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The Estate Planner
By Lewis J. Saret*

The 3.8-Percent Medicare Contribution Tax

The health care legislation enacted in 2010, 
often referred to as “Obamacare” included 
a signifi cant tax provision, the Unearned In-

come Medicare Contribution, which has generally 
been referred to as the 3.8-Percent  Medicare Con-
tribution Tax. Technically, the 3.8-Percent Medicare 
Contribution Tax was enacted as a revenue raiser to 
offset the cost of the health care legislation. However, 
it appears that the 3.8-percent tax revenue need not 
be used specifi cally for Medicare. The Medicare 
Contribution Tax will have a signifi cant impact on 
individuals, trusts and estates. Fortunately, there 
certain actions that planners can take to assist their 
clients to mitigate the Medicare Contribution Tax.

Understanding Code Sec. 1411
Before discussing specifi c estate planning methods 
for approaching the new tax, it is important to have 
a workable understanding of the new 3.8-Percent 
Medicare Contribution Tax. Code Sec. 1411, which 
specifi es how the tax is implemented, is located 
under Internal Revenue Code Chapter 2A, titled 
Unearned Income Medical Care Contribution. Code 
Sec. 1411 can be divided into three main parts: 

Application to Individuals
Application to Estates and Trusts
Defi nition of Terms 

Caution. Code Sec. 1411 is relatively new. The 
IRS has promised additional guidance through the 
promulgation of Treasury Regulations. However, 
as of the date that this column was submitted for 
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publication such regulations have not yet been 
issued and the timing of their release is unknown. 
Therefore, there are several issues where the law 
is not entirely clear at the present time.

Application to Individuals
Generally, the 3.8-Percent Medicare Contribution Tax 
is applied in addition to any other tax imposed and 
begins to take effect in the tax year beginning after 
December 31, 2012.1 For individuals, a 3.8-percent 
tax is imposed for each tax year on the lesser of either:

a. Net Investment Income (NII),2 or
b. excess of Modifi ed Adjusted Gross Income 

(MAGI) over the threshold amount3

The threshold amounts4 as defi ned by Code Sec. 
1411 are as follows:

1. $250,000 for married taxpayers fi ling jointly
2. $125,000 for married taxpayers fi ling sepa-

rately
3. $200,000 for all other cases

These threshold amounts are static, and so are not 
indexed for infl ation. Additionally, individuals who 
are Nonresident Aliens5 are exempt from this tax.

Example 1. In 2012, Eliza and William, who are 
married, made $160,000 and $60,000 in salaries, 
respectively. In addition to their salaries, they 
each had $25,000 of Net Investment Income 
or NII. Collectively, they made $220,000 in 
salaries and had a total of $50,000 of NII. Eliza 
and William fi le their taxes as married fi ling 
jointly, and therefore their Modifi ed Adjusted 
Gross Income or MAGI would be the sum of their 
salaries and NII for the current year: $220,000 + 
$50,000 = $270,000. Since the portion of their 
MAGI that exceeds the $250,000 threshold, 
$20,000, is less than their combined NII of 
$50,000, the 3.8-percent tax would apply to the 
$20,000. Therefore, their Medicare Contribution 
Tax for 2012 would be $20,000 x 3.8% = $760.

Example 2. Same facts as Example 1, except 
Eliza and William fi le their taxes as married 
fi ling separately. For Eliza, her MAGI would be 
$160,000 + $25,000 = $185,000. Since the 
portion of her MAGI that exceeds the $125,000 
threshold, $60,000, is greater than her NII of 
$25,000, the 3.8-percent tax would apply to 
the $25,000 and her Medicare Contribution Tax 
for 2012 would be $25,000 x 3.8% = $950. For 

William, his MAGI would be $60,000 + $25,000 
= $85,000. Since his total MAGI is below the 
$125,000 threshold, his Medicare Contribution 
Tax for 2012 would be $0. Therefore, the 
combined Medicare Contribution Tax for Eliza 
and William, when fi ling their taxes separately, 
is $950, as compared to the $760 if they fi led 
their taxes jointly.

Application to Estates 
and Trusts
Estates and trusts are also subject to a similar 
Medicare Contribution Tax. As discussed above, 
this new tax takes effect after December 31, 2012 
and is applied in addition to any other tax imposed. 
To calculate the amount due for estates and trusts, 
Code Sec. 1411 states that for estates and trusts, the 
3.8 percent tax is imposed for each tax year on the 
lesser of either:

a. Undistributed Net Investment Income6 (UNII), 
or

b. the excess of Adjusted Gross Income7 (AGI) 
over the dollar amount at which the highest 
tax bracket8 begins9 

The dollar amount threshold for the highest tax 
bracket starts at $11,200 in 201010 and is indexed for 
infl ation annually. As of 2012, the indexed threshold 
amount was $11,650. 

Example 3. In 2012, the Bonaparte Family 
Trust has $65,000 of Net Investment Income 
which is also its Adjusted Gross Income or AGI. 
Napoleon, the Trustee of the Bonaparte Family 
Trust chooses not to make any distributions 
in the taxable year. Therefore, the 3.8% 
contribution tax will apply to $65,000 – 
$11,650 = $53,350, the amount above the 
threshold. Thus for 2012, the Bonaparte Family 
Trust is subject to $53,350 x 3.8% = $2,027.30 
of Medicare Contribution Tax.

Example 4. Same facts as Example 3 except the 
Bonaparte Family Trust earned an additional 
$20,000 in AGI. Since the Trust’s Medicare 
Contribution Tax is based on the lesser of its 
Undistributed Net Investment Income or UNII, 
$65,000, or the excess of AGI over $11,650, 
$65,000 + $20,000 – $11,650 = $73,350, the 
amount on which the Medicare Contribution Tax 
is based would be $65,000. Thus, the Bonaparte 
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Family Trust will be subject to $65,000 x 3.8% = 
$2,470 of Medicare Contribution Tax for 2012.

Certain trusts are exempt from this statute. Those 
include trusts whose entire unexpired interests 
are exclusively for religious, charitable, scientific, 
etc., purposes.11 Furthermore, since the section 
refers to Undistributed Net Investment Income 
specifically, the following types of trusts can also 
be considered effectively excluded: grantor trusts12 
and simple trusts.13 

Caution. Although Code Sec. 1411(e)(1) states 
that “a nonresident alien” is exempted from the 
Medicare Contribution Tax, it is unclear whether 
this term refers strictly to individuals or whether it 
is applicable to trusts as well. Therefore, planners 
should take note when advising clients with 
foreign trusts that this is an area that is currently 
unclear and requires further guidance.14

Planning Pointer. As one of the types of trusts 
that Code Sec. 1411 explicitly excludes, 
charitable trusts can be a valuable option to 
reduce taxable investment income for clients. 
Planners should pay particular attention to 
charitable trusts, especially charitable remainder 
trusts. Charitable trusts will be explored in more 
detail later in the column.

Defi nition of Terms
As always, when working with tax law, defi nitions 
are critical. Important defi nitions when working with 
the Medicare Contribution Tax statute include the 
following: 

Net Investment Income or NII
Undistributed Net Investment Income or UNII
Adjusted Gross Income or AGI
Modifi ed Adjusted Gross Income or MAGI

Below is a brief explanation of each term.

Net Investment Income (NII)
Code Sec. 1411(c) defi nes Net Investment Income 
(NII) as the sum of three categories of income reduced 
by certain deductions specifi ed within the subtitle.15 
These three categories are as followed:

1. Gross income received from certain types of 
common investment assets16

2. Certain types of gross income derived from a 
trade or business, which generally includes 

passive activities, and trades or businesses in 
fi nancial instruments and commodities17

3. Net taxable gain from sales of property18

Below is a brief elaboration of each category.
1. Common Investment Assets. According to 

Code Sec. 1411, NII includes income from interest, 
dividends, annuities, royalties, and rent, other than 
such income that is derived in the course of a trade 
or business, (with certain exceptions for trade or 
business activities that are subject to the Medicare 
Contribution Tax, such as passive activity businesses). 

Caution. If a taxpayer engages in a trade or 
business that is either a passive activity or a 
securities or commodities business, then both 
the business and nonbusiness income from such 
activities is included in NII.

In addition, any Investment Income that is 
exempted from the regular income tax, such as tax-
exempt mutual bond interest is also excluded from 
this sum.

2. Income from Trade or Business. Although trade 
or business income is generally not included in NII, 
the following two types of trade and business are 
included in investment income: 

1. Passive activities with respect to the tax-
payer19; and 

2. Trade or business that trades in fi nancial 
instruments or commodities.20 

A “passive activity” is defi ned under Code Sec. 469 
and is essentially a business or trade which taxpayers 
do not “materially” participate.21 There are two special 
rules regarding activities of which planners should be 
aware. First, rental activities are generally treated as 
passive activities unless the taxpayer is a real estate 
professional.22 Second, working interests in oil and 
gas properties are treated as nonpassive activities 
unless the taxpayer’s form of ownership limits liability, 
such as ownership through an LLC.23

Note. The precise requirements for a trust to be 
considered an active participant in an activity 
are currently unclear. In Mattie K. Carter Trust,24 
although the IRS argued that when determining 
active and passive activities under Code 
Sec. 469, only the activities of the fiduciary 
specifically should be under consideration 
when meeting the standard of ‘regular, 
continuous, and substantial participation,’ the 
court held for the Trust and found that a trust 
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behaves similarly to a corporation. Therefore, 
acts of its agents are also considered acts of 
the taxpayer and contribute to meeting the 
requirements for a trust to be considered 
active. 

The IRS, however, readdressed this issue in LTR 
20073302325 by rejecting the reasoning of Mattie 
Carter reasoning and by maintaining that “the sole 
means for a Trust to establish material participation 
in [a] [b]usiness … is if its fi duciaries are involved in 
the operation of Business on a regular, continuous, 
and substantial basis.” Although private letter 
rulings do not hold any legal standing, the IRS’s 
unwavering position does suggest that moving 
forward this issue will be an area of contention 
between taxpayers and the IRS.26 

The Medicare Contribution Tax also applies to 
income derived from trades or businesses consisting of 
trading in fi nancial instruments or commodities, such 
as bonds, stocks, mutual funds and annuity interests, 
as well as any other form of fi nancial commodity. 
However, Code Sec. 1411 does not provide an 
explanation for “Financial Instruments.” Therefore, 
this is another area that requires additional guidance 
and will probably receive further explanation when 
the regulations are released.27

3. Net Gain from Sale of Property. Net gain from 
sale of property refers to net capital gains, which 
implies that capital gains can be in part offset 
by capital losses of the same taxable year. It is 
currently unclear whether capital losses deferred 
from previous years can also be included in the 
calculation of net gain, and so this area will prob-
ably need further guidance. In addition, because 
the 3.8-Percent Medicare Contribution Tax ap-
plies only to the extent that gains are included in 
computing taxable income, this implies that the 
following gains, which are excluded in comput-
ing taxable income, are excluded in determining 
net gain:

Any capital gain on sale of a principle residence 
up to $250,000 for individuals, or $500,000 for 
a married couple28

Value gains in life insurance policies29

Gains excluded on the sale of Qualifi ed Small 
Business30

Gains excluded on like-kind exchanges31

Example 5. In 1995, Paris and Helena buy their 
first home together for $120,000 in Spartan 

Grove. In 2010, Paris and Helena sell their 
home, which has appreciated substantially, for 
$600,000. Since their capital gain of the sale of 
their house is only $480,000, which is below the 
$500,000 threshold for exclusion of capital gains 
on the sale of a personal residence under Code 
Sec. 121, the entire capital gain will be excluded 
from Paris’s and Helena’s taxable income under 
Code Sec. 121. Therefore none of the capital 
gain made on the sale will be included in their 
2010 NII. 
4. Exemptions from NII. Code Sec. 1411 spe-

cifically excludes any investment income from 
self-employment income.32 In addition, a special 
rule applies to gains realized on sales of partner-
ship on S corporation interests. Code Sec. 1411 
provides that in the case of the disposition of a 
partnership interest or stock in a S corporation, 
gain or loss is taken into account only to the ex-
tent gain or loss would be taken into account by 
the partner or shareholder if the entity had sold 
its property for fair market value immediately 
before disposition.33 Thus, according to the Tech-
nical Explanation of the Revenue Provisions of 
the “Reconciliation Act of 2010,” as Amended, 
in Combination with the “Patient Protection and 
Affordable Care Act,” only net gain or loss attrib-
utable to property held by the entity which is not 
property attributable to an active trade or business 
is taken into account in the calculation of NII.34

Code Sec. 1411(c)(5) also excludes the distributions 
from the following forms of retirement plans:

401(a)—qualifi ed pension, profi t sharing and 
stock bonus plans;
403(a)—qualifi ed annuity plans;
403(b)—plans for employees of public schools 
and tax-exempted organizations;
408—traditional IRAs;
408—Roth IRAs; and
457(b)—deferred state and local government 
and tax-exempt organizations’ compensation 
plans.

Undistributed Net 
Investment Income (UNII)
For trusts and estates, Code Sec. 1411 specifi es that 
a 3.8-percent tax is to be imposed on the lesser of 
Undistributed Net Investment Income or the excess 
of the trust or estate’s AGI over the dollar amount at 
which the highest income tax bracket for such tax 
year begins.35 Although Code Sec. 1411 does not 
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explicitly defi ne UNII, it can be reasonably assumed 
to mean the remaining Net Investment Income once 
distributions to benefi ciaries have been made. This 
means trusts and estates have the ability to lower their 
taxable NII through distributions to benefi ciaries. 
However, although distributions to benefi ciaries 
can decrease the trust’s or estate’s UNII, they also 
result in a dollar-to-dollar increase in the NII and 
MAGI of benefi ciaries. Therefore, it necessary to 
consider the effects that distributions to benefi ciaries 
will have on both the trust’s and estate’s as well as 
the benefi ciaries’ NII to ensure that distributions do 
not tip benefi ciaries above their respective income 
thresholds. As a result, 
this will likely make tax 
planning for trust and 
estate distributions a bit 
more complicated.

P l a n n i n g  Po i n t e r . 
Although distributing 
investment income to 
benefi ciaries does have 
the potential to increase 
beneficiaries’ taxable 
income, granting distributions to benefi ciaries 
remains an important NII reduction strategy for 
trusts and estates. This is due to the signifi cant 
difference between an individual’s MAGI 
threshold amount, $200,000, and a trust’s or 
estate’ AGI threshold amount, approximately 
$12,000. As a result of this MAGI and AGI 
threshold difference, it is much harder for trust’s 
and estate’s NII to remain below the threshold 
as compared to an individual’s. Moreover, since 
a trustee has the option to make distributions 
to more than one benefi ciary, a relatively large 
NII for a trust or estate that may correspond to 
a substantial Medicare Contribution Tax for the 
trust or estate can be spread out among many 
different benefi ciaries. By coupling the effects 
of a higher threshold amount for benefi ciaries 
with distributions to numerous benefi ciaries, a 
trustee can signifi cantly reduce or even eliminate 
the total Medicare Contribution Tax amount. The 
following examples illustrate these effects.

Example 6. In 2012, the Bennet Family Trust has 
$60,000 of investment income, which is also its 
AGI. Mr. Bennet, the Trustee of the Bennet Family 
Trust, chooses not to make any distributions. 

Therefore, the 3.8-Percent Medicare Contribution 
Tax will apply to $60,000 – $11,650 = $48,350, 
the amount above the $11,650 threshold. Thus, the 
Bennet Family Trust is subject to $48,350 x 3.8% = 
$1,837.30 of Medicare Contribution Tax for 2012.

Example 7. Same facts as Example 6 except 
Mr. Bennet decides to distribute $50,000 of 
investment income from the Bennet Family Trust 
evenly among his fi ve daughters. The Bennet 
Family Trust NII and AGI are both reduced to 
$60,000 – $50,000 = $10,000, which is below the 
$11,650 threshold. Thus, the Bennet Family Trust 

will be subject to no 
Medicare Contribution 
tax for 2012

Example 8. Same facts 
as Example 6 except 
instead of distributing 
$50,000 of investment 
income to his daughters, 
Mr. Bennet decides to 
distribute all $50,000 to 
Mr. Collins. Mr. Collins, 

who is unmarried and who previously had no 
investment income, earned $180,000 in salary 
for 2012. Although the Bennet Family Trust NII 
and AGI are well below the threshold, and thus 
not subject to any Medicare Contribution Tax, 
the distribution increases Mr. Collin’s NII to 
$50,000 and his MAGI to $180,000 + $50,000 = 
$230,000. Since Mr. Collin’s MAGI now exceeds 
the $200,000 threshold by $30,000, $30,000 will 
be subject to the Medicare Contribution Tax. His 
Medicare Contribution Tax for 2012, which had 
previously been $0, increases to $30,000 x 3.8% 
= $1,140. Therefore, by shifting a portion of the 
Bennet Family Trust investment income to one of 
its benefi ciaries, Mr. Collins, the total Medicare 
Contribution Tax for the trust and its benefi ciaries 
is reduced from $1,837.30 to $1140.

Adjusted Gross Income (AGI)
Although Code Sec. 1411 does not explicitly defi ne 
Adjusted Gross Income, a workable defi nition can be 
found under Code Sec. 26 for individuals and Code 
Sec. 67(e) for trusts and estates. Code Sec. 26 defi nes 
AGI as gross income minus certain deductions, which 
include among others

The Medicare Contribution Tax 
will have a signifi cant impact on 

individuals, trusts and estates. 
Fortunately, there certain actions 

that planners can take to assist their 
clients to mitigate the Medicare 

Contribution Tax.
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Trade and business reductions36

Deductions attributable to rents and royalties37

Pension, profi t sharing, annuity plans of self-
employed individuals38

Retirement savings39

For individuals, AGI can be found at the bottom 
of the fi rst page of form 1040. For trusts and estates, 
Code Sec. 67(e) states that the determination of AGI is 
the same as for individuals except that the following 
are also deductible:

Administration costs related to the estate or trust40

Personal exemptions41

For trusts whose entire income is required to be 
distributed by the terms of the trust, the income 
of the trust is deductible up to the amount of 
distributable net income (DNI)42

For trusts whose entire income is not required to 
be distributed by the terms of the trust, amounts 
of income that are required to be distributed and 
other amounts of income actually distributed, up 
to the amount of DNI43

Note. For both individuals and trusts and estates, 
Adjusted Gross Income is basically gross income 
reduced by certain deductions. Moreover, NII is 
defi ned as the sum of certain components of gross 
income. Therefore, because the forms of income 
included in NII are also included in AGI, NII is a 
component of NII and the amount included as NII 
will also be included AGI. In addition, since UNII 
for trusts are NII after reductions for distributions, 
UNII is also a component of AGI. 

Modifi ed Adjusted Gross Income 
(MAGI)
Modifi ed Adjusted Gross Income which is applicable 
only to individuals, is explicitly defi ned under Code 
Sec. 1411(d). This subsection states that for individuals, 
AGI is modifi ed to include the gross income excluded 
under Code Sec. 911(a)(1) and Code Sec. 911(d)(6). This 
includes any foreign earned income44 and any double 
deductions that results in double benefi ts.45 Since most 
individuals do not have foreign earned income, their 
MAGI and AGI will likely be the same value.46

Note. MAGI can be looked at as AGI with the 
addition of foreign earned income. Therefore, 
since NII is a component of AGI, NII is also a 
component of MAGI. Moreover, the amount 
included as NII will also be included in MAGI. 

Relationship Between MAGI 
and NII, AGI and UNII
As stated earlier in the column, a component of 
MAGI is NII and a component of AGI is UNII. 
This means that when NII is present, a portion or 
all of MAGI will be represented by NII. A similar 
relationship exists between AGI and UNII for trusts 
and estates. This unique relationship is particularly 
important since the 3.8-percent Surtax is applied on 
the lesser of either NII or MAGI over a threshold for 
individuals and on the lesser of either UNII or AGI 
over a threshold for trusts and estates. Consider the 
following examples. Although these are cases for 
individuals, the effects are also directly applicable 
to trusts and estates.

Example 9. In 2012, Heathcliff earns $120,000 
in salary and has $50,000 of interest income. 
Heathcliff has no other source of income for 
2012. Therefore, his NII for 2012 is $50,000 
and his MAGI is $120,000 + $50,000 = 
$170,000. Since his MAGI is less than the 
$200,000 threshold, and the surtax is applied 
to the lesser of either NII or MAGI over a 
threshold, Heathcliff would report no Medicare 
Contribution Tax for 2012.

Example 10. Same as Example 9 except Heathcliff 
earns $180,000 in salary instead of $120,000. 
Thus, his NII for 2012 is still $50,000, but his MAGI 
increases to $180,000 + $50,000 = $230,000. 
Since his MAGI is over the $200,000, but his MAGI 
over the threshold amount, $230,000 – $200,000 
= $30,000, is less than his NII of $50,000, the 
3.8-percent tax would apply to his MAGI over the 
threshold or $30,000. Therefore, Heathcliff would 
report $30,000 x 3.8% = $1,140 in Medicare 
Contribution Tax for 2012.

Example 11. Same as Example 9 except Heathcliff 
earns $210,000 in salary instead of $120,000. Thus 
his NII for 2012 is still $50,000, but his MAGI 
increases to $210,000 + $50,000 = $260,000. 
Since his MAGI is over the $200,000 threshold and 
his MAGI over the threshold amount, $260,000 
– $200,000 = $60,000 is greater than his NII 
of $50,000, the 3.8-percent tax would apply to 
his NII of $50,000. Therefore, Heathcliff would 
report $50,000 x 3.8% = $1,900 in Medicare 
Contribution Tax for 2012.
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Example 12. Same as Example 11 
except Heathcliff does not have 
any NII for 2012. Therefore, even 
though his MAGI of $210,000 is 
over the $200,000 threshold, the 
3.8-Percent Medicare Contribution 
Tax applies to the lesser of NII or 
MAGI over a threshold. Therefore, 
the tax would apply to his NII 
which is $0, and Heathcliff would 
report no Medicare Contribution 
Tax for 2012.

Example 13. Same as Example 
12 except instead of $210,000 in 
salary, Heathcliff has $210,000 in 
investment income and $0 from 
salary. Therefore both his NII and 
MAGI for 2012 would be $210,000. Since his 
MAGI is over the $200,000 threshold, and his 
MAGI over the threshold amount, $210,000 
– $200,000 = $10,000, is less than his NII of 
$210,000, the 3.8-percent tax would apply to 
his MAGI over a threshold or $10,000. Therefore, 
Heathcliff would report $10,000 x 3.8% = $380 
in Medicare Contribution Tax for 2012.

These fi ve examples illustrate the effects of different 
levels of NII and MAGI on applied Medicare 
Contribution Tax and are summarized graphically 
in Figure 1. Below are a few important observations 
about the relationship between NII and MAGI.47

Increases in NII will always increase MAGI by 
the same amount
Increases in MAGI do not always increase NII 
When MAGI is below the threshold, as long as 
increases to MAGI do not cause MAGI to exceed 
the threshold, the amount of income subject to 
the 3.8-percent tax will remain the same.
When MAGI is above the designated threshold, 
but MAGI excluding NII is below the threshold, 
an increase in MAGI or an increase in NII will 
result in the same increase in the amount of 
income subject to the tax (Example 10)
When MAGI excluding NII is above the threshold, 
any increase in NII will result in the same increase 
in taxable income. However, an increase in MAGI 
excluding NII will have an effect on the amount 
of taxable income and the applied 3.8-percent 
tax will remain the same (Example 11)
When NII is zero, the amount of the Medicare 

Contribution Tax will remain $0 regardless of 
the amount of MAGI excluding NII is added 
(Example 12)
When MAGI excluding NII is $0 and NII is above 
the threshold, any additional increase in NII is 
subject to the 3.8-Percent Medicare Contribution 
Tax (Example 13)

Because this relationship between NII and MAGI for 
the calculation of an individual’s applied 3.8-percent 
tax parallels the relationship between UNII and AGI 
for trusts and estates, these effects and observations 
would also apply to UNII and AGI, with UNII as NII 
and AGI as MAGI.

These observations have signifi cant implications, 
especially when considering situations where 
MAGI exceeds the threshold. They illustrate that 
above the threshold, increases in MAGI excluding 
NII will affect taxable income only up to a certain 
amount. This amount occurs when MAGI excluding 
NII reaches the threshold amount. Beyond this 
point, any increase in MAGI that is not NII will 
have no effect on the amount of income subject to 
the 3.8-percent tax. On the other hand, above the 
threshold, any increase in NII will not only affect 
taxable income, but would increase it by the same 
amount. This means that when MAGI is between 
the threshold and threshold plus NII amount, 
increases in either NII or other MAGI excluding 
NII will increase the amount of taxable income 
proportionally. However, when MAGI exceeds the 
threshold plus NII or when MAGI excluding NII 
exceeds the threshold, only increases in NII will 
increase the amount of taxable income.
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The reasoning behind this result can be found 
in Code Sec. 1411. Code Sec. 1411 specifi cally 
states that taxable income is the lesser of NII 
for individuals or UNII for estates and trusts, or 
of MAGI or AGI above a threshold. Once MAGI 
excluding NII exceeds the threshold amount, NII 
will always be the lesser option. Therefore, under 
such circumstances, an increase in NII will always 
result in the same increase in taxable income, 
whereas an increase in MAGI excluding NII will 
have no effect. An analogous relationship exists 
between UNII and AGI. 

A conceptual understanding of the relationship 
between NII and MAGI is necessary for planners 
since the two main methods to reduce the effects 
of the 3.8-percent tax, reducing NII and reducing 
MAGI, are derived from this relationship. Since a 
parallel relationship exists between UNII and AGI 
for trusts and estates as between NII and AGI, the 
two general methods for reducing the effects of 
the 3.8-percent tax for trusts and estates would 
therefore be to either reduce UNII or reduce AGI. 
The following section of this column will explore 
different approaches to either reducing NII/UNII or 
reducing MAGI/AGI that planners should consider 
when advising clients. 

Planning Opportunities 
There are numerous opportunities to minimize the 
3.8-percent tax that planners can utilizes to help 
clients minimize the effects of the 3.8-percent tax. 
These methods focus on either (1) reducing NII 
and UNII for trusts and estates, or (2) reducing 
MAGI and AGI for individuals. Take note that any 
method that reduces NII will also reduce UNII, and 
any method that reduces MAGI will also reduce 
AGI. In addition, any reduction in NII/UNII will 
necessarily result in a proportional reduction in 
MAGI/AGI. Below is a brief description of some 
methods to consider and includes (1) Tax-Exempt 
Bonds, (2) Charitable Planning, (3) Rental Income, 
(4) Converting Passive Activity Income, (5) Qualifi ed 
Retirement Plans, (6) Life Insurance, (7) Installment 
Sales and Annuities, (8) Above-the-Line Deductions 
for AGI, and (9) Discretionary Distributions for 
Estates and Trusts.

1. Tax-Exempt Bonds
Tax-exempt bonds, in particular municipal bonds, are 
not included in taxable income under the provisions 

of Code Sec. 1411 since they are tax-exempt generally. 
Thus, rebalancing a client’s portfolio to include more 
municipal bonds is one way to reduce a client’s NII.

Planning Pointer. Planners should compare 
(1) the yield of tax-exempt bonds, which are 
generally lower than the gross yield of taxable 
bonds (i.e., the yield before taking into account 
the taxation of such yield), with (2) the after-tax 
yield of taxable bonds in order to ascertain the 
amount of benefi t, if any, of shifting some/all of 
a client’s bond portfolio from a taxable portfolio 
to a tax-exempt portfolio.

 2. Charitable Planning
Charitable planning is useful to mitigate the 
3.8-percent Medicare Tax, especially the following 
three items: (1) Gifts to charities, (2) Charitable 
Remainder Trusts (CRTs), and (3) Charitable Lead 
Trusts (CLTs). Gifting directly to a charity may cause 
an immediate deduction in charitable income tax, 
thus resulting in a reduction in the donor’s MAGI. 
Charitable Remainder Trusts allocate a portion 
of net income as interest income received by the 
benefi ciaries and then release the remaining portion 
to a charity. This also creates an immediate charitable 
income tax deduction, as well as works toward 
keeping the benefi ciary’s income below the designate 
threshold. 

CRTs are particularly signifi cant as a planning 
strategy since they are tax-exempt entities. This means 
the trust may sell assets tax-free and reinvest the 
profi t elsewhere. CLTs behave like CRTs in reverse in 
that instead of a certain amount of income initially 
allocated to the trustee, a portion is allocated to a 
charity. Although the remaining income is not tax-
exempt, the charitable deductions received may also 
help offset donor’s NII.

3. Rental Income
Although rental income is included in the calculation 
of NII under the provisions of the 3.8-percent Surtax, 
rental income may be reduced by associated expenses, 
such as depreciation, up to the limits imposed by the 
passive activity loss rules, which are discussed above.

Caution. Even though depreciation deductions 
on rental of a property do signifi cantly reduce 
taxable investment income, planners should 
be aware that any net gain on sales of the 
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property is subject to the 3.8-percent tax. Since 
a material portion of this gain will result from 
depreciation recapture, periodic depreciation 
deductions serves more as a deferral of taxable 
income, instead of a permanent reduction in 
taxable income. 

4. Converting Passive Activity Income
Another method for reducing NII is to reduce passive 
activity income and convert it into nonpassive 
income. However, as explained earlier in this 
column, what is considered adequately satisfying 
the requirements for “material participation” by a 
trustee are still unclear. That being said, successfully 
converting passive income to nonpassive income 
could substantially decrease an estate’s or trust’s 
NII and UNII. Note however that although income 
converted from passive activity is not included 
in NII and UNII, it will still be included in AGI. 
Therefore converting may or may not affect the 
trustee’s amount of taxable income, depending on 
how much MAGI and NII he or she had relative to 
the threshold.

5. Qualifi ed Retirement Plans
Increased investments in any of the qualified 
retirement plans listed in Code Sec. 1411(c)(5) 
that are excluded from the calculation of NII is 
another opportunity to mitigate 3.8-percent tax. 
Qualifi ed retirement plans include qualifi ed pension 
plans, qualified annuity plans, traditional IRAs 
and Roth IRAs. Although qualifi ed retirement plan 
distributions are not included in NII, they are still 
included in the calculations of MAGI. Therefore, 
too great of an increase in income from qualifi ed 
retirement plans may actually result in surpassing 
the taxpayer’s threshold and lead to a 3.8-percent 
tax increase. 

Planning Pointer. Since Roth IRA distributions 
are tax-free, possessing a Roth IRA is a great way 
to reduce a taxpayer’s 3.8-percent tax liability. 
However, a conversion from a traditional IRA to a 
Roth IRA triggers taxable income that is subject to 
the 3.8-percent tax. Therefore, planners advising 
taxpayers who have a traditional IRA but wish 
to convert to a Roth IRA must consider the cost 
and benefi ts of a Roth conversion and whether 
the taxpayer believes tax rates will continue to 
increase when suggesting a planning strategy that 
includes a Roth conversion. 

6. Life Insurance
The use of life insurance as a strategy for minimizing 
the impact of the 3.8-percent tax should also be 
considered. Growth in a life insurance policy cash 
value is tax-deferred, and so certain extractions 
of money, such as principle-fi rst withdrawals or 
through loans, may avoid any impact of the tax. 
When determining the use of life insurance as a 
planning strategy, planners should consider the 
costs and benefi ts beyond the reduction in the 
3.8-percent tax liability. These other considerations 
include the general expenses of a life insurance 
policy, as well as restrictions on maturity and gain 
recognition that may be subject to the 3.8-percent 
tax. If these accumulated fees outweigh the benefi ts 
gained from this tax reduction, then placing more 
income in life insurance policies may not be the 
best option.

7. Installment Sales, Tax-Deferred 
Annuities and Losses
Installment sales and tax-deferred annuities are 
planning strategies that reduce a taxpayer’s MAGI. 
In both methods, capital gains are in part deferred to 
future years. This stretches capital gains and taxable 
MAGI across multiple years and allows taxpayers to 
better remain below the surtax threshold. Moreover, 
if losses, such as business losses or capital losses, are 
recognized proactively, they may also contribute to 
a reduction in taxable MAGI.

8. Above-the-Line Deductions for AGI
Since one of the two main components in the 
3.8-percent tax calculation is MAGI, the easiest 
method to decrease taxable income, is to increase 
‘Above-the-Line’ deductions that will reduce AGI 
and MAGI. The most common above-the-line 
deductions are contributions to qualifi ed retirement 
plans and IRAs.

9. Discretionary Distribution 
for Estates and Trusts
Since the surtax applies to undistributed NII, 
estates and trusts have the option of reducing 
their taxable income through distributions to 
beneficiaries. Moreover, with such a low threshold 
for taxable income, trustees of estates and trusts 
now have a greater impetus to distribute more 
of their net investment income to beneficiaries. 
However, there are numerous considerations that 
planners must balance, when advising trustees 
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on discretionary distributions. Some of these 
include the nature of the trust itself and whether 
the trust wishes to withhold a certain amount 
for the future. Moreover, planners should also 
consider the effects of the distribution on the 
beneficiaries and ensure that distributions that 
reduce the 3.8-percent tax liability for the trustee 
does not result in an increase in the 3.8-percent 
tax liability for beneficiaries.

Conclusion
It is clear that the 3.8-Percent Medicare Contribution 
Tax which takes effect this year will have a signifi cant 
impact on taxpayers. Although we do have a fairly 
comprehensive understanding of the new tax provisions 
and its implications, as mentioned throughout the 

column, there are still many areas that remain unclear 
and require further guidance. Moving forward, this is an 
important consideration for planners to keep in mind 
when advising clients. That being said, as the new tax 
policy settles into the new year, we will be able to have 
a better understanding of the new law. 
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Step No. Checklist for Determination of Applied 3.8% Surtax Liability

1. Is the taxpayer fi ling for individuals or as a trustee to a trust or estate?
A. Individual, go to step 2.
B. Trustee, go to step 3.

2. Is the individual married and fi ling jointly, married but fi ling separately, or single?
A. If married fi ling jointly, Threshold = $250,000.
B. If married fi ling separately, Threshold = $125,000.
C. If individual, Threshold = $200,000.
Move on to step 4.

3 If the taxpayer is a trust or estate, Threshold = $11,650 (indexed for infl ation).
Move on to step 4.

4. Does the taxpayer have any Net Investment Income?
A. For individuals, if yes, go to step 5.
B. For trusts and estates, if yes, go to step 7.
C. If no, the applied 3.8% Surtax Liability is $0. 

5. Does the taxpayer have any Modifi ed Adjusted Gross Income?
A. If yes, go to 6.
B. If no, the applied 3.8% Surtax Liability is zero.

6. For the taxpayer, which is larger, NII or (MAGI – Threshold)?
A. if NII, the applied 3.8% Surtax Liability is (MAGI - Threshold) x 3.8%.
B. if MAGI – Threshold, the applied 3.8% Surtax Liability is NII x 3.8%.

7. Did the trust or estate make any distributions in the current year?
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Move on to step 8.

8. Did the trust or estate have any Adjusted Gross Income?
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