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The Estate Planner
By Lewis J. Saret 

Happy New Year from the Treasury: The Final 3.8-Percent 
Net Investment Income Tax Regs–Part I

Lewis J. Saret is the Founder of the Law 
Offi ce of Lewis J. Saret, in Washington, 
D.C. He concentrates his practice in the 
area of federal taxation, with particular 
emphasis on estate and business succes-
sion planning, and may be reached at 
lewis.saret@gmail.com.

I. In General
The health care legislation enacted in 2010, often 
referred to as “Obamacare,” included a signifi cant 
tax provision, the Unearned Income Medicare Con-
tribution, which has generally been referred to as the 
3.8-Percent Net Investment Income Tax (NIIT). The 
NIIT has received a signifi cant amount of attention 
among tax professionals.

On November 30, 2012, the Treasury released pro-
posed regulations that provide guidance with respect to 
Code Sec. 1411 (“Proposed Regs”). In response to the 
Proposed Regs, the IRS received numerous comments.1 

On December 2, 2013, the Treasury published 
fi nal regulations (“Final Regs”) with respect to Code 
Sec. 1411. 

In addition to the Final Regs, the Treasury and the 
IRS contemporaneously published a new set of pro-
posed regulations (“New Proposed Regs”) relating to 
Code Sec. 1411, which are discussed below.

In addition, two issues were raised by comments on 
the Proposed Regs, which the Treasury has decided 
to study further. Specifi cally, these issues address the 
treatment of accumulation distributions from foreign 
trusts and material participation of estates and trusts. 
The Treasury has requested comments on these is-
sues, which are due to Treasury on March 2, 2014. 
The author understands that several organizations 
are currently in the process of preparing comments 
for submission. 

This column, the fi rst of a planned two-part series, 
will summarize the key provisions of the Final Regs. 
Where appropriate, it will also discuss changes from 
the Proposed Regs as well as the New Proposed Regs.
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II. General 
Code Sec. 1411 Matters
This section discusses general matters covered by 
Code Sec. 1411, which don’t fall neatly into one of 
the other sections of the column. Among other things, 
this section will discuss the following:

Application of the Final Regs and Proposed Regs 
to estimated tax payments
Regrouping rules
Relationship of Code Sec. 1411 to Code Chapter 1
Effective dates of the Final and Proposed Regs 
and reliance thereon

A. Estimated Taxes
Some commentators, with respect to the Proposed 
Regs, noted that, because many investors don’t know 
until year end if a passthrough investment will gener-
ate net investment income (NII) for that year, the IRS 
should not penalize such taxpayers for failure to in-
clude NII in their estimated tax payment calculations.2 

In response to such comments, the IRS noted that 
Code Sec. 6654 was amended to specifi cally pro-
vide that the Code Sec. 1411 NIIT is subject to the 
estimated tax provisions. Therefore, the IRS declined 
to extend penalty relief for failure to incorporate the 
NIIT into estimated tax payments. As a result, taxpay-
ers must take the NIIT into account when making 
estimated tax payments.

B. Regrouping
The excess of deductions from passive trade or 
business activities over income from such activities 
generally may not be deducted against other income.3 
Regulations provide that if a taxpayer’s original group-
ing was clearly inappropriate (or a material change in 
the facts and circumstances has occurred that makes 
the original grouping clearly inappropriate) taxpayers 
must regroup the activities. 

The Proposed Regs allowed taxpayers to regroup 
their activities in the fi rst tax year beginning after 
December 31, 2012. The Final Regs retain this re-
grouping provision. 

A regrouping may occur only during the fi rst tax 
year beginning after December 31, 2012, in which 
the taxpayer meets the applicable income threshold 
under Code Sec. 1411 and has NII.

Comment. Some commentators called for a 
“fresh start” for all individuals, estates and 
trusts, regardless of whether they have NII 

income or modifi ed adjusted gross income 
(MAGI) above the applicable thresholds. The 
IRS rejected this approach, reasoning that if a 
taxpayer lacks an NII tax liability, there is no 
reason for regrouping.

On the other hand, however, the IRS agreed with 
commentators’ concerns regarding potential unfair-
ness to taxpayers who become subject to Code Sec. 
1411 after certain adjustments. The Preamble gives 
the example of income or deduction items occurring 
after an original return has been fi led. As a result, the 
Final Regs allow taxpayers to regroup under Reg. 
§1.469-11(b)(3)(iv) on amended returns, but only if 
the taxpayer was not subject to Code Sec. 1411 on 
the original return (or previously amended return), 
and where, because of a change to the original re-
turn, the taxpayer owed tax under Code Sec. 1411 
for that tax year. 

Note that this rule also applies to changes to MAGI 
or NII due to IRS audits. 

Caution. The regrouping is void for taxpayers 
who regroup on an original return (or previ-
ously amended return) and who subsequently 
determine that they are not subject to Code 
Sec. 1411 for that year. Such regrouping is void 
for that year and all subsequent years until a 
valid regrouping is done. Such voiding of a 
regrouping may cause additional changes to a 
taxpayer’s current year return and may warrant 
corrections to future year returns to restore 
the taxpayer’s original groupings. As a result, 
the Final Regs contain two exceptions to such 
voided elections. First, the Final Regs allow a 
taxpayer to adopt the voided grouping in a sub-
sequent year without fi ling an amended return 
if the taxpayer is subject to Code Sec. 1411 in 
such year. Second, if the taxpayer is subject to 
Code Sec. 1411 in a subsequent year, the tax-
payer may fi le an amended return to regroup in 
a manner that differs from the previous year’s 
voided regrouping. 

C. Relationship to Code Chapter 1
Code Sec. 1411 imposes a new tax on investment 
income, under new chapter 2A of the Code. How-
ever, other than certain specifi c cross-references in 
Code Sec. 1411, Code Sec. 1411 does not provide 
defi nitions of its key terms. In addition, the legislative 
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history of Code Sec. 1411 does not indicate that 
Congress intended terms used in Code Sec. 1411 to 
have the same meaning as those used for other federal 
income taxes. Therefore, under the Final Regs, un-
less otherwise specifi ed, Code Sec. 1411 follows the 
same rules and principles as Code Chapter 1 when 
determining the tax.4 

Having said the foregoing, the Final Regs defi ne 
certain terms, including the following:

Gross income from annuities5
Controlled foreign corporation (CFC)6
Gross income from dividends7
Excluded income8
Individual9
Gross income from interest10
Married and unmarried taxpayer11
Passive foreign investment corporation (PFIC)12
Gross income from rents13
Gross income from royalties14
Trade or business15
United States person16

United States shareholder17

D. Effective Date and Reliance 
on Final Regs and Proposed Regs
The NIIT is effective for tax years beginning after 
December 31, 2012.

The Proposed Regs provided that taxpayers may rely 
on the Proposed Regs for Code Sec. 1411 compliance 
purposes until the effective date of the fi nal regulations, 
which were anticipated to be fi nalized during 2013.

The Final Regs provide that they apply to tax years 
beginning after December 31, 2013. However, 
taxpayers may apply the Final Regs to tax years be-
ginning after December 31, 2012, subject to certain 
provisions contained in accordance with the provi-
sions of Reg. §1.1411-1(f).18 

Reg. §1.1411-1(f) provides that, for tax years 
beginning before January 1, 2014, the IRS will not 
challenge a taxpayer’s tax computation under Code 
Sec. 1411 if the taxpayer has made a reasonable, 
good-faith effort to comply with the requirements 
of Code Sec. 1411. For example, a taxpayer’s com-
pliance with the provisions of the Proposed Regs 
and the Final Regs generally will be considered a 
reasonable, good-faith effort to comply if reliance 
on such regulations are applied in their entirety, 
and the taxpayer makes reasonable adjustments to 
ensure that their Code Sec. 1411 tax liability in the 
tax years beginning after December 31, 2013, is not 
inappropriately distorted by the positions taken in 

tax years beginning after December 31, 2012, but 
before January 1, 2014. 

III. Application to Individuals
A. Generally
Code Sec. 1411(a)(1) imposes the NIIT on individu-
als.19 However, the NIIT does not apply to nonresident 
aliens (NRAs).20 

The Final Regs specifi cally address the application 
of Code Sec. 1411 to individuals.21 

Code Sec. 1411 states that for individuals, a 3.8-per-
cent tax will apply each tax year on the lesser of either:

an individual’s NII; or 
the excess of that individual’s MAGI, over a 
threshold amount. 

The three threshold amounts, which are fi xed and not 
indexed for infl ation, are defi ned as the following:

$250,000 for married taxpayers fi ling jointly
$125,000 for married taxpayers fi ling separately
$200,000 for all other cases22

The Final Regs defi ne MAGI as an individual’s adjusted 
gross income according to Code Sec. 62, increased by 
any income excluded from gross income according to 
Code Sec. 911(a)(1) (dealing with certain U.S. Taxpayers 
residing outside the United States) net of all associat-
ing deductions according to Code Sec. 911(d)(6).23 
However, the Final Regs also note that additional 
rules apply to U.S. shareholders of CFCs and PFICs.24 

B. Calculation of NIIT
i. Generally. Generally, the NIIT equals 3.8 percent 
of the lesser of:

NII, as defi ned in Reg. §1.1411-4, for the tax 
year; or 
the excess (if any) of the taxpayers MAGI for the 
tax year, over the threshold amount.

MAGI equals the taxpayers adjusted gross income 
(AGI) increased by the excess of (1) the amount ex-
cluded from gross income under Code Sec. 911(a)(1) 
(dealing with certain U.S. Taxpayers residing out-
side the United States); over (2) the amount of any 
deductions (taken into account in computing AGI) 
or exclusions disallowed under Code Sec. 911(d)(6) 
with respect to such amounts. 

The threshold amounts are as follows:
$250,000 for married taxpayers fi ling a joint 
return or a surviving spouse 
$125,000 for married taxpayers fi ling separate 
returns
$200,000 for all other taxpayers25
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C. Dual-Resident 
and Dual-Status Individuals

i. Dual-Resident Individuals. The Final Regs include 
provisions regarding the application of Code Sec. 
1411 to dual-resident individuals, as defi ned by 
Reg. §301.7701(b)-7(a)(1), who determine that they 
are residents of foreign countries for tax purposes 
pursuant to an income tax treaty between the United 
States and such foreign country, and claim NRA treaty 
benefi ts. Consistent with Reg. §301.7701(b)-7(a)(1), 
which provides that such individuals will be treated 
as NRAs for U.S. income tax purposes, the Final Regs 
provide that such individuals are also treated as NRAs 
for Code Sec. 1411.26 Therefore, such individuals will 
not be subject to the NIIT. 

ii. Dual-Status Individuals. The Final Regs also deal 
with how Code Sec. 1411 applies to dual-status indi-
viduals who are U.S. residents for part of the year and 
NRAs for the remainder of the year. The IRS believes 
that dual-status residents should be subject to Code 
Sec. 1411 only for the part of the year during which 
that individual is a U.S. resident, and the Final Regs 
clarify this.27 

Note. Consistent with the rule for short tax years, 
contained in Reg. §1.1411-2(d)(2), the thresh-
old amount under Reg. §1.1411-2(d)(1) is not 
reduced or prorated for a dual-status resident.28 

Caution. The Preamble to the Final Regs states 
that the IRS may reconsider this rule if taxpayers 
are applying it inappropriately.29

iii. Code Sec. 6013(h) Elections. One issue the 
IRS looked at is whether the Final Regs should pro-
vide an election with respect to Code Sec. 6013(h) 
that is similar to the election that the Proposed Reg. 
§1.1411-2(a)(2)(i)(B) provided for Code Sec. 6013(g).

Code Sec. 6013(h) allows dual-status individuals 
who are NRAs at the beginning of any tax year but 
at  the close of such tax year are U.S. residents, and 
who are married to a U.S. citizen or resident, to make 
a joint election with his/her spouse to be treated as 
a U.S. resident for certain tax purposes. 

Because the IRS concluded that such an election is 
appropriate, the Final Regs provide that dual-status 
individuals who make a Code Sec. 6013(h) election 
may also make a Code Sec. 6013(h) election for Code 
Sec. 1411 purposes.30 For purposes of calculating 
the NIIT, the effect of such an election is to include 

the combined income of the U.S. citizen/resident 
spouse and the dual-status spouse in the NIIT cal-
culation and subject the income of both spouses to 
the $250,000 NIIT threshold amount for taxpayers 
fi ling a joint return.31 

If the spouses do not make a Code Sec. 6013(h) 
election for NIIT purposes, regardless of whether 
they make the election for other tax purposes, the 
Final Regs require each spouse to determine his/
her own NII and MAGI, and subjects each spouse 
to the $125,000 threshold amount for spouses 
filing separately. 

Consistent with the rule for short tax years con-
tained in Reg. §1.1411-2(d)(2), the NIIT threshold 
amount is not reduced or prorated for the dual-status 
resident spouse for the part of the year that he/she is 
treated as a U.S. resident. 

D. Joint Returns for NRAs Married 
to U.S. Citizens/Residents32
The Final Regs provide that for U.S. citizens/residents 
married to NRAs, absent an election, spouses must 
determine their NII and MAGI separately, and the 
tax applies to the U.S. citizen/resident only. The NRA 
spouse is exempt from the tax. In addition, the U.S. 
citizen or resident will be treated as married fi ling 
separately and so will be subject to the $125,000 
threshold for MAGI.33

The Final Regs gives spouses who fi le a joint federal 
income tax return pursuant to a Code Sec. 6013(g) 
election the option to make an election to be treated 
as making a Code Sec. 6013(g) election for NIIT 
purposes. The effect of such an election would be 
to include the combined income of the U.S. citizen/
resident spouse and the nonresident alien spouse in 
the NIIT calculation and the combined MAGI will be 
subject to the threshold of $250,000.34 

E. Application to Bona Fide 
Residents of U.S. Territories
The Final Regs provide guidance on the application 
of the NIIT to residents of U.S. territories, which 
are American Samoa, Guam, the Northern Mariana 
Islands, Puerto Rico and the U.S. Virgin Islands.35 Es-
sentially, these provisions remain unchanged from 
the Proposed Regs.36 

F. Short Tax Year
A short tax year is a tax year that is less than 12 
months. If an individual has a short tax year, it raises 
the question of whether the MAGI threshold amount 
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should be reduced to refl ect the shortened year. 
The Final Regs provide that the threshold amount 
is generally not prorated in the case of a short tax 
year of an individual,37 except for individuals with 
short tax years that result from a change of annual 
accounting period. 

Under Code Sec. 443(b)(1), taxpayers that undergo 
a change in annual accounting period under Code 
Sec. 442 who have a short period must annualize 
their taxable income. The taxpayer’s federal income 
tax is the tax computed on the annualized taxable 
income by multiplying the taxable income for the 
short period by 12 and dividing the result by the 
number of months in the short period. 

The Final Regs provide that taxpayers with a short 
period resulting from a change of annual account-
ing period must reduce the applicable threshold 
amount to an amount that bears the same ratio to 
the full threshold amount provided under Code Sec. 
1411(b) as the number of months in the short period 
bears to 12.38

IV. Application to 
Trusts and Estates
A. Trust and Estates Subject to NIIT

i. Generally. Generally, the NIIT applies to all trusts 
and estates that are subject to income taxation pur-
suant to Code Chapter 1, subchapter J, Part I, which 
generally subjects trusts and estates to income taxa-
tion.

The NIIT, applied to trusts and estates, equals 3.8 
percent of the lesser of:

the estate or trust’s undistributed net investment 
income (UNII) for the tax year in question; or
the excess (if any) of:

the estate or trust’s AGI for the year in 
question; over
the dollar amount at which the highest income 
tax bracket begins for trusts and estates.39

Note. As with the threshold for individuals, the 
threshold for trusts and estates, which equals 
the dollar amount at which the highest income 
tax bracket begins, is not prorated for short tax 
years unless such change results from a change 
in accounting period.40

Caution. Because the income tax bracket for 
trusts and estates are highly compressed, the 

NIIT threshold is very low. To illustrate, for 2013, 
the threshold equals $11,950 and for 2014 the 
threshold equals $12,150. Therefore, careful 
planning is required for NIIT planning for trusts 
and estates.

B. Special Rules
i. Exception for Certain Trusts and Estates. Certain 
trusts and estates are exempted from the NIIT. Specifi -
cally, the NIIT does not apply to the following trusts 
and estates:

Charitable Trusts or Estates.41 Trusts or estates 
devoted to one or more of the purposes described 
in Code Sec. 170(c)(2)(B).42
Tax-Exempt Trusts. Tax-exempt trusts under Code 
Sec. 501.43 In addition, any other trust, fund or 
account that is statutorily exempt from taxes 
imposed in subtitle A, such as under Code Secs. 
220(e)(1), 223(e)(1), 529(a) and 530(a).44
CRTs. CRTs described in Code Sec. 664.45 How-
ever, special rules apply to the treatment of 
annuity or unitrust distributions from CRTs to 
taxable recipients.46 See discussion below.
Grantor Trusts.47 However, for grantor trusts, 
income items pass through to the grantor for 
purposes of calculating such person’s net invest-
ment income.
Electing Alaska Native Settlement Trusts. Electing 
Alaska Native Settlement Trusts subject to taxa-
tion under Code Sec. 646.48
Cemetery Perpetual Care Funds. Cemetery Perpet-
ual Care Funds to which Code Sec. 642(i) applies.49
Foreign Trusts.50 However, see Reg. §§1.1411-
3(e)(3)(ii) and 1.1411-4(e)(1)(ii) for rules related 
to distributions from foreign trusts to U.S. 
benefi ciaries.51
Foreign Estates.52 However, see Reg. §1.1411- 
3(e)(3)(ii) for rules related to distributions from 
foreign estates to U.S. benefi ciaries.53

ii. Qualifi ed Funeral Trusts and Bankruptcy Estates.
1. Qualifi ed Funeral Trusts. Qualifi ed funeral trusts 

under Code Sec. 685 receive special NIIT treatment 
by the Final Regs. Specifi cally, the NIIT rules apply to 
each qualifi ed funeral trust by treating each benefi -
ciary’s interest in each such trust as a separate trust.54

2. Bankruptcy Estates. Bankruptcy estates are also 
singled out for special NIIT treatment by the Final 
Regs. Specifi cally, the Final Regs treat a bankruptcy 
estate where the debtor is an individual as if the 
taxpayer were a married taxpayer fi ling a separate 
return for NIIT purposes.55
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C. Electing Small Business Trusts 
(ESBTs)

In the ESBT context, the Final Regs retain the Pro-
posed Regs’ calculations as they apply to NIIT UNII 
and MAGI. However, the Final Regs have relocated 
the location of the ESBT provisions from Proposed 
Reg. §1.1411-3(c)(1) to Reg. §1.1411-3(c) in the 
Final Regs.56

As background, for income tax purposes Code Sec. 
641(c)(1) provides that (1) the portion of any ESBT 
which consists of stock in one or more S corporations 
must be treated as a separate trust, and (2) the amount 
of the tax imposed by Chapter 1 on such separate 
trust must be determined with certain modifi cations 
detailed in Code Sec. 641(c)(2).

Reg. §1.641(c)-1(a) provides that an ESBT is treated 
as two separate trusts for purposes of Chapter 1. 

Generally, the Final Regs preserve the Chapter 1 
treatment of the ESBT as two separate trusts for com-
putational purposes but consolidate the ESBT into 
a single trust for determining the NIIT threshold in 
Code Sec. 1411(a)(2)(B)(ii). This rule applies a single 
section 1(e) threshold so as to not inequitably benefi t 
ESBTs over other taxable trusts. 

Specifi cally, the Final Regs set forth the following 
computational steps:
1. To determine the ESBT’s UNII, separately cal-

culate the UNII for the S portion and the non-S 
portion. Add these two amounts together to 
determine the ESBT’s UNII.57

2. To determine the ESBT’s adjusted gross in-
come as defi ned in Reg. §1.1411-3(a)(1)(ii)(B)
(1), increase or decrease the non-S portion’s 
adjusted gross income by the net income/loss 
of the S portion. The S portion’s net income/
loss also includes all deductions, carryovers 
or loss limitations applicable to the S portion 
as a single item of ordinary income/loss.58

3. The NIIT is applied to the lesser of the ESBT’s 
UNII or its AGI above the threshold.59

D. Application to Charitable 
Remainder Trusts (CRTs)
i. Generally; Service Response to Comments on 
Proposed Regs. The Proposed Regs provided special 
rules for the classifi cation of the income of and the 
distributions from CRTs for NIIT purposes. Specifi -
cally, Proposed Reg. §1.1411-3(c)(2)(i) provided that 
CRT distributions to a benefi ciary for a tax year 
consist of NII equal to the lesser of (1) the total 

distributions for that year, or (2) the CRT’s current 
and accumulated NII. 

Proposed Reg. §1.1411-3(c)(2)(iii) defi ned the term 
accumulated net investment income (ANII) as the 
total amount of NII received by a CRT for all tax years 
beginning after December 31, 2012, less the total NII 
distributed for all prior taxable years beginning after 
December 31, 2012.

In the preamble to the Proposed Regs, the IRS ac-
knowledged that the classifi cation of income as NII or 
non-NII would be separate from, and in addition to, 
the four tiers under Code Sec. 664(b), which would 
continue to apply for chapter 1 purposes. 

The IRS also stated in the preamble that they had 
considered an alternative method for determining the 
distributed amount of NII under which NII would be 
determined on a class-by-class basis within each of 
the Reg. §1.664-1(d)(1) enumerated categories. 

The IRS acknowledged that, although differenti-
ating between NII and non-NII within each class 
and category might be more consistent with the 
structure created for CRTs by Code Sec. 664 and 
the regulations thereunder, it was concerned that 
the recordkeeping and compliance burden of such 
a method on trustees would outweigh the benefi ts 
of that method.

In response to the IRS’s request for comments on 
the Proposed Regs, multiple commentators asked that 
the fi nal regulations follow the existing rules under 
Code Sec. 664 that create subclasses in each category 
of income as the tax rates on certain types of income 
are changed from time to time. Such commentators 
said that CRT trustees are already maintaining the 
appropriate records and are familiar with the exist-
ing rules, so compliance would be less complicated 
than under the new system described in the Proposed 
Regulations. Some commentators suggested that the 
fi nal regulations allow the trustee to elect between 
the method described in the Proposed Regulations 
and the existing rules under Code Sec. 664.

The Final Regs, in Reg. §1.1411-3(d)(2), adopts the 
commentators’ request to categorize and distribute 
NII based on the existing Code Sec. 664 category 
and class system. 

Final Reg. §1.1411-3(d)(2), summarized below, 
applies to CRTs for tax years beginning after 2012. 
However, for CRTs that relied on the Proposed 
Regs for returns fi led before the publication of the 
Final Regs in the Federal Register, the CRT and its 
benefi ciaries don’t have to amend their returns to 
comply with rules in the Final Regs. For such CRTs, 
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when transitioning from the Proposed Reg method 
to the Final Regs method, the CRT may use any 
reasonable method to allocate the remaining UNII 
for that year to the categories and classes under 
Code Sec. 664.

The Final Regulations retain the ANII concept. ANII 
is defi ned as the total amount of NII received by a CRT 
for all tax years beginning after 2012, less the total 
amount of NII distributed for all prior tax years begin-
ning after 2012. The Final Regs apply the Code Sec. 
664 category and class system to ANII by providing 
that the federal income tax rate applicable to an item 
of ANII, for purposes of allocating that item of ANII 
to the appropriate class within a category of income 
as described in Reg. §1.664-1(d)(1), is the sum of the 
income tax rate imposed on that item under Code 
Chapter 1 and the rate of the tax imposed under Code 
Sec. 1411. Thus, if a CRT has both excluded income 
(e.g., income received by the CRT before January 1, 
2013, or other income received after December 31, 
2012, but excluded from NII) and ANII in an income 
category, such excluded income and ANII will consti-
tute separate classes of income for purposes of Reg. 
§1.664-1(d)(1)(i)(b).

Note. The IRS believes special rules are necessary 
to apply the Code Sec. 664 category and class 
system contained in Reg. §1.664-1(d) to certain 
distributions made to CRTs that own interests in 
CFCs and PFICs not making the Reg. §1.1411-10(g) 
election to account for the difference between 
the income inclusion for Code Chapter 1 and for 
Code Sec. 1411 purposes. Accordingly, the fi nal 
regulations reserve paragraph §1.1411-3(d)(2)(ii) 
for special rules in this case. In this regard, the 
New Proposed Regs contain special rules relat-
ing to CFCs and PFICs and are proposed to be 
effective for tax years beginning after 
December 31, 2013.60

Note. The Final Regs reserve §1.1411-
3(d)(3) for rules allowing CRTs to 
elect between the simplifi ed method 
contained in the New Proposed Regs 
and the Code Sec. 664 method con-
tained in the Final Regs. The New 
Proposed Regs, provide rules that 
allow a CRT to choose between a 
simplifi ed method contained in the 
New Proposed Regs and the existing 
rules under Code Sec. 664. The rules 

contained in the New Proposed Regs are proposed 
to be effective for tax years beginning after 2012.

ii. Operational Rules.
1. Treatment of Distributions. If one or more 

items of NII comprise all or part of a CRT annuity 
or unitrust distribution, then such items retain their 
character as NII in the recipient’s hands.61 

 For CRTs with more than one annuity or unitrust 
benefi ciary, the CRT’s NII is apportioned among 
such benefi ciaries based on their respective shares 
of the total annuity or unitrust amount paid by the 
CRT for the tax year in question.62

2. Accumulated NIIT. As noted above, a CRT’s ac-
cumulated net investment income (ANII) equals the 
total amount of NII that the CRT receives for all tax 
years beginning after 2012, less the total amount of 
NII distributed for all prior CRT tax years that begin 
after 2012.63

iii. Application of Code Sec. 664. The federal 
income tax rate of the item of NII, to be used to de-
termine the proper classifi cation of that item within 
the appropriate income category as described in Reg. 
§1.664-1(d)(1)(i)(b), is the sum of the income tax rate 
applicable to that item under Code Chapter 1 and 
the tax rate under Code Sec. 1411. Thus, the ANII 
and excluded income (as defi ned in Reg. §1.1411-
1(d)(4)) of a CRT in the same income category consti-
tute separate classes of income within that category 
as described in Reg. §1.664-1(d)(1)(i)(b).

iv. Example 1. In 2009, Sherlock created the 
Holmes CRT as a charitable remainder annuity trust. 
The CRT instrument requires annual annuity pay-
ments of $50,000 to Sherlock for 15 years. 

As of January 1, 2013, the Holmes CRT has the 
items of undistributed income shown in Table 1 
within its §1.664-1(d)(1) categories and classes.

Table 1.

 Category Class Tax Rate Amount

Ordinary Income

Interest 39.6% $4,000

Net rental income 39.6% $8,000

Nonqualifi ed dividend income 39.6% $2,000

Qualifi ed dividend income 20.0% $10,000

Capital Gain

Short term 39.6% $39,000

Unrecaptured Code Sec. 1250 gain 25.0% $1,000

Long term 20.0% $560,000

Other income $0

Total undistributed income as of January 1, 2013 $624,000
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Here, pursuant to Reg. 
§1.1411-3(d)(1)(iii), none 
of the $624,000 of undis-
tributed income is ANII 
because none of it was re-
ceived by CRT after 2012. 
Thus, the entire $624,000 
of undistributed income is 
excluded income (as defi ned 
in Reg. §1.1411-1(d)(4).

During 2013, the Holmes 
CRT receives $7,000 of in-
terest income, $9,000 of 
qualifi ed dividend income, 
$4,000 of short-term capi-
tal gain, and $11,000 of 
long-term capital gain. 
Before its 2013 $50,000 
distribution to Sherlock, 
the Holmes CRT has the 
items of undistributed in-
come shown in Table 2 
within its Reg. §1.664-1(d)
(1) categories and classes 
after the application of 
the rules contained in the 
Final Regs. 

As a result of the fore-
g o i n g ,  t h e  $ 5 0 , 0 0 0 
distribution to A for 2013 
will include the amounts 
shown in Table 3.

The amount included 
in Sherlock’s 2013 NII is 
$20,000. This amount is 
comprised of $7,000 of 
interest income, $9,000 
of quali f ied dividend 
income, and $4,000 of 
short-term capital gain.

As a result, as of Janu-
ary 1, 2014, the Holmes 
CRT has the items of un-
distributed income shown 
in Table 4 within its Reg. 
§1.664-1(d)(1) categories 
and classes.

Table 2 .

Category Class Excluded/ANII Tax Rate Amount

Ordinary 
Income

Interest NII 43.4% $7000

Interest Excluded 39.6% $4000

Net rental income Excluded 39.6% $8,000

Nonqualifi ed dividend income Excluded 39.6% $2,000

Qualifi ed dividend income NII 23.8% $9,000

Qualifi ed dividend income Excluded 20.0% $10,000

Capital Gain

Short term NII 43.4% $4,000

Short term Excluded 39.6% $39,000

Unrecaptured Code Sec. 1250 gain Excluded 25.0% $1,000

Long term NII 23.8% $11,000

Long term 20.0% $560,000

Other income $0

Table 3.

Category Class Excluded/ANII Tax Rate Amount

Ordinary 
Income

Interest NII 43.4% $7000

Interest Excluded 39.6% $4000

Net rental income Excluded 39.6% $8,000

Nonqualifi ed dividend income Excluded 39.6% $2,000

Qualifi ed dividend income NII 23.8% $9,000

Qualifi ed dividend income Excluded 20.0% $10,000

Capital Gain

Short term NII 43.4% $4,000

Short term Excluded 39.6% $6,000

Unrecaptured Code Sec. 1250 gain Excluded 25.0% $0

Long term NII 23.8% $0

Long term 20.0% $0

Other income $0

Table 4.

Category Class Excluded/ANII Tax Rate Amount

Ordinary 
Income

Interest $0

Net rental income $0

Nonqualifi ed dividend income $0

Qualifi ed dividend income $0

Capital Gain

Short term Excluded 39.6% $33,000

Unrecaptured Code Sec. 1250 gain Excluded 25.0% $1,000

Long term ANII 23.8% $11,000

Long term Excluded 20.0% $560,000

Other income $0
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