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Shock and Awe!

e The 3.8% tax on Net
Investment Income
(NII) left many
taxpayers with
sticker shock!




. 8960 Net Investment Income Tax—

Department of the Treasury
Intemal Revanue Service 00)

Individuals, Estates, and Trusts
P Attach to Form 1040 or Form 1041,

B Information about Form 8960 and its separate instructions is at www.irs.gov/form8960.
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Taxable interest (Form 1040, line 8a; or Form 1041, line 1) . 1 |

Ordinary dividends (Form 1040, line 9a; or Form 1041, line 2a) 2

Annuities from nonqualified pians (see instructions} . 3
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etc. (Form 1040, line 17; or Form 1041, line5) . . . . . 4a
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A Quick Recap

e 3.8% tax on the lesser of —
o Net investment income, or
o MAGI over threshold
= $200,000 Single or HOH
= $250,000 Married

e Thresholds are not adjusted for inflation!



NIl Includes

e [nterest

e Dividends

e Annuities

e Royalties

e Rents (some exceptions)

e Income from passive trade/business activities flowing
from S Corps and Partnerships



NIl Includes — Continued

e Net gain from sale of assets
o Stocks, bonds, real estate, etc.

o From sale of interest in passive activities (S Corps
and Partnerships)

e Earnings on working capital investment
e Taxable portion of gain from sale of residence

e Distributions from estates and trusts that pass out NI
items listed above

e Trading in financial instruments and commodities



Example

John is single with MAGI of $350,000, which includes $10,000
interest, $15,000 dividends, and $75,000 capital gains.

S 100,000 NIl
S 350,000 MAGI
- 200,000 Threshold
S 150,000 Excess Over Threshold

S 100,000 Lesser of Amounts
3.80% Rate
S 3,800 NIl Tax




ltems Not Included in NII

e Wages and self-employment income

e Tax-exempt income

e Active trade/business income

e Sale of assets in active trade/business

e Retirement plan/IRA distributions

e Excluded gain from sale of residence

e Like-kind exchanges/involuntary conversions
e Life insurance

e SSA benefits



Planning Techniques to
Reduce NIl Tax

BLS
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Keep NIl Below the Threshold

Objective: Keep MAGI below $200,000/5250,000

Use of installment sale to spread NIl over several years
Use of like-kind exchange

Tax-exempt income

Growth vs. income-producing investments

ROTH distributions vs. taxable distributions

ROTH conversion

Income deferral (i.e., bonuses, SSA starting date, or first RMD)

 Sell high-basis assets to minimize gain



Gifts and Use of FLPs

e Transfers income off of high-income returns
e Kids get their own $200,000 threshold

e Kiddie tax may still apply



Use of Losses and Deductions

e [nvestment interest expense

e Suspended passive losses reduce NIl when passive activity is
sold

e Net operating loss can be allocated

e |Investment expenses reduce NIl subject to phase-out
limitations

e Rent/royalty expenses
e Early withdrawal penalty

e Harvest capital losses



Use of Losses and Deductions —
Continued

e Allocable state/local taxes on NIl (but must be reduced
by the prior year refunds if benefit received in prior year
by the deduction)

e Portion of tax return preparation fees and tax advice

e No carryover of unused portion unless otherwise used
as carryover to determine taxable income in a future
year (i.e., investment interest)



Investments in S Corporations/
Partnerships

« Material participation in a trade/business
avoids the NIl tax



Self-Rentals are NOT NI

e Owner must materially participate in
trade/business, or

e Rental activity is grouped with operating
trade/business



Self-Charged Interest is NOT NI|




Convert Rental Real Estate to
Trade/Business

e R.E. professional exception — 50%/750-hours test
e Safe-harbor material participation test

e Converts activity to trade/business income
(including gain from sale)

e Regrouping allowed in first year that NIl is
applicable to taxpayer



3.8% NIl Tax Applies to Estates
and Trusts

On Lesser of
®* Undistributed net investment income, or

®* MAGI in excess of threshold for highest bracket
(512,150 in 2014)
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What’s a Trustee to Do?

e Make discretionary distributions to beneficiaries if
they will not be subject to 3.8% NIl tax

e Use of 65-day rule
e [nvestment strategies to reduce NII

e Material participation in trade/business of
estate/trust by fiduciary



Final Regulations Issued on Deductible
Expenses for Estates and Trusts (T.D. 9664)

e Regarding expenses subject to 2% of AGI floor

o Effective for tax years beginning on or after
January 1, 2015

e Closely follow the proposed regulations issued in
September 2011



Noteworthy

“Commonly” or “customarily” incurred - looks
at whether a hypothetical individual owning the
same property would commonly or customarily
incur the same expense

® Ownership Costs - Charged by virtue of being the
property owner, such as condo fees, insurance ,and
maintenance, are subject to 2% floor. Real estate
taxes are ordinary and necessary trade/business
expenses and not subject to 2% floor.

® Tax Return Preparation Fees - Only those related to
GST, estate, or decedent's final 1040 avoid the 2%

floor.



Noteworthy — Continued

o Investment Advisory Fees - Generally subject to 2%
floor, other than incremental fees charged for unusual
investment advice or determining distributions/
rebalancing among various beneficiaries

o Appraisal Fees - Generally fully deductable if related to
estate administration except for appraisals for insurance
purposes

e Fiduciary Expenses - Those not customarily incurred by
individuals are fully deductible (i.e., bond fees, court
costs, probate fees) as long as they relate to the estate
administration and not to the ongoing trust
administration



Bundling Fees

e Bundling fees which consist of both 2% floor and those
not subject to the 2% floor must be allocated based on

any reasonable method.

e |f bundled fee is not computed on an hourly basis, the
entire amount, except the investment advisory fee
portion, is fully deductible.

e Out-of-pocket expenses are treated separately.

e |RS may issue safe-harbor guidance in this area.



Questions?
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