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NIIT Nits

by William E. Sigler

income could not be simpler. But, in a tribute to the abil-

ity on the part of legislators and regulators to overcom-
plicate even the simplest concept, we have the 3.8 percent
Medicare surtax on net investment income, which became
part of the law when the Health Care and Education Rec-
onciliation Act of 2010 added Section 1411 to the Internal
Revenue Code (IRC), effective for taxable years beginning
after December 31, 2012.

In theory, the idea of a 3.8 percent tax on net investment

Overview , ‘

The net investment income tax (NIIT) applies when
modified adjusted gross income exceeds $200,000 for an
unmarried taxpayer, $250,000 for a married couple filing
jointly, or $125,000 for married couples filing separately.
These thresholds are not adjusted for inflation. The amount
subject to the NIIT is the lesser of net investment income
or the amount by which modified adjusted gross income
exceeds the applicable threshold.

Calculating Net Investment Income

Conceptually, net investment income is determined by
adding up various kinds of investment income and then
subtracting deductions that are allocable to those types
of income. However, the details are more complicated.
First, investment income generally consists of the sum of
the following;:

* gains from the disposition of assets that are
considered held for investment, such as stocks,
bonds, mutual funds shares, investment real
estate, capital gain distributions from mutual
funds and the taxable portion of gains from
selling personal residences;

¢ gross income from dividends and interest,
excluding tax-free interest such as municipal
bond interest;

* grossincome from rents, royalties and annuities;

* gross income and gains from passive business
activities, including gains from the disposition
of passive ownership interests in partnerships
and S corporations; and

e gross income and gains from the business of
trading in financial instruments or commodities
(even if the activity is nonpassive).

* The following types of income are exempt from

the NIIT: ]

* wages and self-employment income;

* operating income from nonpassive business

activities; :

* distributions from tax-favored retirement plans

and accounts such as 401(k) plans, pension
plans, traditional IRAs and Roth IRAs;

¢ Social Security benefits; and

* tax-exempt interest, unemployment compensa-

tion and alimony.

Gain from selling a principal residence is excluded un-
der Section 121 of the IRC up to $250,000 for an unmarried
taxpayer or $500,000 for a married couple filing jointly. To
the extent that the gain from selling a principal residence is
excluded under Section 121, it is also exempt from the NIIT.
However, the excess is considered investment income that
is potentially subject to the NIIT. Gain from selling a vaca-
tion property is also considered investment income that is
potentially subject to the NIIT.

“Guaranteed payments” to partners are payments either
for services rendered by the partner to the partnership or
for the partnership’s use of capital provided by the partner.!
These payments are referred to as “guaranteed payments”
because they must be made even if the partnership has no
net income. Guaranteed payments for services are excluded
from net investment income. In contrast, guaranteed pay-
ments for the use of capital are included in net investment
income because they are viewed as interest payments.?

An interest in a partnership or S corporation is gener-
ally considered to be held for investment. Therefore, gain
or loss from a disposition of a partnership or S corporation
interest is generally included in the transferring partner or
shareholder’s net gain for NIIT purposes.> However, there
is an exception for any part of the interest held in a nonpas-
sive business activity. An example of a partnership or S
corporation interest that would be considered to be held in
a nonpassive business activity would be a medical or den-
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