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            (JULY 12, 2012) 

 

 

Prepare in 2012 for the New 3.8% Medicare Tax on Investment Income Starting in 
2013 

By Molly B. F. Walls & Richard S. Franklin  

 

 

In 2010, President Obama signed into law the Health Care and Education Reconciliation 
Act of 2010 (the “Health Care Act”), which amended the Patient Protection and Affordable 
Care Act of 2010.  The Health Care Act focuses on health care reform.  To help finance 
health care reform, the Health Care Act imposes, through Section 1411 of the Internal 
Revenue Code, a new 3.8% Medicare tax on investment income (i.e., not wages or earned 
income) of individuals, trusts and estates.  
 
Following the Supreme Court’s recent determination that the Health Care Act and its new 
taxes are constitutional, it’s time to focus on this new tax that will be imposed beginning in 
2013.  This Alert summarizes the provisions of, and potential planning for, the new 3.8% 
Medicare Tax (referred to herein as the “3.8% Tax”). 
 

 
Application to Individuals 
 

The 3.8% Tax is not withheld from a taxpayer’s paycheck, and it is not based on wages.  It is a tax 
on investment income.   It must be taken into account for estimated tax purposes; it will be treated 
as a tax for purposes of computing the penalty for underpayment of the estimated tax.  The 3.8% 
Tax is not deductible for income tax purposes.  It is not indexed to inflation, so, like the alternative 
minimum tax, it will affect more people over time. 

 
For individuals (i.e., U.S. citizens and resident aliens), the 3.8% Tax is equal to 3.8% of the lesser of: 

 
i. “Net investment income” or 
ii. The excess of “modified adjusted gross income” over a “threshold amount” 
 

“Net investment income” is the excess of gross investment income over investment deductions.  It 
includes interest, dividends, capital gains, annuities, rents and royalties, except that any such income 
derived in the ordinary course of a trade or business is not included.  Net investment income also 
includes income from a passive activity, or a trade or business of trading in financial instruments or 
commodities.  Thus, gains from trading in financial instruments or commodities are included, and 
hedge fund investments are included.  Net investment income also includes the taxable gain on the 
sale of a personal residence in excess of the amount allowed under the Internal Revenue Code as an 
exclusion.  In determining net investment income, no distinction is made between qualified and 
ordinary dividends, or between short-term and long-term capital gain. 

 
As noted above, net investment income does not include interest, dividends, capital gains, annuities, 
rents or royalties derived in the ordinary course of a trade or business.  Net investment income also 
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does not include income from an active trade or business, distributions from IRAs or other qualified 
retirement plans, distributions from qualified annuity plans, tax-exempt interest, veterans’ benefits, 
and any income subject to self-employment tax.   

 
With respect to trade or business income from partnerships, LLCs and Subchapter S corporations, 
the income attributed to a taxpayer will be excluded from his net investment income only if the 
taxpayer materially participates in the activities of the trade or business.  Where a taxpayer does not 
actively participate in the trade or business, the gain or loss attributable to the disposition of a 
partnership or LLC interest or of stock in a Subchapter S corporation will be net investment income 
only to the extent of the net gain or loss that would be recognized if all of the entity’s property were 
sold for fair market value immediately before the disposition. 

 
“Modified adjusted gross income” (“MAGI”) is the taxpayer’s adjusted gross income plus, for U.S. 
citizens or residents living abroad, the net foreign income exclusion amount. 

 
The “threshold amount” is: 

 
i. For married taxpayers filing jointly - $250,000 
ii. For married taxpayers filing separately - $125,000 
iii. For all other individual taxpayers - $200,000 
 

To reiterate, the 3.8% Tax applies to the lesser of (i) net investment income and (ii) the excess of 
MAGI over the threshold amount.  Below are some examples illustrating this calculation: 

 
Example 1: Single Taxpayer has salary income of $250,000 and no other income.  The 3.8% Tax 
does not apply because Taxpayer’s net investment income of $0.00 is less than $50,000, which is the 
excess of his MAGI over the threshold amount. 

 
Example 2: Single Taxpayer has salary income of $50,000 and net investment income of $60,000.  
The 3.8% Tax does not apply because Taxpayer’s MAGI of $110,000 does not exceed the threshold 
amount (so that the “excess” MAGI of $0.00 is less than the net investment income of $60,000). 

 
Example 3: Single Taxpayer has net investment income of $250,000 and no other income.  The 
3.8% Tax applies to $50,000 of income (the excess of his MAGI over the threshold amount). 

 
Example 4: Married Taxpayers (filing jointly) have $700,000 of salary income and $25,000 of net 
investment income.  The 3.8% Tax applies to the $25,000 of net investment income (which is less 
than the excess of the MAGI over the threshold amount). 

 
Example 5: Married Taxpayers (filing jointly) have $200,000 of salary income and $300,000 of 
net investment income.  The 3.8% Tax applies to $250,000 (the excess of Taxpayers’ MAGI over 
the threshold amount). 
 
Also, remember that this tax is in addition to the regular Federal income tax and to the alternative 
minimum tax.  In 2013, the Federal income tax will have a maximum rate of 39.6% for ordinary 
items of income, including dividends, and 20% for long-term capital gains.  The combined 
maximum Federal rate of taxation could be as high as 43.4%.  Of course, state and local taxes are 
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also applicable.  Locally, the maximum income tax rates for 2012 are: District of Columbia 8.95%, 
Maryland 8.95% (assuming Montgomery County local tax is included), and Virginia 5.75%. 

 
Application to Trusts and Estates 
 

The 3.8% Tax is also imposed on the net investment income of estates and trusts.  The 3.8% Tax 
does not apply, however, to trusts in which all the unexpired interests are devoted to charitable 
purposes, or to tax-exempt trusts, or to charitable remainder trusts.  The 3.8% Tax would apply to 
non-grantor charitable lead trusts to the extent trust income is not annually distributed to charity. 

 
For a trust or estate, the 3.8% Tax is equal to 3.8% of the lesser of: 

 
1. “Undistributed net investment income” or 
2. The excess of adjusted gross income over the dollar amount at which the 
 highest income tax bracket applicable to a trust or estate begins. 
 

For 2012, the highest trust and estate income tax bracket begins at $11,650, so $11,650 would be the 
threshold if the 3.8% Tax were applicable this year.  Thus, the 3.8% Tax applies to trusts and estates 
at a much lower income level than it applies to individuals.  As noted above, the 3.8% Tax is not 
indexed for inflation for individuals.  Since the law is indexed to a particular tax bracket for trusts 
and estates, it effectively is indexed for trusts and estates.  Nevertheless, because the amount that the 
highest income bracket increases every year is low, if trusts and estates have undistributed net 
investment income, they will probably be subject to the 3.8% Tax.  

 
The 3.8% Tax will not apply to net investment income distributed by an estate or trust, as these 
distributions are typically taxed on the beneficiary’s income tax return.  Therefore, a trust could 
lessen its exposure to the 3.8% Tax by distributing all taxable income (i.e., interest, rents, and 
dividends) annually to the trust beneficiaries.  These amounts would then be subject to income tax 
on the beneficiaries’ income tax returns.  This is advantageous because the individual beneficiaries 
have higher threshold amounts for purposes of determining liability for the 3.8% Tax.  However, 
the usual rule in the income taxation of trusts is that items of capital gain are taxed to the trust. 
 
Trust Example 1: Mother’s Irrevocable Trust may pay income and principal as needed to 
daughter Mary.  In 2013, the trust has dividend and interest income of $145,000, and net capital 
gains of $250,000.  The trust makes no distributions to Mary.  The Mother’s Irrevocable Trust has 
MAGI of $395,000.  Assuming the trust threshold amount is $11,650 (same as 2012), $383,350 of 
the net investment income would be subject to the 3.8% Tax and the trust would pay a 3.8% Tax of 
$14,567. 
 
Trust Example 2: The facts are the same as Trust Example 1, except that the $145,000 of 
dividend and interest income is distributed to Mary and is taxable to Mary, who has no other 
income.  Since Mary’s threshold amount is $200,000, she pays no 3.8% Tax on her net investment 
income of $145,000.  The Mother’s Irrevocable Trust would be taxable on the capital gains of 
$250,000.  Assuming the trust threshold amount is $11,650, $238,350 of the capital gains would be 
subject to the 3.8% Tax.  The trust pays a 3.8% Tax of $9,057, a savings of $5,510 as compared to 
Trust Example 1.  
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It often makes sense to accumulate income in GST Trusts, since these trusts are not subject to estate 
taxes upon the death of each generation within a family.  Trustees will need to carefully balance the 
desire to accumulate income given that the higher rates of taxation apply to lower levels of income, 
including the 3.8% Tax.  Selecting trust investments that minimize the 3.8% Tax, and matching 
losses with gains when possible, will also be areas of focus for trustees. 
 
Trusts and estates that generate passive income over the annual threshold amount will likely be 
subject to the 3.8% Tax.  However, an estate or trust’s income or gain from a trade or business 
activity in which the entity materially participates will not constitute income from a passive activity 
under Section 1411.  Estates of 2012 decedents should consider electing fiscal years ending 
11/30/12, which should provide 11 more months of avoiding the 3.8% Tax. 

 
As with individuals, trusts and estates subject to the 3.8% Tax must comply with estimated tax 
requirements.  

 
Planning Strategies 
 

Taxpayers should begin planning now to avoid or reduce the impact of the 3.8% Tax on their 
investments.  Strategies to consider to reduce the effect of the 3.8% Tax include the following: 

 
1. Maximize investments in qualified retirement plans (e.g., 401(k) plans, 403(b) plans, 

IRAs, etc.), which will protect future savings, since the 3.8% Tax is not imposed on income 
withdrawn from such retirement plans. 

2. Consider converting traditional IRAs to Roth IRAs before 2013.   Distributions 
from both traditional IRAs and Roth IRAs are excluded from “net investment income” for 
purposes of the 3.8% Tax.   But taxable distributions from traditional and Roth IRA conversions do 
increase MAGI, which may increase the amount of investment income subject to the 3.8% Tax.  
Therefore, if it makes sense for a taxpayer to convert his traditional IRA to a Roth, then the 
conversion should be done before the end of 2012, to avoid having the conversion amount included 
in a taxpayer’s MAGI for purposes of calculating the 3.8% Tax.  The income tax on the conversion 
could be paid from non-retirement assets, thus reducing future net investment income from those 
assets and further reducing the impact of the 3.8% Tax.  In addition, future distributions from the 
Roth will not be taxable, so they will not increase the taxpayer’s MAGI (unlike the taxable portion of 
distributions from a traditional IRA).   

3. Consider investing more in tax-exempt bonds, as these are exempt from the 3.8% 
Tax.  This may be particularly important for estates and trusts, which, again, can be subject to the 
3.8% Tax at a relatively low income level.  Rental real estate with the potential for substantial 
depreciation deductions and working interests in oil and gas interests might also be possible 
investments to consider. 

 
4. Consider selling appreciated assets in a portfolio before year-end, so that the gains, 

while subject to income or capital gains tax, will not be subject to the 3.8% Tax.  For a security that 
remains a good investment, the taxpayer could re-purchase the security after the new year.  Similarly, 
consider accelerating bond interest to 2012, and repurchasing different bonds in 2013.   
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5. In determining net investment income, capital gains are offset by capital losses.  
Consider triggering gains to use any capital loss carry forward in 2012.  This latter thought is to 
protect against any argument that a capital loss carry forward can be used only for regular income 
tax purposes, and not for purposes of calculating the 3.8% Tax. 

 
6. Consider investing in insurance products since the buildup of life insurance cash 

surrender value is not subject to the 3.8% Tax; upon the insured’s death, the insurance proceeds are 
excluded from income tax.  Similarly, consider investing in tax deferred annuities to delay taxable 
income into retirement years when MAGI might be lower with the absence of wage income. 

 
7. Maximize “above the line” deductions, such as deductible contributions to a Health 

Savings Account, to a self-employed retirement account, or to a traditional IRA.  These deductions 
will reduce MAGI.  

 
8. For future planning, consider making use of charitable trusts.  A charitable remainder 

trust is exempt from the 3.8% Tax, and enables a taxpayer to defer recognition of income over a 
period of time, giving the taxpayer flexibility to keep his MAGI amount under the threshold 
amount.  A non-grantor charitable lead trust allows a taxpayer an above-the-line deduction, which 
can offset investment income, and it provides a vehicle to shift income away from the grantor to the 
trust, thereby reducing the grantor’s MAGI. 

 
9. Carefully consider the selection of a fiscal year for an estate or electing trust, in order 

to defer the application of the 3.8% Tax. 
 
10. Rents are subject to the 3.8% Tax unless they are derived in the ordinary course of a 

trade or business.  Therefore, real estate investors should analyze the active real estate investors’ 
rules to determine if they can avoid the 3.8% Tax by means of active classification.  Real estate 
investors should also consider electing to treat all interests in rental real estate as one activity, so as 
to aggregate the interests into one trade or business. 

 
11. The 3.8% Tax is a significant marriage penalty tax.  The threshold amount for an 

individual taxpayer filing separately is $200,000 and for a married couple the threshold amount is 
$250,000.  Suppose Dick earns $350,000 as an annual salary.  Mary has no wage or salary income, 
but receives approximately $175,000 of interest and dividend income each year from trusts 
established by her parents and grandparents.  As unmarried taxpayers, Dick avoids any liability for 
the 3.8% Tax since he has no investment income and Mary avoids the tax since her investment 
income is below the threshold amount.  However, if Dick and Mary become married and begin 
filing joint income tax returns, all of Mary’s investment income becomes subject to the 3.8% Tax, 
since Dick’s salary will push the married couple above the threshold amount.   

 
12. The 3.8% Tax is another reason to rely upon portability of the estate tax exclusion.  

In our client alert entitled Portability, By-Pass Trusts, and Special By-Pass Trusts we compared using a 
traditional by-pass trust plan to a plan that enables the use of portability (new to the law in 2011).  
The 3.8% Tax would apply to a traditional by-pass trust once the $11,650 threshold amount is 
surpassed.  Using portability as an estate planning alternative to the traditional by-pass trust will 
typically result in more of the investment income being taxed to the surviving spouse, and the 
threshold amount for determining the 3.8% Tax for the surviving spouse will be $200,000.   

 

http://www.mcarthurlaw.com/_pdfs/June152011_TaxPlanningUpdate.pdf
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For the most part, wealthy taxpayers with income-producing investments will be subject to the 3.8% 
Tax.  With some advance planning, however, the impact of the 3.8% Tax can be lessened.  We 
encourage clients to act now and consult with their planners to minimize the effect of the 3.8% Tax 
on their portfolio. 

 
If you have any questions regarding the 3.8% Tax, please contact one of our lawyers. 
 

VIRGINIA A. McARTHUR bio     MOLLY B. F. WALLS bio 
vmcarthur@mcarthurlaw.com               mwalls@mcarthurlaw.com 
 
RICHARD S. FRANKLIN bio                LUCY P. KIERNAN bio 
rfranklin@mcarthurlaw.com                  lkiernan@mcarthurlaw.com 
 
 
 
 

DISCLAIMER: This material is not intended to constitute a complete analysis of all tax or legal 
considerations.  This material is not intended to provide financial, tax, legal, accounting, or other 
professional advice.  Consult with your professional adviser to obtain counsel based on your 
individual circumstances.  
 

U.S. TREASURY DEPARTMENT CIRCULAR 230 DISCLOSURE: Any tax advice contained in 
this communication (including any attachments) was not intended or written to be used, and cannot 
be used, for the purpose of (a) avoiding penalties that may be imposed by the Internal Revenue 
Service or by any other taxing authority; or (b) promoting, marketing, or recommending to another 
party any transaction, arrangement, or other matter addressed herein. 
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