 5, A sells Blackacre to an unrelated party for $35,000 in cash.

{v} In Year 5, for income tax purposes B recognizes capital gain of $20,000 ($35,000 sale price minus
$15,000 basis). For purposes of section 1411, A's net investment income includes the $20,000 gain
recognized from the sale of Blackacre.

(i) Effective/applicability date.— This section applies to taxable years beginning after December 31,
2013. [Req. §1.1411-4.]
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both of the surtaxes. Emplayers may need
to adjust their payroll practices immedi-
avely far certain coployees on Jamuary 1,
2013, Investment stravegies and asset al-
locations muy need revisiting as may use
of deférved compensation plasss, Elections
pursuant 1o the proposed NIT regs should
be considered.  Planning is finther com-
plicated by wncertainty aver the fate of
the Bush-era tax cuts after 20120 sunset
of thuse rates for higher-incame taxpayers
starting in 2013 conld mean & combined
incone and NIT suvtax rate as much as
3.4 pescent on investments, and an ed-
Aitional 0.9 in Additional Medicare Torx

oin top of a possible 39.6 percent rate on
wages and other income.

COMMENT: Some taxpayers and em-
players deluyed preparing for the new NIT
surtax and the Additional Medicare Tax,
waiting to sce if the US. Supreme Court
world uphold the 2010 health cave legis-
lation andfor if the GOP would win the
White House, The Supreme Court upbeld
the legislation (except jor some provisions
reluting to Medicaid} in fune 2012, Any
remmaining prospects for repeat oy rollback
of the 2010 health cave legislation were
diminished with Mitt Romneys loss 1o
Presideny Gbama.  Of course, Congress
and the White House could revisit the
NI sieitax and the Additional Medicare
Tiax as parr of comprehensive fax reform
diseussions in 2013.

Reliance Regulation Status

Both sets of regs {NII and Additional
Medicare Tax) are proposed and as such,
are subject to a public comment and reas-
sessment process before they are finalized.
The proposed regs are generally proposed
to be effective for tax years beginning af-
ter calendar year 2013, and the IRS has
indicated its intention to issue final regs
sometime in 2013. In the meantime, the
IRS seated dhat taxpayers may rely on the
proposed regs. However, the IRS warns
bluntly against any attempt to take advan-
tage of unintentional loopholes in its lan-
guage that the IRS drafters did not catch.
In the preamble to the NII proposed re-
liance regs in particular, the IRS puts ag-
gresstve tax planning on notice thac it will
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review transactions that manipulate net in-
vestment income to avoid the new surtax,
and will, “in appropriate circumstances ..,
challenge such transactions based on appli-
cable statutes and judicial docrrines.”

THE 3.8 PERCENT Nif
SURTAX CALCULATION

For rax years beginning after December 31,
2012, the NII surtax on individuals equals
3.8 percent of the lesser of:

m Net investment income for the tax
year, or
m  The excess, if any of
() the individuals modified adjusted
gross income (MAGI} for the tax
year, over
(ii) the threshold amount.

The threshold amount, as defined under
Code Sec, 1411(b), means:

w  $250,000 in the case of a taxpayer mak-
ing a joint return or a surviving spouse,

m $125,000 in the case of 2 married tax-
payer filing a separate return, and

= $200,000 in any other case.

IMPACT: These threshold amounts are
not indeved for inflation. Consequenth,
the number of affected taxpayers is ex-
pected to increase aver time because of
inflation.  Congress could revise the
thresholds i the fumre to reflect infla-
tion or choose to index the thresholds for
inflation. A this time, however, there
appear e be no plans in Congress or
the Obama administration to index the
thiesholds for inflation.

EXAMPLE: Alce, an wsamarried U.S.
citizen, has MAGI of $220,000 and
£50,000 of NI Alyce would pay $760.
the 3.8 percens NIT tax on $20,000.

COMMENT: Trusts and estates are afso
subject to the NII surtax but aperate un-
der @ different set of rufes in connection
with NI base and ihreshold amounts.
(See Trusts and Estates, below).

MAGI, MAGI for purposes of the NII
surtax computation is defined under Code
Sec. 1411(d) as adjusted gross income
without a Code Sec 911(a)(1) foreign
earned income exchision or Code Sec.
911(d}6) offset. The proposed reliance
regs further explain thar adjusted gross
income for individuals follows the normal
AGI definition under Code Sec. 62 (and
likewise, AGIL under Code Sec. 67(e) for
estates and truses). However, the proposed
reliance regs caution that additional ad-
justments to AGI may be required becanse
of ownership interests {for example, invest-
ments) in controlled foreign corporations
or passive foreign investment companies

{Prop. Reg. §1.1411-1(b)}.

-
“Taxpayers may rely

on the proposed regs.
However, the IRS warns
bluntly against any
attempt to take advantage
of unintentional loopholes
in its language that the IRS

drafters did not catch.”

Short tax years. The proposed reliance regs
explain that a threshold amount is generally
not prorated in the case of a short tax year,
for example, because of death (Prop. Reg,
$1.1411-2(d)(2)). However, if the short year
is the result of a change of annual accouncing
period, the proposed reliance regs generally
require reduction of the applicable threshold
amount to an amount that bears the same ra-
tio to the full dhreshold amount as the num-
ber of months in the short period bears to
twelve (Prop. Reg. §1.1411-2(d}2)(ii)).

NET INVESTMENT INCOME

At the heart of the NII surtax proposed re-
liance regs are efforts by the IRS to more
precisely define “net investment income”
subject to the 3.8 percent tax.

COMMENT: The IRS explained in the
preamble ro the proposed reliance regs
that ane of the general purposes of Code
See. 1411 that it tries to fulfill through
the proposed veliance regs s “to impose
& tax on wunearned fnceme ov invest-
menis of certain individuals, esiates,
and trusis.”  Despite the stmplicity af
this mrision  staterment, defining  net
investinent income in the proposed reli-
ance regs requives the fon’s share of the
159 pages af the just-released preamble
and regs.

Code Sec. 1411(c)(1) defines nct invest-

ment income as the sum of:

w (i) Caregory (i) income: Gross income
from interesr, dividends, annuities, roy-
alties, and rents, other than such income
which is derived in the ordinary course
of a trade or business not described in
Code Sec. 1411(c){2);

w (i) Category (#) income: Other gross in-
come derived from a trade or business
described in Code Sec. 1411(c)(2); and

w (i) Category (i) incomme: Net gain arceib-
utable to the disposition of property, other
than property held in a trade or business
not described in Code See. 1411(c)(2),

over

m  Deductions properly allocable to such
gross income or net gain.

Sec, 141 H{c)(2) trade or business categorvies
fornet investment income. Code Sec. 1411(c)
(2) describes two categories of trades and  brusi-
nesses to which the NII surtax applies:

m  Any trade or business that is 2 passive
activity (under Code Sec. 469) with re-
spect to the taxpayer; and

m A wade or business of trading in finan-
cial instruments or commodities,

COMMENT: Thus, interest, dividends,
etc, are not nel fnvestment income if
they are devived in the ordinary course of
a trude pr business thay is not a passive
activity with respect to the taxpayer and
thar is not trading of financial bstra-
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ments or commoditics. The IRS refers to
this as the “erdinary courie of a trade or
btsiness exception. ”

COMMENT: [f frems of ner investment
income (including properly allocable de-
ductions) pass through a partacrship or
S corp. the passthrough entity st sepa-
rately state the items om Schedule K1y
issued 1o investors, a potentially burden-
Some requirement.

Use of ether Tax Code provisions. Despite its
declaration of independence from being forced
to apply other Tax Code principles to address-
ing Code Sec. 1411 issues, the IRS does give
blanket approval in its preamble to the pro-
posed reliance 1egs to the operation of certain
“Tax Code provisions side-by-side with Code
Sec. 1411, "Thercfore, except as otherwise pro-
vided in the proposed reliance reps, the follow-
ing Tax Code chapter 1 principles apply:

Gain that is not recognized under chapter 1
for a tax year is not recognized for that year
for purposes of section 1411, including;

Installment sales gain under Code Sec. 453;
Deferred gain on like-kind exchanges
under Code Sec. 1031;

m  Deferred gain in involuntary conversion
ander Code Sec. 1033; and

m  (ain on the sale of a principal residence
excluded under Code Sec. 121

Deferral or disallowance provisions of
chapter 1 that the proposed reliance regs

interpret as applying to a determination of
NII include:

m  Limitation on investment interest under
Code Sec. 163{d);

m  Limitation of expense and interest relat-
ing to tax-exempt income under Code
Sec. 265;

m At risk limitations under Code Sec.
465(a)(2);

m  Passive activity loss limitations under
Code Sec. 469(b);

m  Partner loss limitations under Code
Sec. 704(d),

m  Capital loss carryover limitations under
Code Sec. 1212(b); and

m S corp shareholder loss limitations un-

der Code Sec. 1366(d)(2).

Further, carryover deduetions in connection
with these deferral or disallowance provi-
sions otherwise allowed in determining ad-
justed gross income (AGI) are also allowed
in determining NII.

IMPACT: One concern seceiving atten-
tion in ihe popular press lavely bas been
the applicavion of the 3.8 pereent NII
suridx {0 prafiis an the sele of a esidence.
The praposed reliance vegs confirm thai
gain that i otherwise subject to fncome
way on the sale of & principle residence is
also subject to clussification as NI Houwe-
ever, through examples, the IRS reminds
raxpayers thai: first, gain is taxed only
aver and above the home sale exclusion

permitied under Code Sec. 121 (gener-

MAGITHRESHOLDS FOR NET INVESTMENT INCOME
SURTAXAFTER DECEMBER 31, 2012*

Married filing jointly
Married filing separately

Single

Headof household (with qualifying person)
Qualifying widow(er) with dependent child

250,000
$125,000
200,000
$200,000
$250,000

*from irs,gov, Net Investment Income Tax FAQs

Note: The income thresholds are not indexed for inflation.

ally, $500,000 of gain for juint filers and
F250,000 of gwin for most athers); and
second, the applicable thieshold amormnt
Jar being subject to the NIT suriax must
be exceeded. The taxable gain over and
above the Code Sec. 121 exclusion, hotw-
ever, does contribuic to the amount of
muoddified adjusted grass income wsed o
determine the threshold amount.

Exceptions to general Tax Code principles.
“To prevent circumvention of the purposes
of the statute,” the proposed reliance regs
modify the Chapter 1 rules in certain cases.
Examples include treating substitute inter-
est and dividends as investment income
evenr though not technically considered
dividends or interest under Chapter 1;
and treating under Code Sections 959(d),
1293(c}, or 1291 as net investment income.
Also carved out from general Chapter 1
trcatment is the definition of adjusted gross
income as ir refates to investments in con-
rolled foreign corporations and passive for-
eign investment companies.

Category (i} Income

Category {i) income (as described in Code
Sec. 1411(c}(1}(i} within the three-part
enumcrated definition of net investment
income) includes interest, dividends, an-
nuities, royalties, and rents “other than such
income which is derived in the ordinary
course of a trade or business not described
in paragraph 27 (that s, from such inrerest,
dividends, etc., not otherwise captured as
NII under Code Sec. 1411{c)(2), which is
explained, below, in “Category (ii) income”)

Intevest and dividends. The IRS elaborated
in the preamble to the proposed reliance
reps on the definition of interest, dividends,
annuiries, royalties, and rents. Interest and
dividends includes any items treated as in-
tercst or dividends under chapter 1 (Code
Secs. 1-1400). Dividends include corporate
dividends (and constructive dividends), as
well as amounts treated as dividends un-
der other provisions of the Code and regs,
for example, Sec. 1248 {grin from the sale
of cerqain foreign corporations). The TRS
clarified that net imvestment income also

CCH Tax Briefing
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includes distributions from previously taxed
eatnings and profits.

IMPACT: By far, the most comman iterns
of NI for most individuals will be the
interest earned on bank accounts and the
dividends realized on stock investmients
Net
capital gains, another common item of
NI for a significant number of taxpayers,

is a category (1) tem. Discussed belor

paid througl brokerage accounts,

IMPACT: Corporate dividends paie in
2013 out of 2012 carmings and profis,
Jor example, will not escape being clas-
sifeed as N subject o0 N tax in 2013,
Making dividend distributions  before
2012 year-end is an inmediate serategy
that showld be considered, especially in
expeciation that the Bush-era tax cuts
will expire for higher income individials
after 2012,

COMMENT: Substitute interest and divi-
denels paid in a secuvitis-lending trans-
action or sale-repurchase transaction are
weated s imtevest and  dividends and,
therefore, as ner investment income. The
RS explained this treatment is necessary to
prevent taxpayers fiom avoiding the tax by
lending sheir securities vver a payment dete.

Annuities. Gross income from annuities
includes a variety of payments made un-
der an annuity, endowment or life insur-
ance contract that are includible in gross
income under Code Sections 72(z), 72(b),
or 72(e). While the Tax Code does not de-
fine the rerm “annuity,” the proposed reli-
ance regs rely on the treatment of payments
under Code Sec. 72. The IRS explained in
the preamble to the proposed reliance reps
that gain from the sale of an annuity con-
tract is treated as income from an annuity if
the sales price does not exceed the annuiry’s
surrender value.

COMMENT: 7he guin from the excess af
the sales price ver the surrender value
of an annuity is freated as gain from the
disposition of property, under the thivd
category {category (ii)) of net invest-
menf incone.

Royalties and vents.  Royalties include
amounts received from mineral, oil and gas
royalties. Payments for the use of patents,
copyrights, goodwill, trademarks, franchis-
es, and similar property are also treated as
royalties. Rents include amounts paid for
the use of (or right to use) tangible property.

Trade or business exception to category
(i) income, Interest, dividends, etc., are
not included in net investment income if
they meet the ordinary course of 2 trade or
business exception. This exceptien is deter-
mined under a two-part test:

(/”At the heart of the NI
surtax proposed reliance
regs are efforts by the IRS to
more precisely define 'net
investment income’ subject
to the 3.8 percent tax.”

x  First, the item must be “derived in” a
trade or business not described in sec-
tion 1411{c){2)and

&  Second, if the item is derived in a trade
or business not described in section
1411{c)(2), then such item must also be
derived in the “ordinary course” of the
trade or business.

Derived in. lo determine whether the
trade-or-business exception to category
(i} income applics, ic is first necessary to
determine whether the item is derived in
a trade or business described in Code Sec.
1411{c){2). For a sole proprietor and a dis-
regarded entity, this determination is made
at the individual level. For an individual,
estate, or trust (the taxpayer) thar owns
an inrerest in a trade or business through
a passthroupgh entity (a partnership or §
corporation), this determination is made
as follows:

a  Whether the trade or business is a pas-
sive activity with respect to the taxpayer
is determined at the taxpayer level, in

accordance with Code Sec. 469 (passive
activity loss rules);

w  Whether the trade or business involves
trading in Anancial instruments or com-
modities at the passthrough entity level.
If the entity is involved in this business,
the income rerains its character when
passing through to the taxpayer {Prop.
Reg. §1.1411-4(b)(2)).

The [RS reiterated in the preamble to the
proposed reliance regs that if the passthrough
entity is not engaged in any trade or busi-
ness, its income will not qualify for the trade
or business exception, even if the individual
or an intervening enticy is engaged in a trade
or business. The individual’s status under
Code Sec. 469 (active or passive participant)
is irrelevant if the passthrough entity is not
engaged in a trade or business.

EXAMPLE: Allen is engaged in a trade
or businegss that is not described in Code
Sec. 141 1{cH2) and the trade or busines
has gross income (royaltics) Such gross
income is derived in Allew’s brade or busi-
ness, and therefore Aflen meets the first
pare of the evdinary cousse of a trade or
business exception to category (i) NIT tax.

Howeves, if Allens trade or business is o
passive activity with respece to Allen or if
Allen’s trade or business is srading in fi-
nancidgl instruments or commodities, the
ordinary course of a trade or business ex-
ceptiun wardd be inapplicable because the
fncorme 1y dertved in a trade or business
described in Code Sec. 141 Hc)(2) and is
therefore NI under that latter category.

Ovdinary course. The proposed reliance
regs do not provide guidance on the mean-
ing of “ordinary course.” The IRS instrucred
that taxpayers should rely on case law and
ather sections of the regs that address this
issue, such as Lilly 343 U.S. 90 (Sup.Ce
1953), and Reg. §1.469-2T(c)(3)(ii) (pro-
viding rules for determining whether cer-
tain portfolio income is excluded from the
definition of passive activity gross income).

Wages, Wages and other compensation are
not subject to the NII surtax. The IRS ex-
plained in the preamble to the proposed
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reliance regs that amounes paid by an em-
ployer o an employee as wages subject to
income tax withholding are not NII, be-
cause they are derived in the ordinary course
of a trade or business of being an employee.
In this manner, they qualify for the trade or
business exception.

COMMENT: The IRS clarified in the pre-
amble to the proposed reliance rege that
nongualified defersed compensation paid
to an employee under Code Sections 4094,
437D, 4574, or ether provisions, is kot
NIL Hawcver, becanse porsfolio income
(suech as interest ov dividends) under Code
Sec. 469 is not considered devived in the
oidlinary course of a trade or business, it is
net fnvestment mcome wnder Category (7).

Category (ii) Income

Category (i} income {as described in Code
Sec. 1411{c)(1){i) within the enumerated
definition of ner invesrment income) consists
of “other gross income” from a trade or busi-
ness in one of the caregories for net investment
income (passive income or trading in financial
instrumenis or commodities). For a passive
activity, other gross incorne generally includes
gross income that is not interest, dividends,
etc., described in Category (i), and that is not
nei gain ffom the disposition of property.

EXAMPLE: Beth owns an intervest in u
partnerihip that wins a catile ranching
Busivess, The business is i trade or business
under Codr Sec. 162, Beth dpes not wa-
tevilly participate in the business; thus,
the parinership is a passive dctivity with
respect to Berb, as described in Code Sex.
F1IHZNA). The business generates 1t
income from the sale of beef, and a portion
of the income is allocated to Beth. Beths
income from the caitle yanch is other gros
income devived fiom a trade or business

deseribed in Code Sec. 141 1{c)(2).

For the trading of financial instruments or
commaodities, other gross income will include
gain from property held in the trade or busi-
ness {rather than Category (iii} net gains).
Other gross income also indudes mark-to-
market gain under Code Sec. 475(f).

Income set forth in Code Sec. 1411(c):

1411(c){1)In general.—

1411(c)(1)(A) thesum of—

[in'paragraph (2), and

spect to. Ehe taquyer or

Category (iii) Income

Category (iii) income (as deseribed in
Code Sec. 1411(c){1)(iii} wichin the enu-
merated definition of net investment in-
come) consists of taxable net gain from
the disposition of property, ather than
property held in the passive/financial in-
struments trade or business categories. A
disposition includes the sale, exchange,
transfer, conversion, settlement, cancella-
tion, termipation, IELPSC or cxpiration of
property. The rules of Chapter 1 deter-
mine whether there has been a disposirion

NET INVESTMENT INCOME

Over 100 pages within the proposed reliance regulations (Prop. Reg. §$1.1411} and pream-
ble (NPRM REG-130507-11) are devoted to clarifying the dqﬁmtzm of Net Investment

The term “net investment income” means the excess {if any} of—

1411{c) (i’) (A)(i) gross income from interest, dividends, annuities, roy’aléiés, arid
rents; other than such income which is derived in the ordinary course of a trade . -
or business not described in parﬂgraph 2,

- 1411(e) (1) (A){ii) ocher gross income denved froma trade or bu,s]ness clcscnbcd
141 1{(c)(1) (A) (iii) net gain (io the extent taken inti account.in Cs)mputing"t'ax—-
able income) attributable to the disposition of property ocher than ploperty held i

in-a trade or busiress not described in paragraph (2), over

- 1411{c)(1}(B) the deductions allowed by this subutle whu:h are properly al—

- locable'tor su(;h gmss income or net gain.
14i1(¢) (Z)Trérdes- af;d,busines:sés to whichrtax appjiés.?» '
A trade or busmess is descrlbed in thlS paragraph if such ;[;ade ot busmess 18; _
1411(c)(2) (A) 2 passive activity. (within. the meanmg of secnon 469) w1t[:1 fe-

14 11 (p} (2)‘(3) a t:adc or bissiness of trading il.i_r ﬁ_nant'i-al i_['i‘strrluuc.[_lls:df: com— 7.
moditics {as defined in section 475(e){2). -

under Code Sec. 1411. Thus, a disposition
includes a distribution of money from a
partnership to a partner that exceeds the
partner’s basis.

IMPACT: Net capital gains from fnvess
ment decounts dre perhaps the most com-
wmon category (i) type of income. In that
regard, it is important te note that short-
term or lpng-term gains are subject to the
same 3.8 percent sustax, brespective of
the ordinary incame rate applicd o shor-
terw gains or the lower wate applied to
long-term capital gain.
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EXAMPLE: Dylan, an unmarvied in-
dividual, vents a boat to Bailey for
$100,600 in what is pessive activity
under Code Sec. 469(c). [n the next year
(2013}, Dylan sefls the boat to Bailey,
recognizing o gain of $500.000 on the
sale. Since the boat was not considered
koeld in o pade or business not described
in Code Sec. 141 1H{e)(2} becanse it was o
trade or business that was a passive acrip-
ity with respect to Dylan, the gain will be
subject to NI siivtars: under category (iii).

COMMENT: The [RS explained in the
preamble to the proposed reliance regs
that capital guin dividends from mutual
Sunds and real estate investment trusts are
net gain under Category (#5), not divi-
dend income under Category (7). Gain
or loss from a nentrader who marks 1o
market assets under Code Sec. 1256 is
aet investment ncone.

" COMMENT: 7he gain and loss rades wn-
der Chapter 1 determine net gains nnder
Category (i#). For example, if gain is not
recognized wnder Code Sec, 1031 on a
likee-kind excchange, it is not recogriized as
nct investinent fncome.

Losses may also be taken into account in
determining net gain. This would apply to
losses deductible under Code Sec. 165 if che
property is not held in a trade or business, or
if the property is held in a trade or business
category related to net investment income,
Capital losses that exceed capital gains are
not recognized for Code Sec. 1411, but the
$3,000 of losses allowable to noncorporate
taxpayers may offset gains from the disposi-
tion of noncapital assets.

Exception, Category (iii}) NII generally
applies if the property disposed of is not
held in a trade or business, or is held in a
trade or business described in the one of
the categories for net investment income
(a passive activity; tading in financial in-
struments or commodities). Category (iii)
does not apply to property held in a trade
or business that is nor described in the cat-
egories for net investment income (Prop.

Reg. $1.1411-4(d)(3)(ii} (4)).

Whether property is “held” in a trade or
business is determined in the same manner
as whether gross income is “derived in” a
trade or business. For sole proprietors and
disregarded entities, this derermination is
made at the individual level. For taxpayers
holding a passthrough interest, determin-
ing wherther the trade or business is passive
is also made at the individual level, while
determining whether the trade or business
is trading in fnancial instruments or com-
modities is determined at the entity level

(Prop. Reg. §1.141 1-4(d)(3) ii}(B).

EXCEPTION FOR QUALIFIED
PLAN DISTRIBUTIONS

Under Cede Sec. 1411(c)(5), NII does
not include any distribution from a plan
or arrangement described in Code Sec-
dons 401(a), 403(a), 403(b), 408, 408A,
or 457(b). The praposed reliance Tegs ex-
plain that distributions from qualified plans
would encompass:

m A qualiied pension, stock bonus, or
profit shacing plan;

A qualified annuity plan;

A vax-shelrered annuity plan;;

An individual retirement account {IRA)
A Roth [RA; or

A Section 457(b) plan of a srare, local

EOVEINMENt, OF tax-eXempt organization.

‘The proposed reliance regs confirm that
most transfers from one of these plans will
qualify as an exempt distribution, Actual
distributions, deemed distributions, roll-
overs and corrective distributions, permit-
ted distributions to purchase life insurance
or similar arrangement are all exempt from
NII surtax (Prop. Reg. §1.1411-8(b)).

CAUTION: The RS resminded taxpayers
in the preamble to the proposed reliance
rege that distribuions that may be ex-
clided from NIT may be included in gross
income under the regular chaprer 1 rules
of the Lix Code and, therefore, 1would be
taken inio acrount in determining MAGI
Jor puiposes of caleulating the amount of
NI subject o NI surtax.,

EXCEPTION FOR
ITEMS SUBJECTTO
SELF-EMPLOYMENT TAX

The proposed reliance regs follow the lead
of Code Sec. 1411(c)(6) in excluding from
NII any item taken into account in deter-
mining self-employment income under
Code Sec. 1401{b). The proposed reli-
ance regs clarify that “taken into account”
means income included and deductions
allowed in determining net earnings from
self-employment. A special rule for iraders
in fAnancial instruments and commodities
specifies that certain deductions in excess of
those used to reduce self-employment in-
come are allowed in determining NII (Prop
Reg. §1.1411-9(b)).

CFCs AND PFICs

The proposed reliance regs provide special
rules for controlled foreign corporations
{CFCs) and passive foreign investment
companies (PFICs) (Prop. Reg. $1.1411-
10). Dividends and gains from the stock of
a CFC (as defined in Code Sec. 957(a)) or
of a PFIC (as defined in Code Sec. 1297(a))
are included in computing net invesrment
income, The rules apply to an individual,
estate or trust thar is a U.S. shareholder of a
CFC, or that is 2 U.S. person that directly
or indirectly owns an interest in a qualified
electing fund {which involves an election
made with respect to a PFIC),

IMPACT: Jnclusions tw a U.S. sharebolder
under the CFC rules are not dividends
unless expresily provided in the Tax Code.
Séwilarly, inclusions 1o a US. person
owning shaves in a PFIC are not divi-
dends. As a vesult, these amounts ave not
net investment income unless the aprounts
are devived from a tmde or business to
which the twx applies ( Caregory (if) in-
come} (Prop. Reg. §1.1411-10(5)).

Previously taxed income. Under the in-
come tax rules, distributions of previously
taxed earnings and profits are not included
in income when there is an actual distribu-
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tion from the foreign corporation. How-
ever, the proposed regulations treat actual
distributions of earnings and profits (even

if previously taxed under Chapter 1) as divi-
dends that ate includible in net investment
income under Code Sec. 1411(c}(1HAMi)
(Prop. Reg. §1.1411-10(c)(2}). Further-
more, any gain from the disposition of stock
in a CFC or PFIC will give rise to Category
(iii) net investment income (net gain from
the disposition of property).

The rules on previously taxed income re-
quire basis adjustments to the stock of the
CFC or PFIC. These adjustments would be
calculated differently under the income max
and nec investment income provisions, the

IRS explained in the preamble.

COMMENT: 16 minimize complexity
Jrom this different mreatment, the pro-
posed veliance vegs provide an dlection
that shotld result in consistent treatnient
Jor both purposes (Prop. Reg. $1.1411-
10(g}). The relignce regs pevmit an elec-
tion for a tax year that begins before Jann-
aiy 1, 2014, as well as specifying that vhe
election, if made, must be made for the
first tax year beginming dfier December
31, 2013, during which applicable CFC
or gualified eleciing fund baldings exist.
Once made, the election s irrevocable to
all future years, subject to IRS discretion.

PROPERLY ALLOCABLE
DEDUCTIONS

In determining net investment income un-
der Code Sec. 1411(c)(1), the three catego-
ries of income items {referred to as gross
income or net gain) are reduced by deduc-
tions that are propetly allocable to the in-
come. Only amounts paid or incurred to
“produce” the income may be deducted.

NII may not be less than zero. If a deduc-
tion is not entirely used in che current year,
the balance can only be carried over to an-
other year if the underlying code section al-
lows it, such as a suspended passive activity
loss allowed in a later year under Code Sec.

469(b) (Prop. Reg. §1.1411-4(F}(1)(ii)).

IMPACT: Under Code Sec. 469(¢g)(1),

suspended passive losses may be deducted
in the year thar the taxpayer disposes af
izs interest in the passive activity. The TRS
regruested comments on how to teat these

losses under Code See. 1411

Under the proposed reliance regs, a net op-
erating loss (NOL) deduction cannot reduce
net investment income, because the items
comprising the NOL are not tracked, once
included in the NOL, and the overall NOL,
itself is not “properly allocable” to any specif-
ic item of income (Reg. $1.1411-4(F)(1)(ii)).

EXAMPLE: Awna, an wnmarvied indi-
vidual, has an NOL of $20,000 in Year
One. In Year Tive, Anna has $200,000
of wages, $100,000 from muding in fi-
nancial instruments or commodities, and
FI0000 in trading activiey expense de-
ductions. Annas $20,000 NOL is allowed
in Year Tivo as an income tax deduction
and as « deduction in computing modi-
Jred aeljusted gross incarne wnder Cade Sec.
14 L1(a}(INB). However, the §20,000
NOL is not allowed in computing Annas
NIT: thus, Annets NIT is $90,000 (the net
incaine from the trading activity).

Allowable (“properly allocable™) deductions

include the following;:

m Rents and royalties — deductions de-
scribed in Code Sec. 62(){4), such as
depletion (Prop. Reg. §1.1411-4())(2));

m  Inierest income — penalties described in

Code Sec. 62(2)(9} for penalties upon
eatly withdrawals of savings;

m  Trade or business deductions described
in Code Sec. 62(a)(1);

m  Certain itemized deductions, such as
investment interest, investment expens-
es, and taxes (Prop. Reg. $1.1411-4(f)
(3)(0)); and

®  Miscellaneous itemized deductions, but
only after application of the 2-percent
Aoor and the overall deduction limic un-
der Code Sec. 68 (Prop. Reg. $1.1411-
4(0G)ED).

EXAMPLE: Barbare, an unmuarried indi-
vidudal, pay §4,000 of interest an debr

incurred to purchase stock. Barbara bas
£9.000 of investment income, and bas
$10,000 of income from a trade or busi-
ness that is a passive activisy. The interest
expense is deductible against the invest-
ment income for income tax purposes
wnder Code Sec. 163(d). The imeerest
expense may be deducted in determining
Barbaras Code Sec. 1411 NIL

Losses under Code Sec. 165 are deducrible
only in computing net gain (Category (iif}
income from the disposition of property}),
and only to the extent of gains, so they are
not propetly allocable deductions {(Prop.
Reg. §1.1411-4(F)(4)). The 1IRS notes chac
“net pain” cannot be less than zero and that
any excess losses are not allowed in comput-
ing net investment income,

SECTION 1411 TRADES
OR BUSINESSES

Code Sec. 1411(c)}(1){A}) defines the items
that comprise NII: (i) gross income from in-
terest, dividends, royalties, etc., unless derived
in the ordinary course of a trade or business
to which the NII surtax does not apply; (ii)
other gross income derived from a trade or
business to which the NII surrax applies; and
(ifi) net gain from the disposition of property
ather than property in a trade or business to

which the NII tax does not apply.

The trade or business described under Code
Sec. 1411(c}(2) to which the NII surtax ap-

plies consists of:

m A trade or business that is a passive activity
with respect to the taxpayer under Code
Sec. 469 (Code Sec. 1411{cH{2)(A)); and

m A tade or business of wading in finan-
cial instruments or commodities (Code

Sec. 141 H{Q)(2)(B)).

To define a trade or business, the preamble
to the proposed reliance regs refers to Code
Sec. 162, which permits a deduction for all
the ordinary and necessary expenses paid
or incurred in carrying on “a trade or busi-
ness.” The proposed reliance regs incorpo-
rate the rules under Code Sec, 162, includ-
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section 1411)
§1.1411-1 anefﬂf rieles,

§7 .‘-1 £F1-2 App!imtioﬁ -to individuals.

. SLI4IT

NET INVESTMENT INCOME SURTAX
PROPOSED RELIANCE REGS -TOPICS ADDRESSED

The proposed reliance regulations on the 3.8 percent ner investment income tax are ;
proposed to be effective January 1, 2014, but may be relied on immediately by taxpay- !
ers until final regulations are released. They are organized under the following headings:

' 51 469-11. Effective date-and vansition rules (i) Regrouping for iaxpayers subject to

FL 1 4' 1 1 =3 Applzmtmn v estates and trysts.
.j\"] 1411 4 De_’ﬁmtwn afnet mwstmmr income.
' 71:;'-_0"1 ;_'14'H-»-__5 _f?fadgs rmd businesses to wfn'e/a-mx applies.

'3 Ingome on investm‘ént of working capital subject to tax.

ing the large body of law and administrative
guidance that has developed.

COMMENT: 7he IRS predicted in the pre-
amble 1o the proposed yegs that wse of the
Code Sev. 162 definition of rrade or busi-
ness would simplify taxpayer compliance,

Puassive activities, Code Sec. 1411 is in-
tended to take into account gross income
from, and net gain attsibutable o, a pas-
sive activity with respect to the raxpayer
that involves the conduct of a trade or
business, However, the IRS explained in
the preamble to the proposed regs that the
definition of trade or business and passive
activity is more restrictive for Code Sec,
1411 purposes than under Code Sec. 469

in two respects:

u Code Sec. 469 includes any activity
conducted in anticipation of the com-
mencement of a trade or business, and
any activity involving research or experi-
mentation under Code Sec. 174; and

& Whilc Code Sec, 469 defines passive ac-
tivity as any trade or business in which
the taxpayer does not materially partici-
pate, it also includes any rental activity
in the definition of passive activity.

Application of existing Code Sec. 469
rales, Code Sec. 469 and its regs provide
rules for determining whether trade or busi-
ness activities and certain rental activities are
passive activities with respect to a taxpayer,
The IRS explained in the preamble to the
proposed reliance regs that these rules will
also apply in determining whether a Code

Sec. 162 trade or business is a passive activ-
ity for purposes of Code Sec. 1411(c)(2)(A).
Wichin this scope are:

m The material participation require-
ments of Code Sec. 469(h)(1) and Reg.
§1.469-5T;

m  The rules treating the renral real estate
activities of real estate professionals as an
active trade or business if the taxpayer
marerially participates, provided the
rental real estare activities are a trade or
business under Code Sec, 162;

m The rules and exceptions that treas
rental activities as being (or not being)
a per se passive activicy. However, if the
rental activity is not a trade or business
under Code Sec. 162, the income will
be NIT; and

m ‘The grouping rules for determining
the scope of a taxpayer’s trade or busi-
ness and whether the activity is a pas-
sive activity; provided that a grouping
of rental acrivities with another irade or
business will not convert rental income
into other gross income that avoids the
NIT surtax.

Fresh start regrouping. Ordinarily, 2 tax-
payer thar groups activities cannot regroup
the activities in subsequent years. Signifi-
cantly, because of the enactment of Code
Sec. 1411, the IRS will allow taxpayers a
“fresh start” where they may regroup their
activiries in tax years beginning in 2013,
The regrouping must comply with the dis-
closure and reporting requirements of Reg.
$1.469-4(e) and Rev. Proc. 2010-13,

IMPACT: A regrouping clection bad been
an the short list of relief measuyes request-
ed by many practitioners and taxpayess,
Regrouping o indicate material partici-
pation can assist in avoiding the NIT sur-
tax alibough may change the dynamics
Jor nesting passive loises and income. A
texpayer may only regroup activities once
and any sich regrouping will apply to the
tax year for which the regrouping is done
and afl subsequent years. The proposed re-
liance regs provide no specific deaddline for
regrouping nor do they indicate whether
a regrosping wde now wonld be allowed

CCH Tax Briefing

©2012 CCH. All Rights Reserved.



December 7, 2012

to be changed again when the regs are
made final.

COMMENT: Rew: Prac. 2010-13 general-
by vequeires raxpayers o report their groun-
ings and regrouping of activities and the
addition of specific activities within their
existing groupings of activities for purposes
of Code See. 469 and irs regs.

Rental activity. The IRS, in an example
in the proposed reliance regs, explains what
has been an elusive application of interre-
lated principles to rental activity (Prop. Reg,
§1.1411-5(b)(2), Ex 1).

EXAMPLE: Abby an wnmarried indi-
vidnal, rents a commerciel building 1o
Brandon for 350,000 in Year I. Abbys
rentad activity does not invelve the con-
duct of @ Code Sec. 162 trade or busi-
ness, but wnder Code Sec. 469(c)(2),
Abbys rental activity is a passive activity
However, since the rental activity is not
. considered a trade or busines within the
meaning of Code Sec. 162, Abbys rensal
income of $50.000 is not derived from
a trade or busines to which the NIT rux
applies. Howeves, Abbys rental income
of $50.000 will still canstityee gioss
income from remts under Cazegory (i)
[eress income from interest, dividends,
annuitics, royaliies, rents, substitute in-
terest payments, and substituie dividend
payments, exeept to the extent excluded
by the ordinary course of @ trude ov buxi-
ness exception] because Category (i) does
not requive a trade or business (Prap. Reg,

SLI1411-Ha)(1)i).

Passive income restvictions. Code Sec. 469
restricts taxpayers from artificially generac-
ing passive income from certain passive ac-
tivities. These rules interact with the Code
Sec. 1411 requirements,

Lortfolio income. Interest, dividends, etc.
that are not derived in the ordinary course
of a trade or business are treated as portfolio
income under Code Sec. 469 and are nor
used to determine whether there is income
or loss from zn activity. Therefore, the items
in Category (i} of NII will be included in

Code Sec. 1411, because portfolio items are
not derived in the ordinary course of a erade
or business.

COMMENT: There are special rvules wn-
der Code See. 469 for working capital,
Jor recharacterizing net income, and for
substantially appreciated property. these
iternts, discussed elsewbere in the proposed
reliance regs, generally will be subject to
Code See. 1411 (see Working Capital dis-
cussion, below).

{«’
“Because of the enactment

of Code Sec. 1411, the

IRS will allow taxpayers

a 'fresh start’ where they
may regroup their passive
activities in tax years

beginning

The activity of trading personal property (as
specifically defined in Code Sec. 1092(d)),
[or the account of owners of incerests in the
activity, is nor a passive activity under Code
Sec. 469. Although the income is not from a
passive activity, it may be subject to the NI
surtax under Code Sec, 1411 if the activiey
is 4 trade or business of trading in Anancial
instruments or commadities, as described in

Code Sec, 1411(c)(2)(B).

COMMENT: Code Sec. 1092 concerns
stridelles and other fnancial isstrunents.

Trading in financial instruments or com-
modities, It is necessary to distinguish
among dealers, traders, and investors to de-
termine whether trading in financial instru-
ments (or commodities) is a trade or busi-
ness under Code Sec. 162. The proposed
reliance regs do not change the srate of the
law wich respect to the classification of deal-
ets, tiaders or invesrors.

A dealer in securities purchases from custom-
ers or sells w customers, or regularly offers

to enter into positions with customers, and
is involved in a trade or business. A trader
seeks profit from market swings and will be
engaged in a trade or business if the trading
is frequent and substantial. An investor seeks
income from interest, dividends and fong-
term appreciation. A person who qualifies as
a trader may be engaged in a trade or busi-
ness for Code See. 1411(c)(2)(B).

COMMENT: The IRS reiterated in the
preamble to the proposed veliance regs
thar mandgement of ones own invesi-
menis is not considered g Code Sec. 162
trade or business no matter bow exten-
sive o1 substantial the investments might
be. Nevertheless, incoine from personal
investment management is typically cat-
egory (i1} income subject ns such to the
NI sirtax.

The proposed rcliance regs borrow the defi-
nition of financial instruments in Code Sec.
731. A financial instrument includes stock
and other equity interests, debt, options,
forwards or futures, notional principal con-
tracts, other derivatives, and interests in any
of these items, including short positions
and partial units (Prop. Rep, §1.1411-5(c)).
“Commodities” has the same meaning as in

Code Sec. 475(e}(2).

-WORKING CAPITAL

EXCEPTION

Trade or business income does not include
income carned from the investment of
working capital. The IRS acknowledged in
the preamble to the proposed reliance regs
that neither Code Sec. 469 nor Code Sec.
1411 define “working capital.” According to
the RS, the term generally refers to capital
set aside for use in, and for the future needs
of, a trade or business. Working capital may
be invested in income producing liquid as-
sets, such as savings accounts, certificates
of deposit, money market accounts, short-
term bonds, and similar investments.

IMPACT: NI suriax on working capi-
tal can pose an unexpecied finbility for
o business conducted by a sale propricton,
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parinership, or § corp, which otherwise
oscapes the NIT surtax. Any  incowe
Jrom the investment of working capital
is subject to the NII surtax based wpon
ihe proposed veliance regs (Prop. Reg.
§1.1411-6). Cash-intensive  businesses
using inferest-benring accounts, as well as
businesses that park some extra fiends wn-
#l a project begins, should be alert to this
“bidden” NI surtax in connection with
an active business apertion.

EXAMPLE: Adam is the sofe oumer/opera-
tor of a restawrant that doos business as an
S corp and maintains an intevest-bearing
checking account with an average daily
balance of 32, 5000 te hold cosh receipts and
pay ordinary and necessary business ex-
penses. The § corp abso has set aside an ad-
ditional $20,000 for the patential firture
needs of the business. Botly the checking ac-
connt and 320,000 are considered woik-
ing capital, with interest earned on them
sutbject tr NI surtax imposed on Adam,
whu is allocated the interest through the S

corp {Prop. Reg. §1.1411-6(6)).

COMMENT: The preamble to the pro-
posed reliance segs refors to working capi-
tad as capital that “may not be necessary
Jor the immediate conduct of the trade or
business.” But the above exaniple in the
proposed reliance vegs appears ie dem-
onstiate thatr the government will not
enter tnte the task of trying o deterniine
whether eapital is “necessary for the im-
mediate conduct of the business.”

COMMENT: For purposes of the NI
suriax on woerking capital investmeny
income, Code Sec. 1411(c)(3) directs
the IRS to apply a rule similar to Code
Sec. 469 INB) of the passive activity
loss rules. Under Cade Sec. 469¢e)(1)
(B), portfatio-type income, such as inter-
est, that is generated by working capital
is not devived in the ovdinary conrse of o
trade or business, cannot be chararterized
a5 passive income, and thfrtfm‘f cannot
affset a taxpeyer’s passive lpsses.

Allocable deductions. In determining NII,
the IRS explained in the preamble to the

proposed reliance regs that a taxpayer may
take into account allocable deductions re-
lated to losses or deductions from the in-
vestment of working capital. Prop. Reg,
§1.1411-4(f) describes properly allocable

deductions, such as investment expenses or

investment interest expenses, but does not
specifically discuss expenses from investing
working capital.

EXCEPTION FOR
DISPOSITION OF
PARTNERSHIPS/ S CORP
INTERESTS

Generally, an interest in a partnership or §
corp {a “passthrough” interest) is not con-
sidered property held in a trade or business
(although the underlying business itself may
be). Therefore, pain or loss from the sale of
a passthrough inrerest would be included in
NII under Category (iii).

Exception. Despite this general rule, the
amount of gain (or Joss) on the disposition
of a passthrough interest that is included in
NIT under Category (iii) is limited to the
net gain (or loss) that would be taken into
account #f the partnership or 5 corp sold all
of its assets at fair market value immediate-
ly before the disposition of the interest (a
deemed sale) {(Code Sec. 1411(c)(4); Prop.
Reg. §1.1411-7(a)).

IMPACT: The [RS explained in the pre-
amble to the propesed reliance vegs that
Congress intended to put the transferor of
a passthrough interest in o similar posi-
tion as &f the pavtnership or 8 corvp had
disposed of alf of itz properiies and then
passed its gain or loss throwgh 1o its own-
ers {inclnding the transferor).

Use of praperty. To achieve parity between
the sale of a passthrough interest and the
sale of the entity’s assets, the proposed re-
liance regs apply Code Sec. 1411{c)(4) on
a property-by-property basis {Prop. Rep,
§E.1411-4(d)(3)). This is because the Code
Sec. 1411(c}(4) exceprion applies only
where the property is held in a crade or busi-

ness that is nor a passive activity or trading
business described in Code Sec. 1411{c)(2).
Thus, it must be derermined whether each
of the entirys deemed-sold properties was
used in a trade or business that qualifies for
the exception.

IMPACT: According to the preamble to the

proposed refiance vegs, this means that the

exception does nat apply where (1) there

is ne trade or busines; (2} the trade or
business is a passive activiy (within the

meaning of Prop Reg §1.1411-5(a)(1))

witls respect to the tranmsferor of the iner-

est; o1 (3) the pavmership or S corp Is in

the trade or business of trading in finan-
cial fstruments or commodities (within

the meaning of Prap Reg $1.1411-5(a)

(2)). the exception, the IRS explained,

wonld not apply becanse therve would be
no change in the category (i) amouns of
net gaint determined wpon the assef sale.

Underlying properties. ‘Lhe transferor of
the interest computes pain ot loss from
the sale of the underlying properties ns-
ing a deemed asset sale method, and then
determines if there is an adjustment to the
gain or loss from the disposition of the
passthrough interest.

If there is a gain on the sale of the interest,
and some of the underlying property is not
described in Code Sec. 1411{c}2), a nega-
tive adjustment that reduces gain from the
sale of the interest may be required. In this
case, the Code Sec. 1411(c)(4) exception
would apply, NII would be reduced, and
there would be less NII surtax due.

IMPACT: The proposed rveliance regs on
deerned sales apply partnership basis ad-
Justment rules under Code Sec. 743. The
IRS explained in the preamble to the
proposed relignce vegs that this approach
could impose o burden on owners of
the passthrough interests, and requested
comments on ather methods that would
be less burdensome.

Deemed asser sale method. Use of the
deemed asset sale method (Deemed Sale) in
the proposed reliance reps is a multi-step ap-
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proach to determining whether the excep-

tion for dispositions of partnership/S corp
interests applies,

or businesses on a basis that reasonably re-
flects the use of the property.

Special rules determine the gain or loss
from goodwill for purposes of the Code

Sec. 1411{a}, (¢)). The proposed reliance
reps define “individual” in two ways:

(1) the NII surtax applies to any natural

m  The frst step is a hypothetical disposi- Sec. 1411(c)(4) exception. If the taxpay- person, except for natural persons who
tion of all the entity’s properties, includ- er dispased of S cotp stock and made a are nonresident aliens; and
ing goodwill, for cash in a fully taxable Code Sec. 338(h)(10) election, the ex- (2} the NII surtax applies to any citizen or
transaction at fair market value (FMV) ception does not apply, because the sale resident of the United States (Prop. Reg.
of the entity’s properties immediarely of srock is treated as an actual asset sale $1.1411-2{a)(1)).
before disposition of the interest, by the S corp.

m The second step is a scparate computa- H the taxpayer sells the passthrough in-  Joinz returns: U.S. citizen or resident mar-
tion of gain or loss on each of the entity’s terest in an installment sale, the adjust-  rded to nonresident alien. For purposes
properties (including goodwill), deter- ment ta net gain is calculated in theyear  of applying the NIT tax to U.S. citizens or
mined by comparing the EMV of each of the disposition, but the gain and any  1esidents married to nonresident aliens, the
property with its adjusted basis. adjustment are deferred. If an install-  spouses generally must be treated as married

w  The third step is the allocation of the gain ment sale attributable to a disposition of  filing separately. Under normal rules, the
or Joss from each property to the trans- an interest in a partnership or S corpoc-  nonresident alien’s investment income will
feror, taking into account the partnership curred before the effective datc of Code  be exempt from NII surtax while the U.S.
agreement or relevant S corp provisions. Sec. 1411, taxpayers may elect into the  citizen or resident alien will be subject to the

m The fourth step is the derermination proposed reliance regs. lower $125,000 dhreshold amount and must

of whether the gain or loss allocated to
the transferor for each property would
have been taken into account under
category (iii).

‘Thus, if a property is either held in a uade or
business described in secrion 1411(c)(2) or
is not held in a trade or business, there will
be no adjustment of the transferor’s gain (or
loss) taken into account as NII. For prop-
erties that do not fall inro these categories,
there is an adjustment under section 141 1{c)
(4) calculated in the following manner: the
gains and losses from the properties are ag-

gregated, with a net gain creating a nepative

adjustment, and a net loss creating a positive
adjustment (Prop. Reg. §1.1411-7(c)).

IMPACT: The IRS puinted aut in the pre-

amble of the proposed reliance regs that if,

Jor example, the transferor bas a gain of
$100,000 on the disposition of the inter-

est, the Code Sec. 1411(c)(4) adjustnent
cannot be greater than $100,000, and
cannot resilt i d loss.

1f a qualified subchapter S truse sells §
corp stock, any gain or loss recognized
on the sale will be that of the trust, not
of the income beneficiary.

COMMENT: Any paisferor making a Code
See. 141104 ndjustment must attach a
statemient (o the transferors seturn for the
year of the dispusition. The statement must
inchuele: (1) & description of the disposed-of
ingerest; (2] the netme and mapayer idenifi-
caiion number (TIN) of the entity disposed
of; (3) the fair mayket value of each property
of the entity; (4) the ensitys adjmred basis
in each properny (3) the bansferors alfo-
cable share gf gain or loss with respect to each
property; {G) information regarding whether
i propevty was beld in & made or business
not desevibed in Code Sec 141 HeX2): (7}
the amount of the Code Sec. 141 1(e)(1)(A)
{iit) gain on the disposition of the interest;
and (8) the computation of the adjustment
under Prop Reg S1.1411-7(c)(5) (Prop.

Reg. $1.1411-7(d)).

determine his or her separate net investment
income and modified adjusted gross income
(MAGI) (Prop. Reg. $1.1411-2(2)(2)(i}}.
However, if these married taxpayers elect
under Code Sec. 6013(g) to file jointy by
treating the nonresident alien as a resident of
the U.S., the proposed reliance regs would
allow them to elect to be veated as making
the same election for purposes of Code Sec.
1411. In that case, the threshold amount is
$250,000 and all income is combined.

IMPACT: Prop Reg. §1.1411-2{a)(2)(1)
(BI2) sets forth the procedural require-
ment for making such an election, which
delegates certain specifics to be derer-
mrined by the IRS. Consistent with he
existing Code Sec. 6013(g) election, the
deadline for the NI surtax election pre-
sumably will be when 2013 revurns are

Jiled i 2014,

Bona fide vesidents of U.S. territories.
The application of the NII surtax to a bona
fide resident of a U.S. rerritory depends on
whether the U.S. territory has a mirtor code

TAXPAYERS SUBJECT
TO NIl SURTAX

Special situations. The proposed reliance system of taxation (Prop. Reg. $1.1411-
2{a) (2)(iv)). Residents of those rerritories
that have a mirror system (Guam, the
Northern Mariana Islands and the United
States Virgin Islands) generally are not sub-
ject to the NII surtax. Bona fide residents

of non-mirror code jurisdictions (American

regs provide special rules for various situa-
tions (Prop. Reg, §1.1411-7):

Individuals

m Ifproperty was held in more than one trade

or business in the previous 12 months, the

The NIT surtax applies to individuals, with

gain must be allocated among the trades the exception of nonresident aliens (Code
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Samoa and Puerto Rico) are subject to NII
surtax if they have U.S. reportable income
that gives rise to both NII and modified ad-
justedt gross income exceeding the thresh-
old amount. However, a different result
may apply to bona fide residents who are
nonresident alien individuals (Prop. Reg.
§1.1411-2(aM2)(iv)(B)).

Trusts And Estates

The 3.8 percent NII surtax is not just im-
posed on individuals, Under Code Sec.
1411(a)(2), trusts and estates are subject ro
the NII surtax on the fesser of:

m undistributed net invesrment income, o

m  the excess of adjusted gross income aver
the dollar amount at which the highest
tax bracket begins (which, for 2013, is
projected to be $11,950).

IMPACT: [nlibe the threshold amonnss
Jor individuals, the amount wused for
trusis and estates to compute NIT will
be adjusted for inflation because it is
pegeed w0 the bighesr bracker amouny
under Code Sec. e} each year, Never-
theless, that ameunt is far less than the
lowest threshold amount for individuak
{$125,000 for married individuals fil-
ing separately). Truses and estazes showld
consider distribrting Investment income,
especially if one or marve beneficiaries will
not otherwise be subject to NI surtax
because of theiy threshold nmount. 2012
year-end accelevation of income (2 de-
Jerral of deductions) and distribution o
bencficiaries can serve to quoid the 3.8
percent NI suricx on either the trustfes-
teate or beneficiary level,

COMMENT: Portions of the praposed re-
liance regs are yelatively complex in ae-
complishing what is genevally a straight-
Sforward sesult: either the trust and estute
or ins bengficiaries, bur ot both, may be
subject fo NII surtaxe om any given itenr
of net income. NIT distributed from o
trust or estate (on, in the case of 2 grantor
trust, a deemed distribution) subjects the
beneficiary to NI surtax, vather than the
triest o7 estate ftselfs

General approach. Congress failed to pro-
vide much detail under Code Sec. 1411 on
application of the NII surtax specifically to
trusts, In that absence, the IRS explained
that its role is to fill in the derails, which dhe
proposed reliance regs generally accomplish.

In the preamble to the proposed reliance
regs, the IRS explained that it is following
through on what it understands to be Con-
gress intention to subject ordinary trusts
and estates to Code Sec 1411. As a result,
the proposed refiance regs adopt the general
rule that Code Sec, 1411 applies to all es-
tates and trusts subject to part | of subchap-
ter ] of chapter 1 of subtitle A of the Code.

Because only trusts under the purview
of Subchapter J are potentially subject to
NII surrax, however, cerrain trusts are not
subject to NII surtax at the entity level,
namely business crusts, entities eligible
under the entity classification rules in Reg
$301.7701-3, and certain state law trusts.
By the same measure, trusts such as pooled
income funds, cemetery perpetual care
funds, gualified funeral trusts and certain
Alaska Native settlement trusts are subject
to NIT surtax.

COMMENT: While this Jast group of
trusts {ponled income funds, etc.) is sub-
ject vo NIT surtax under the proposed regs,
the IRS stated its willingness to consider
coimments addressing any administrative
reason to exclude one or morve of them
Jrom NI suitax,

Lax-exempt trusts. The NI surtax does not
apply to any trust, fund or special account
exempt from tax under Code Sec. 501 or
Sec. 664{c}{1}). This exemption includes
any unrelated business raxable income com-

prised of NII (Prop. Rep. §1.1411-3(b)).

The preamble o the proposed reliance regs
also points to Code Sec. 1411{e}(2) as spe-
cifically exempting from NII sureax a trust
in which all of the unexpired interests are
devored to one of more charitable pur-
poses under Code Sec. 170(c){(2)(B) (or-
ganized for religious, charitable, scientific,
€LC, purposes).

Grantor trusts, A granior trust is a trust {or
any portion thereof) that is treated as be-
ing owned by the grantor er another person
under Code Secs. 671 through 679. The
proposed reliance regs carry forward this
ownership-pass through tax treatment for
NII surtax purposes. The NII surtax is not
imposed on the grantor trust but rather on
the grantor or other owner, with income,
deductions and credits so allocated in calcu-
lating such grantor/owner’s net investment

income {Prop. Reg. §1.1411-3(b)(5)).

Electing small business trusis. The pro-
posed reliance regs provide special NIT com-
purational rules for electing small business
trusts (ESBTs) (Prop. Reg. $§1.1411-3(c)
{1)). Code Sec. 641(c)(1) provides that (1)
the portion of any ESBT consisting of stock
in one or more S corps must be treated as a
separate trust and (2) the amount of tax im-
posed on such separate trust is determined
under certain Code Scc. 641(c}(2) modifi-
cations. The propused reliance regs preserve
this treatment of the ESBT as two separare
trusts for computational purposes. How-
ever, the proposed reliance regs consolidate
the ESBT into a single trust for determin-
ing the NIT adjusted gross income threshold
bracker amount “so as to not inequirably
benefit ESBTs aver other taxable trusts.”

‘The proposed reliance regs specify a three-
step method for determining the ESBT’s
Code Sec. 1411 tax base:

(1) The ESBT separately calculates the un-
distributed net investment income of
the S and non-$ portion in accordance
with general chapter 1 rules, and rthen
combines those amounts;

(2) The ESBT determines AGI solely for
NII tax purposes by adding the net in-
come or loss from the § portion to that
of the non-S portion as a single item of
income or loss; and

(3) The ESBT compares the combined un-
distributed net investment income with
the excess of its adjusted gross income
aver the section 1{¢} thresheld.

Chavitable remainder trusts, Charitable
remainder wusts (CRTs) are also subject
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to special computational rules (Prop. Reg.
§1.1411-3(c){2)). Although a CRT itself
is exempt from NII surtax, post-2012 dis-
tributions to non-charitable beneficiaries,
as well as accumulated NII may be subject
to NI surtax. The proposed reliance regs
maintain the character and distribution or-
dering rules under existing Code Sec. 664
regs for purposes of the NII surtax. The TRS
explained that these proposed CRT rules
are designed to determine whether items of
income allocared to annuity or unitrust pay-
ments are NIT o the recipient beneficiary.

The proposed reliance regs provide that distri-
butions from a CRT 1o a benchiciary for a tax
year are NIT in an amounct equal to the feser of:

(1) the total amount of the distributions for
that yeas, or

(2) the current and accumulated net invest-
ment income for the CRT (Prop. Reg,
$1.1411-3(c)(2).

Accumulated net investment income for
this purpose is the total amount of NII
received by a CRT for all tax years begin-
ning after December 31, 2012, less the total
amount of net investment income discrib-
uted for all prior tax years beginning after
December 31, 2012. Apporzionment in the
casc of mubtiple beneficiaries is required.

{MPACT: Prompt action by CRT trustees
to accelerate NIT into 2012 befive year-
end and defer expenses and losses inve 2013
may help save 3.8 percent NI surtax that
eventually wonld otherwise be imposed on
CRT nom-exernpt beneficiaries.

COMMENT: The TRS bad considered an
aliernate approach wnder which trustces
would be required to account for and
determine NIl on a class-by-class basis
within each category under Reg §1.664-
I{d)(1). Although perbaps more consistent
with statutory purpose, the IKS explained
that it dropped this alternative in light of
the recovdkeeping and compliance bur-
dens that wonld be imposed on trustees,

Bankruptcy estates. A bankruptcy debi-
or under Chaprer 7 or Chapter 11 of the

Bankrupecy Code who is an individual may
be subject to the NII surtax. In chat case,
the bankrupicy estate is subject 1o the same
lower $125,000 threshold amount as a mar-
ried taxpayer filing a separate return {Prop.
Reg. §1.1411-2(2)(2){ii1)).

Foreign estates and trusts. Acknowledging
that Code Sec. 1411 doees not specifically
address the weatment of foreign estates and
foreign nongrantor trusts, the IRS stared in
the preamble to the proposed reliance regs
its intendon to follow under the general
principle that Code Sec. 1411 should not
apply to foreign estates and foreign crusts
thar have little or no connection to the U.S.
However, it also stated its intention as car-
ried forward in the proposed reliance regs to
tax NII of a foreign estate or foreipn trust
to the extent the income is carned or aceu-
mulated for the benefit of, or distribured ro,
U.S. persons. {Prop. Reg. §1.1411-3(c)(3)).

ADDITIONAL 0.9 PERCENT
MEDICARE TAX

Social Security’s Old-Age, Survivors, and
Disability Insurance (OASDI) program and
Medicare’s Hospital Insurance (HI) program
are lnanced primarily by employment taxes.
The Medicare tax cquals 1.45 percent of cov-
ered wages. The employee-share of Medi-
care tax is exactly matched by the employer
for calendar year 2012, For self-employed
individuals, the basic rate of Medicare tax
is the same as the combined employee and
employer Medicare tax rates (2.9 percent).

Lffective for tax years beginning after De-
cember 31, 2012, the Additional Medicare
Tax increases the employece-share of Medi-
cate tax by an additional 0.9 percent of
covered wages in excess of certain “higher—
income-level” threshold amounts (Prop.
Reg. $31.3101-2(b)(2). Similarly, the Ad-
ditional Medicare Tax increases Medicare
tax on self-employment income for any rax
year beginning after December 31, 2012 by
an additional 0.9 percent of self-employ-
ment income in excess of certain threshold

amounts (Prop. Reg. §1.1401-1(b)).

IMPACT: Single individuals liable for
Additional Medicare Tix after 2012 will
pay 1.45 percent Medicare tax on the firse
£200,000 of campensation (5250000 in
the case of married couples filing a joine
return and $125,000 in the case of mar-
ried couples frling separate returns) plus
2.35 percent (1.45 pereent + 0.9 percent)
on compensation in excess of $200,000
($230.000 in the case of married couples
Fling joint rearns and $125,000 in the
case of married couples filing separate re-
turms). Unfike Social Security tax, there is
no ceiling on the amount of compensasion
subject to Medicare tax.

IMPACT: There is no “enzplayer match” for
the Additivnal Medicere Tax. The 1.45
percent rate paid by employers remains
wnchanged after 2012, The Additional
Medicare Tax alwo applies ta Railroad Re-
tivement Tax Act (RRTA) compensation.

Threshold Amounts

The Additional Medicare Tax is not im-
posed untl an individual’s covered wages,
compensation andfor  self-employment
income exceed the threshold amount for
the taxpayer's filing status. The threshold
amounts are: $200,000 for single individu-
als (and heads of household (with qualifying
person) and qualifying widows (or widow-
ers) with dependent child); $250,000 for
married couples filing 2 joint return; and
$125,000 for married individnals fling sep-
arate returns (Prop. Reg. $31.3101-2(b)(2)

(ii); Prop. Reg. §1.1401-1(d)).

IMPACT: the Additional Medicare Tix Js
imposecl when covered wages, compensasion
andlor self-employment income exceed these
threshiold amounss ($200,000, $250.000
and $125,000. wespectively).  Employers,
boweuver, vaust withhold Additional Meds-
care Tax from wages paid o an individual
in excess of $200,000 in a calendar yeay,
without regard to the individual employess
filing status ar other wageshompensation
{(Prop. Reg. $31.3102-4(a)).

IMPACT: Zhe threshold amounts are not
indexed for inflation. As a result, the pool
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of individuals captured by the Additional
Medicare Tax wifll progressively increase
over time unless a future Congress indexes
the threshold amouns for inflation or ad-
Justs the amonunts higher.

COMMENT: The threshold amonnts are
the same for wage earners and self-en:-
ployed individuaks.  Taxpayers who an-
ticipate they will owe Additional Medicare
Tax, and who did nor request aelditional
income tax withbolding, may need to make
estimated tx payments; however, taxpayers
cannor designate any estimated g pay-
ments specifically for Additional Medicare
Toax {Additional Medicare Tiex FAG 11;
Additianal Medicare Tax FAQ 12).

COMMENT: Yhe threshold amauris piir-
ror the dollar amounts propoesed by Presi-
demt Qbamna in bis fiscal cliff proposats, as
well as the primary threshold levels used in
computing the 3.8 pervcent Net Favestment
Incowme surewe. However, the Additional
Medicare Tax thesholds only include
wages, compensation and self-employment
income rather than all income wsed o
compicte adjusted gross income.

Covered Wages

Wages subject to income tax withholding
and FICA (Social Security and Medicare)
taxes are all considered payments received
as compensation. Al wages subject to
Medicare tax are subject to the Additional

Medicare Tax if the wages are paid in ex-

2012 Expert Analysis

cess of the threshold amount for an indi-
vidual’s filing status. Wages for FICA (So-
cial Security and Medicare) tax purposes
generally include:

m  Tips and gratuities

Commissions that are part of com-
pensation

Bonuses

Gitts by employers to employees

Most awards and prizes
Reimbursements of employee business
expenses under nonaccountable plans
Standby pay

Back pay awards

Dismissal pay

Dividends recharacterized as com-
pensation

m  The cash value of all remuncration paid
in any medium other than cash

IMPACT: 7he preamble to the propased
reliance regs explains that calculating
wages for purposes of withbolding Addi-
tional Medicare Tax is generally no dif
Jerenr than calcylating wages for FICA
(Sovial Security and Medicare).

COMMENT: The Sixth Circuit Court of
Appeals recently forund that supplemien-
tal wnemployment benefit (SUBJ pay-
ments were net wages for FICA purposes
(frr re Quality Stoves, Inc., 2012-2 wstc
§50,551). According to the Sixth Cir-
cuit, prioy IRS rulings were inconsistent
with the stavwte. The isswe may nevd to

be vesofued by the U.S. Supreme Conrr.

COVERED INCOME THRESHOLDS FOR ADDITIONAL
MEDICARE TAX AFTER DECEMBER 31, 2012*

Married couple filing joint return

Married couple filing separate returns
Single taxpayer

-Head of household (with qUalifyfn g person}
Qualifying widow(er) with dependent child

$250,000
$125,000
$200,000
$200,000

$200,000

Note: The in comethresholds afe not indesced for inflation.
*from irs.gov, Q&4As for the Additional Medicare Tax

Nongualified deferred compensation.
The IRS explained in the preamble to the
proposed reliance regs that if an employee
has amounts deferred under a nonguali-
fied deferred compensarion plan, and
the nonqualified deferred compensation
is taken into account as wages for FICA
{Social Security and Medicare) purposes
under a special timing rule, the non-
qualified deferred compensation would
likewise be taken into account under the
special timing rule to determine an rhe
employer’s obligation to withhold Addi-
tional Medicare Tax.

Tips. Tips, the IRS explained in its FAQs,
are subject to Additional Medicare Tex if
in combination with other covered wages/
compensation they exceed the taxpayers
applicable threshold amount. Tips are sub-
ject to Additional Medicare Tax withhold-
ing if in combination with other wages paid
by the employer exceed the $200,000 with-
holding threshold (Addirional Medicare
Tax FAQ 18).

Employer Withholding

An employer is required to collect Addi-
tional Medicare Tax with respect to wages
earned for duties performed by the em-
ployee for the employer only to the extent
the employer pays wages to the employee
in excess of $200,000 in a calendar year
(Prop. Reg. $31.5102-4). This rule applies
without regard to the employee’s filing sta-
tus or other wages/compensation.

IMPACT: The employers  obligation
to withhold Additional Medjcare Tiax
Eicks-in at $200,000. This is distinct
{as explained above) from the thresh-
oled amonnts for liability for Additional
Medicare Tiax.

IMPACT: Employees may wnor request Hiat
their employer withbeld Additional Medi-
eare Tax on wages of $200,000 or fess,
Employees who expect to pay Additional
Medicare Tax may request that their em-
ployer withbhold an additional amouny of
income tax, which can offset any combined
income and pr{yrol'l' tee shorifall, inchuding
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from the Additional Medicare Tax, that
would otherwise require payment along
with possible etimated tax penalties.

EXAMPLE: Henry, whe is married and files
4 joint return, veceives 100,000 fnn wages
Jrom his emplover far the calendar year.
Hana, Henrys spowse, receives $300,000
in wages from ber employer for the same
calendnry year. Henry's wages are not in ex-
cess of $200,000 so Henry's emplayer is ot
obligated to withhold Additional Medicare
Tiax. Hands employer is obligated to col-
lect Additional Medicare Tax with respect
to wages it pays o Hana in excess of the
F200,000 threshold for the calendar year
(Prop. Reg. §31.3102-4(a)).

EXAMPLE: Jacob, who is marvied and
Jrles a joint return, veceives 190,000 in
wages from his employer for the calen-
dar year. Maria, Jacods spouse, recelves
$150,000 in wages from her employer
Jor the same calendar year. Neither Ja-
cob nor Marias wages ave in excess of
£200,000, so neither employer wonld be
required ro withbold Additional Medi-
care Tax.  However, Jacob and Maria
wonld be linble w pay Additional Medi-
care Tax on $90,000 ($340,000 niinus
the $230,000 threshold for a jointly filed
return by a marvied couple) (Prop. Rep,
$31.3102-4(b)).

COMMENT: Individuals who  receive
wages from moie than ene employer,
and who expert those wages to weeed
the threshold amonnts, showld consider
increasing their widsholding or making
estimared nix payments.

Pay period. An employer is obligated o
begin withholding Additional Medicare Tax
in the pay period in which it pays wages in
excess of $200,000 to an employee, the IRS
explained in its FAQs (Additional Medicare
Tax FA(Q) 28).

IMPACT: Because an employer does not
provate any expected withbolding -
ability in connection with any employee
over the cntive year, but endy starts with-
holding in the paycheck in which the

$200,000 level i5 exceeded, entployers
will nos face thix additional withholding
obligaiion for many affected cmplopees
unidd well into 2013,

COMMENT: Emplopers are not required
w natify crmplayees when they begin witly-
holding Additional Medicare Tax, the
IRS explained in irs FAQs (Addisional
Medicare Tax FAQ 25),

Common paymaster. Amounts disbursed
by a common paymaster are treated as patd
by a single employer.

/’
“An employer is obligated

to begin withholding
Additional Medicare Tax

in the pay period in which
it pays wages in excess of
$200,000 to an employee.”

Married employees. An employer may
know that two of its employees are mar-
ried and that their combined wapes will
exceed the rhreshold amount for married
couples filing joint recurn, ‘The TRS, in it
FAQs, observed that employers should not
combine the wages it pays to two employ-
ees to determine whether o withhold Ad-
ditional Medicare Tax {Additional Medi-
care Tax I'AQ 30).

Forms. "The TRS reperted thar ir intends
to revise Form 941, Employer’s Quarterly
Federal Tax Return, to refect Additional
Medicare Tax. Form W-2, Wage and Tax
Statement, however, will not be revised.
Employers will report Additional Medicare
Tax withholding along with regular Medi-
care tax withholding (Additional Medicare
Tax FAQ 41).

COMMENT: flox G on Firren W-2 reflects
Medicare tax withheld.  Because Addi-
tional Medicare Tirs is effective Jannary
1, 2013, Forms W2 issued in 2013 for
2012 will not reflecs Addivional Medi-

TG T T

care Tax. Forms W-2 issued in 2004 for
2013, however, will reflecr Additional
Medicare Tax if the tax was withheld by
the taxpayers employer.

Employer underpayments. Code Sec.
6205 provides that an employer that
makes an underpayment of employment
taxes (FICA, RRTA, or income tax with-
holding) may make interest-free payments
of the tax due when certain conditions are
met. Under the proposed regulations, in-
terest-free adjustments of underpayments
of Additional Medicare Tax may be made
only if the error is ascertained in rhe same
year the wages or compensation was paid
unless the underpayment is attriburable o
an administrative error; Code Sec. 3509
worker classification; or adjustment resulc-
ing from an TRS examination (Prop. Reg,

§31.6205-1(b){4)).

Employer overpayments. Code Sec, 6413
provides that an employer that has paid
maore than the correct amount of employ-
ment taxes (FICA, RRTA, or income tax
withholding) may make inierest-free ad-
justments of the amount overpaid when
Under the
proposed regulations, interest-free ad-
justments of overpayments of Additional
Medicare Tax may only be made if the
employer ascertains the error in the year
the wages or compensation was paid
and repays/reimburses the employee in
the amount of the overcollecrion before
the end of the calendar year (Prop. Reg.
§31.6402(a)-2(b)(3)).

certain conditions are met.

Reporting by Individuals

Individuals muse reporc Additional Medi-
care Tax on Form 1040, U.S. Individual
Income Fax Return. Individuals may claim
credit for any withheld Additional Medicare
Tax on Form 1040 and must pay any tax
due that was not paid through withhelding
or estimated tax payments..

Employee liability. To the extent Addi-
tional Medicare Tax is not withheld by the
employer, the employee is liable for the
tax. The IRS explained in the prcamble
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to the proposed reliance regs that it will
not collect from the employer the amount
of Additional Medicare Tax it failed to
withhold so long as the employee pays
the tax. However, the IRS caucions that
the employer would be liable for penalties
or additions to tax for failing to withhold
(Prop. Reg. §31.3102-4(c)).

Self-Employed Individuals

The Medicare portion of self-employment
tax is imposed on all earnings from self-
employment. Effective for tax ycars be-
ginning after December 31, 2012, the
Additional Medicare Tax increases the
Medicare tax on self-employment income
for any tax year beginning after December
31, 2012 by an additional 0.9 percent of
self-employment income in excess of cer-
tain threshold amounts.

IMPACT: After 2012, self-employed
single individuals liable for Addition-
al Medicave Tax will pay 2.9 percent
Medivare wix on the first 3200,000 of
self-employmene  income  ($250,000
in the case of mariied couples filing @
Joint return and $125,000 in the case
af married individuals filing separate
returns) and 3.8 percent (2.9 pereent +
0.9 pereens) on self-employment income
in excess gf 200,000 (§250,000 in the
-case of marvied couples fifing joint re-
turns sand $125,000 in the case of mar-
ricd individuals filing separate returs).

COMMENT: The threshold amonnis
Jor self-employment tax purposes are
the same as the threshold amennts
for FICA wages. These amounts are
rediced, bur not belpw szero, by the
amount of FICA wages tuken into

.CCH

dccount in  determining Additional
Medicare Tax linbility

EXAMPLE: David, wha is married but
files separarely, bas 150,000 in self-
employment income and $200,000 in
wages during 2013, Since Bis wages
do not exceed $200.000, his employer
does not withhold Additional Medicare
Tax.  Nevertheless, his 3200.000 in
wages reduces his $125,000 threshold
as o married taxpayer fling separately
to $0. David is linble for Addirional
Medicare Tax of 675 on covered wag-
es (0.9 percent x $75,000 ($200,000
- $125,000) and $1,350 on covered
self employment income (0.9 percent x
S$150,000 (§150,000 - $0) ﬁ:‘ a total
$2.025 liability for Addivional Medi-
care Tax in 2013 (Prop. Reg. §1.1401-
Hd)( 2L}

a Wolters Kluwer business
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