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On December 2, 2013, the Treasury published final regulations (“Final 
Regulations”) with respect to Code Sec. 1411, which finalized the proposed 
regulations that Treasury released on November 30, 2012 (“Proposed 

Regulations”). In addition to the Final Regulations, the Treasury and the IRS contem-
poraneously published a new set of proposed regulations (“New Proposed Regulations”) 
relating to Code Sec. 1411. Part I of this column began to discuss the Final Regulations.1 
This column, Part II, continues where Part I left off and concludes the discussion.

I. Application to Trusts and Estates

A. Calculation of UNII
Generally, a trust or estate’s undistributed net investment income (UNII) is its 
net investment income (NII) reduced by the following:

NII that is included in a distribution to beneficiaries that is deductible by 
the trust or estate under Code Sec. 651 or 661; or
NII for which the trust or estate was entitled to a Code Sec. 642(c) deduction.2

i. Code Secs. 651 and 661 Distributions. In computing a trust or estate’s UNII, 
the trust or estate reduces its NII by distributions of NII that it makes to beneficiaries.3

The Final Regulations limit the deduction allowed for this purpose to the lesser 
of (1) the amount the trust or estate may deduct under Code Secs. 651 and/or 661, 
or (2) the trust or estate’s NII.4 For deductions under Code Sec. 651 or 661 that 
consist of both NII and excluded income (as defined in Reg. §1.1411-1(d)(4)), 
the distribution must be allocated between NII and excluded income in a man-
ner similar to Reg. §1.661(b)-1 as if NII constituted gross income and excluded 
income constituted amounts not includible in gross income.5

Note. If there is any NII that a trust or estate deducts pursuant to these provisions, 
such items retain their character as NII under Code Secs. 652(b) and 662(b), 
for purposes of computing the recipient’s NII for Code Sec. 1411 purposes.6

Caution. These provisions also apply to distributions to U.S. beneficiaries of 
current year income under Code Sec. 652 or 662, as applicable, from foreign 
estates and foreign nongrantor trusts.7
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ii. Amounts Paid and Permanently Set Aside for 
Charitable Purposes Under Code Sec. 642(c). In com-
puting an estate or trust’s UNII, the estate or trust may 
deduct amounts of NII that that are allocated to amounts 
allowable under Code Sec. 642(c).8 For this purpose, for an 
estate or trust that has items of income consisting of both 
NII and excluded income, the amount deductible must 
be allocated between NII and excluded income pursuant 
to the rules contained in Reg. §1.642(c)-2(b) as if NII 
constituted gross income and excluded income constituted 
amounts not includible in gross income.9

II. Definition of NII

A. Generally
The net investment income tax (NIIT) applies to the lesser 
of an individual’s NII or the excess of that individual’s 
MAGI over a threshold amount. Therefore, the definition 
of NII is critical to the determination of NIIT.

Code Sec. 1411(c)(1) defines “NII” as the excess of (a) 
the sum of: (i) gross income from interest, dividends, an-
nuities, royalties and rents, other than such income derived 
in the ordinary course of a trade or business to which the 
NIIT does not apply, (ii) other gross income from trades 
or businesses to which the NIIT applies, and (iii) net 
gain (to the extent taken into account in computing tax-
able income) attributable to the disposition of property 
other than property held in a trade or business to which 
the tax does not apply, OVER (b) deductions allowed by 
subtitle A (i.e., dealing with income taxes generally) that 
are properly allocable to such gross income or net gain.10 
Algebraically, NII is calculated as shown in Table 1.

TABLE 1. CALCULATION OF NII

+ Gross income from interest, dividends, annuities, 
royalties, and rents, other than such income derived in the 
ordinary course of a trade or business to which the NIIT 
does not apply.

+ Other gross income from trades or businesses to which 
the NIIT applies. 

+ Net gain (to the extent taken into account in computing 
taxable income) attributable to the disposition of 
property other than property held in a trade or business 
to which the NIIT does not apply

– Deductions allowed by subtitle A that are properly 
allocable to such gross income or net gain

= NII

Note. Some comments received in response to 
the Proposed Regulations suggested that the Final 

Regulations cross-reference the definition of portfolio 
income under the Code Sec. 469 passive activity loss 
regime. The Preamble noted that, while Code Sec. 
469 does impact several classifications of NII for NIIT 
purposes, because the scope of portfolio income as 
defined in the Code Sec. 469 regulations does not 
match the scope of NII under Code Sec. 1411, the Fi-
nal Regulations do not adopt this recommendation.11

B. Ordinary Course of Trade  
or Business Exception

NII generally excludes gross income that is derived in the 
ordinary course of a trade of business.12 This is sometimes 
referred to as the ordinary course of a trade or business 
exception. There are two exceptions to this rule, which 
are as follows:

Gross income derived in the ordinary course of 
business of certain businesses that are either passive 
activities with respect to the taxpayer, or businesses 
that consist of trading in financial instruments or 
commodities; and13

Investment income earned on working capital of a 
trade or business.14

i. Note Regarding Definition of Trade or Business. Sev-
eral comments received in response to the Proposed Regu-
lations requested guidance concerning the definition of 
“trade of business.”15 In response to these comments, Reg. 
§1.1411-1(d) provides that the term “trade or business” 
when used by Code Sec. 1411 and the Final Regulations 
means a trade or business within the meaning of Code 
Sec. 162, which is intended to incorporate the substantial 
body of case law and administrative guidance under Code 
Sec. 162 regarding this definition.16 The Final Regulations 
include certain special rules regarding the ordinary course 
of business exception, which are as follows.

First, for individuals, estates and/or trusts that own 
or engage in a trade or business (either directly or indi-
rectly through a disregarded entity), the determination of 
whether income is derived in a trade or business is made 
at the individual, estate or trust level.17

Second, the determination of whether income is derived in 
a trade or business is made as follows for individuals, estates 
and/or trusts that own an interest in a passthrough entity:

The determination of whether gross income is treated 
as NII under Reg. §1.1411-4(a)(1)(i) is determined 
at the owner level for passive activities.18

The determination of whether gross income is treated 
as NII under Reg. §1.1411-4(a)(1)(i) is determined at 
the entity level for trades or business of a trader trad-
ing in certain financial instruments or commodities.19
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C. Net Gain

One of the forms of income that is includible in NII is 
net gain attributable to the disposition of property.20 For 
purposes of these rules, the term “disposition” means a sale, 
exchange, transfer, conversion, cash settlement, cancella-
tion, termination, lapse, expiration or other disposition.21

Caution. For Code Sec. 1411 purposes, the calcula-
tion of net gain may not be less than zero.22

Planning Pointer. Although net losses are not allowed 
for NIIT purposes, capital losses that are allowable 
under Code Sec. 1211(b) are permitted to offset gain 
from the disposition of assets other than capital assets 
that are subject to Code Sec. 1411.23

As a general rule, the net gain attributable to the disposi-
tion of property is the gain described in Code Sec. 61(a)(3) 
(i.e., gains derived from dealings in property) recognized 
from the disposition of property reduced, but not below 
zero, by losses deductible under Code Sec. 165, including 
losses attributable to casualty, theft and abandonment or 
other worthlessness.24

The Final Regulations state, for illustration purposes, 
that net gain includes, without limitation, gains or losses 
attributable to dispositions of:

investment of working capital,
life insurance contracts, and
annuity contracts (to the extent the sales price of the 
annuity exceeds the annuity’s surrender value).

D. NII Attributable from Trusts or Estates

As noted above, when a trust or estate distributes out in-
come to a beneficiary, the trust or estate reduces the amount 
of income subject to the NIIT at the trust or estate level. 
However, such income is passed through to the beneficiary 
who is generally subject to the NIIT on such income.25

Caution. For purposes of the NIIT, Reg. §1.1411-
10(c) provides special rules that apply to individuals, 
estates or trusts that are U.S. shareholders of a CFCs 
or PFICs.26

E. Properly Allocable Deductions

i. General. Generally, unless specifically provided else-
where by the Final Regulations, only properly allocable 
deductions contained in Reg. §1.1411-4(f ) may be taken 
into account by taxpayers in determining their NII.27

Caution. Any deductions provided for in Reg. 
§1.1411-4(f) that exceed gross income and net gain are 
not taken into account in determining NII in any other 
tax year except as otherwise allowed by Code Chapter 1.

ii. Properly Allocable Deductions.
1. Deductions allocable to gross income from rents 

and royalties. Deductions described in Code Sec. 62(a)(4)  
(i.e., deductions attributable to rents and royalties) allo-
cable to rents and royalties included in NII are taken into 
account in determining NII.28

2. Deductions allocable to gross income from trader 
trades or businesses. Trade or business expense deductions 
described in Code Sec. 62(a)(1) allocable to income from a 
trade or business described in Reg. §1.1411-5 (i.e., passive 
activities with respect to the taxpayer and/or trade or business 
of trading in financial instruments or commodities) are taken 
into account in determining NII to the extent the deductions 
are not taken into account in determining self-employment 
income within the meaning of Reg. §1.1411-9.29

3. Penalties on early withdrawal of savings. Penalty 
amounts forfeited to certain financial institutions30 as a 
penalty for premature withdrawal of funds from certain 
accounts, such as time savings account, certificate of 
deposit, or similar deposits are taken into account in 
determining NII.31

4. NOLs. The total Code Sec. 1411 NOL amount of an 
NOL deduction allowed under Code Sec. 172 is allowed 
as a properly allocable deduction in determining NII.32 
For this purpose, the total Code Sec. 1411 NOL amount 
of an NOL deduction is calculated as follows.33

First, determine the applicable portion of the taxpayer’s 
NOL for each loss year.34

In any tax year in which a taxpayer incurs an NOL, the 
“applicable portion” of such loss is the lesser of: (1) the 
amount of the NOL for the loss year that the taxpayer 
would incur if only items of gross income that are used to 
determine NII and only properly allocable deductions are 
taken into account in determining the NOL in accordance 
with Code Sec. 172(c) and (d); or (2) the amount of the 
taxpayer’s NOL for the loss year.35

Second, the applicable portion for each loss year is used to 
determine the Code Sec. 1411 NOL amount for each NOL 
carried from a loss year and deducted in the tax year.36 The 
Code Sec. 1411 NOL amount of each NOL that is carried 
from a loss year that is allowed as a deduction is the total 
amount of such NOL carried from the loss year allowed as a 
deduction under Code Sec. 172(a) in the tax year multiplied 
by a fraction. The numerator of the fraction is the applicable 
portion of the NOL for that loss year. The denominator of the 
fraction is the total amount of the NOL for the same loss year.37
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Third, the Code Sec. 1411 NOL amounts of each net 
operating loss carried from a loss year and deducted in the 
tax year are then added together as discussed below. This 
sum is the total Code Sec. 1411 NOL amount of the NOL 
deduction for the tax year that is allowed as a properly 
allocable deduction in determining NII for the tax year.38

The Code Sec. 1411 NOL amounts of each NOL car-
ried to and deducted in the tax year as determined under 
the above rules are added together to determine the total 
Code Sec. 1411 NOL amount of the NOL deduction 
for the tax year that is properly allocable to NII. For this 
purpose, both the amount of an NOL for a loss year and 
the amount of an NOL deduction refer to such amounts 
as determined for purposes of Code Chapter 1.39

5. Investment interest expenses. Investment interest, up 
to the amount of the taxpayer’s NII, is allowed as a properly 
allocable deduction.40 Any investment interest that exceeds 
the taxpayer’s NII is treated as investment interest paid or 
accrued by the taxpayer in the succeeding tax year.41

6. Investment expense. Investment expenses are al-
lowed as a properly allocable deduction.42

7. Taxes described in Code Sec. 164(a)(3). State and 
local, foreign, income, war profits and excess profits taxes 
that are properly allocable to NII are allowed as a properly 
allocable deduction.43 For this purpose, only taxes that are 
properly allocable under Reg. §1.1411-4(g)(1), which pro-
vides special rules regarding the allocation of deductions 
allocable to both NII and excluded income are allowed.44

Caution. Foreign income, war profits and excess prof-
its taxes are allowable as deductions for NII only if the 
taxpayer does not choose to take any foreign tax credits 
under Code Sec. 901 with respect to that tax year.45

8. Deduction where annuity payments cease before 
entire investment is recovered. For amounts allowed as a 
deduction to annuitants for the annuitant’s last tax year under 
Code Sec. 72(b)(3) (i.e., deduction where annuity payments 
cease before entire investment is recovered), such amount 
is allowed as a properly allocable deduction in the same tax 
year if the income from the annuity (had the annuitant lived 
to receive such income) would have been included in NII.46

9. Deduction for estate and GST tax on IRD under 
Code Sec. 691(c). Deductions for estate and GST taxes 
under Code Sec. 691(c) that are allocable to NII are al-
lowed as a properly allocable deduction.47

10. Expenses for production of income under Code 
Sec. 212(3). Expenses for the production of income48 are 
allowed as a properly allocable deduction against NII.49

11. Amortizable bond premium. Deductions allowed 
under for the amortizable bond premium on a taxable 

bond50 are allowable as a properly allocable deduction 
against NII.51

12. Fiduciary expenses. For estates and trusts, expenses 
paid or incurred by an individual in connection with the 
determination, collection or refund of any Federal, State or 
municipal tax, including income, estate, gift, property or any 
other tax, are deductible to extent they are allocable to NII.

iii. Loss Deductions. Losses deductible under Code 
Sec.165 are allowed as properly allocable deductions to 
the extent such losses exceed Code Sec. 61(a)(3) gains and 
are not otherwise taken into account in computing net 
gain for NIIT purposes.52

iv. Ordinary Loss Deductions for Certain Debt In-
struments. An amount treated as an ordinary loss by a 
holder of a contingent payment debt instrument under 
Reg. §1.1275-4(b) or an inflation-indexed debt instru-
ment under Reg. §1.1275-7(f )(1) is allowed as a properly 
allocable deduction for NIIT purposes.53

v. Other Deductions. Any other deduction allowed by 
Code Subtitle A, dealing with income taxes, that is identi-
fied in published guidance as properly allocable to gross 
income or net gain is allowable as a properly allocable 
deduction for NIIT purposes.54

vi. Application of Limitations Under Code Secs. 67 
(Two-Percent Floor on Miscellaneous Itemized Deduc-
tions) and 68 (Overall Limit on Itemized Deductions). 
Any deductions that are properly allocable for NIIT pur-
poses that are subject to Code Sec. 67, providing for the 
two-percent floor on miscellaneous itemized deductions, 
or Code Sec. 68, providing the overall limitation on item-
ized deductions, are allowed in determining NII only to 
the extent such items are deductible for normal income 
tax purposes under Code Chapter 1, after the application 
of Code Secs. 67 and 68.55

Note. For this purpose, Code Sec. 67 applies before 
Code Sec. 68.56

The amount of miscellaneous itemized deductions (as 
defined in Code Sec. 67(b)) tentatively deductible in 
determining NII after applying Code Sec. 67, but before 
applying Code Sec. 68, is the lesser of:

that portion of the taxpayer’s miscellaneous itemized 
deductions (before the application of Code Sec. 67) 
that is properly allocable to items of income or net 
gain included in determining NII, or
the taxpayer’s total miscellaneous itemized deductions 
allowed after the application of Code Sec. 67, but 
before the application of Code Sec. 68.57

The amount of itemized deductions allowed in determin-
ing NII after applying Code Secs. 67 and 68 is the lesser of:
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the sum of the amount determined above and the 
amount of itemized deductions not subject to Code 
Sec. 67 that are properly allocable to items of income 
or net gain included in determining NII, or
the total amount of itemized deductions allowed after 
the application of Code Secs. 67 and 68.58

vii. Special Rules. The Final Regulations provide special 
rules for:

deductions allocable to both NII and excluded income,59

recoveries of properly allocable deductions,60

deductions described in Code Sec. 691(b),61

amounts described in Code Sec. 642(h),62

treatment of self-charged interest income,63

treatment of certain nonpassive rental activities,64

treatment of certain real estate professionals, and65

treatment of former passive activities.66
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