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The Estate Planner
By Lewis J. Saret*

The 3.8-Percent Medicare Contribution Proposed Regulations—
Part I

Introduction
On November 30, 2012, the Treasury released pro-
posed regulations that provide guidance with respect 
to Code Sec. 1411. Code Sec. 1411, the subject of 
a previous column,1 refers to the 3.8-Percent Net 
Investment Income Tax (“3.8-percent tax”) that takes 
effect this year. This column, which is the fi rst of two 
parts, continues that discussion by focusing on the 
proposed regulations. 

Code Sec. 1411, which is listed under the new 
subchapter 2A, places a 3.8-percent tax on net invest-
ment income for individuals, trusts and estates. Code 
Sec. 1411 raises several issues. The IRS, through the 
proposed regulations, aims to provide further guid-
ance in areas of uncertainty, to offer an extensive 
explanation of terms and applicability to individuals, 
trusts and estates, and to clarify the treatment of the 
tax under several special circumstances. Since the tax 
placed by Code Sec. 1411 has a signifi cant impact on 
individuals, trusts and estates, a fi rm understanding 
of the proposed regulations associated with Code 
Sec. 1411 is critical.

The Proposed Regulations
The proposed regulations are divided into 11 sec-
tions: Reg. §1.1469-11, and Reg. §1.1411-1 through 
Reg. §1.1411-10. The regulations indicate that most 
provisions are to go into effect for tax years beginning 
after December 31, 2013.2 In addition, the preamble 
to the proposed regulations states that Treasury and 
the IRS intend to fi nalize the proposed regulations 
in 2013. However, the preamble also states that 
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taxpayers may rely on the proposed regulations for 
Code Sec. 1411 compliance purposes until the ef-
fective date of the fi nal regulations. To the extent 
the proposed regulations provide taxpayers with the 
ability to make an election, taxpayers may make 
the election, including regroupings described in 
Reg. §1.469-11(b)(3)(iv), provided that the election 
is made in the manner described in the applicable 
provision of the proposed regulations. Any election 
made in reliance on these proposed regulations will 
be in effect for the year of the election, and will 
remain in effect for subsequent tax years. However, 
if fi nal regulations provide for the same or a similar 
election, taxpayers who opt not to make an election 
in reliance on these proposed regulations will not be 
precluded from making that election pursuant to the 
fi nal regulations.3 

Generally, the proposed regulations offer guidance 
on the following areas:

Code Sec. 1411’s relationship to chapter 1 (Pro-
posed Reg. §1.1411-1)
Application to individuals (Proposed Reg. 
§1.1411-2)
Application to trusts and estates (Proposed Reg. 
§1.1411-3)
Net investment income (Proposed Reg. §1.1411-4)
Net investment income derived from trades or 
businesses that are passive activities or trading in 
fi nancial instruments or commodities (Proposed 
Reg. §1.1411-5)
Investment in working capital (Proposed Reg. 
§1.1411-6)
Dispositions of interest in partnerships and S 
corps (Proposed Reg. §1.1411-7)
Distributions from qualifi ed plans (Proposed Reg. 
§1.1411-8)
Self-employment income (Proposed Reg. 
§1.1411-9)
Controlled foreign corporations (CFCs) and 
passive foreign investment corporations (PFICs) 
(Proposed Reg. §1.1411-10)
Certain rules that provide a regrouping “fresh 
start” under Code Sec. 469 for certain taxpayers 
(Proposed Reg. §1.469-11)

Note. Although Proposed Reg. §1.469-11 is not 
technically a proposed regulation under Code 
Sec. 1411, it was released as part of the Code 
Sec. 1411 Proposed Regulations because of its 
relevance to the calculation of the 3.8-percent 
tax. Proposed Reg. §1.469-11 allows taxpayers 

to regroup their activities for tax purposes once 
any time during the current tax year or thereafter.4 

Relationship to 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 legis-
lative 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 
proposed regulations, unless otherwise specifi ed, 
Code Sec. 1411 will follow the same rules and 
principles as chapter 1 when determining the tax. 
This holds signifi cant implications. The following 
are a few examples of how this affects the calcula-
tion of the 3.8-Percent Net Investment Income tax 
under Code Sec. 1411:

Gains that are not included for chapter 1 pur-
poses, such as gains from involuntary conversions 
or the sale of a principal residence, are also not 
included under Code Sec. 1411.5

References to disallowance provisions of chapter 
1 that apply when determining adjusted gross in-
come under chapter 1, such as at-risk limitations 
or partner loss limitations, also apply for purposes 
of Code Sec. 1411.6

Deductions that are carried over to another tax 
year due to provisions from certain other Code 
sections which are included in the calculation of 
adjusted gross income under chapter 1 are also 
allowed to be included in the calculation of net 
investment income for Code Sec. 1411, regard-
less of the deduction’s original tax year.7

Although, as discussed above, Code Sec. 1411 
generally follows closely the rules laid out in chapter 
1, in order to preserve the purpose of the statute, the 
proposed regulations deviate from certain provisions 
of chapter 1. To illustrate, the following are two dif-
ferences between Code Sec. 1411 and chapter 1:
1. Substitute interest and dividends, although not 

categorized as “interest” and “dividends” under 
chapter 1, are still included as such in the calcula-
tion of net investment income for Code Sec. 1411.8

2. Certain types of distributions from some items 
of income that are excluded from gross income 
for chapter 1 purposes may still be included in 
the determination of net investment income for 

passive
nt

king c

activiti
om

ital (

es or trad
ties (Pro

d

res
. §1

rtnpan 
411-7

nersh ps and SS
a
ec
dj

tion
uste

s whi
d gro

ch 
ss i

are
n

clu
me u

ded
nde

in 
er c

h
ha
he ca

pte
cul
1 a

atio
are

n o
als

Net 
N

estminve
i

ment Inveestm

m
tha

11

tha
str

Net
busbus
fi na
Reg
I

t inv
inesines

ancia
g. §1

t

vestm
sses tsses t
al in
.141

t
5

n w



TAXES—THE TAX MAGAZINE® 29

March 2013

Code Sec. 1411. An example is distributions de-
scribed Code Sec. 959(d) or Code Sec. 1293(c), 
which relate to controlled foreign corporations 
and passive foreign investment corporations and 
which are included in net investment income.9

Caution. The Preamble to the proposed regula-
tions states that the IRS will closely scrutinize 
transactions that manipulate a taxpayer’s net 
investment income to reduce or eliminate the 
amount of the 3.8-percent tax. Specifi cally, the 
Preamble states that “[i]n appropriate circum-
stances, the IRS will challenge such transactions 
based on applicable statutes and judicial doc-
trines. Thus, for example, if an investment 
arrangement that in form gives rise to income 
that does not constitute net investment income is 
in substance properly treated for Federal tax pur-
poses as the holding of securities by one party as 
agent for another, the arrangement will be taxed 
in accordance with its substance.”10

Application to Individuals
Proposed Reg. §1.1411-2 specifi cally addresses the 
application of Code Sec. 1411 to individuals. Code 
Sec. 1411 states that for individuals, a 3.8-percent 
tax will apply each tax year on the lesser of either:

an individual’s net investment income (NII); or
the excess of an individual’s modifi ed adjusted 
gross income (MAGI), over a threshold amount.

The three threshold amounts, which are fi xed, are 
defi ned in Code Sec. 1411 as the following:
1. $250,000 for married taxpayers fi ling jointly
2. $125,000 for married taxpayers fi ling separately
3. $200,000 for all other cases

In addition, Proposed Reg. §1.1411-2 defi nes the 
term “modifi ed adjusted gross income,” which is 
unique to the calculation of the 3.8-percent tax for 
individuals, 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) net of all associating deductions according 
to Code Sec. 911(d)(6).11 The term “net investment 
income” is discussed below.

Since the statute also does not defi ne the term 
“individual” beyond the exclusion of nonresident 
aliens, the proposed regulations suggest that a work-
able defi nition for “individual” would be any natural 
person who is a citizen or resident of the United 
States.12 In addition, Proposed Reg. §1.1411-2 also 

clarifi es the treatment of tax calculations for the fol-
lowing situations:

Married couples where one spouse is a nonresi-
dent alien
Bona fi de residents of U.S. territories
Individuals with short accounting periods

Joint Returns When a Nonresident 
Alien Is Married to a U.S. Citizen 
or Resident

Although Code Sec. 1411 explains the application 
of the 3.8-percent tax for U.S. citizens, residents and 
nonresident aliens, it does not provide any guidance 
for married couples where one spouse is a nonresi-
dent alien and the other is a U.S. citizen or resident. 
The proposed regulations provide that absent an 
election, spouses are to determine their NII and 
MAGI separately, and the tax would apply for the 
U.S. citizen or resident only. The nonresident alien 
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.13

Proposed Reg. §1.1411-2 also 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 purposes of the 3.8-percent tax. 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 Code Sec. 1411(a)(1) 
calculation and the combined MAGI will be subject 
to the threshold of $250,000.14 The procedural details 
regarding making such an election are set forth in 
Proposed Reg. §1.1411-2(a)(2)(B)(2).

Example 1. In 2013, Jim and Della, earned 
$80,000 and $130,000 in net income, re-
spectively. Jim and Della also each earned an 
additional $20,000 in net investment income. 
Jim and Della are married, and Della is a U.S. 
citizen, but Jim is a nonresident alien. Since Jim 
is a nonresident alien, his income is exempted 
from the 3.8-Percent Net Investment Income tax. 
Della, who is a U.S. citizen, is still subject to the 
tax, but is subject to a $125,000 threshold on her 
MAGI since she is married fi ling separately. Thus, 
for 2013, Della’s NII is $20,000 and her MAGI 
is $130,000 + $20,000 = $150,000, which is 
$25,000 above the threshold. Therefore, Della’s 
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3.8-Percent Net Investment Income tax for 2013 
would be $20,000 x 3.8% = $760, and Jim’s for 
2013 would be zero.

Example 2. Same facts as Example 1, except Jim 
and Della choose to make a Code Sec. 6013(g) 
election and consider their income jointly. Thus, 
their combined NII would be $40,000 and their 
combined MAGI would be $80,000 + $130,000 + 
$40,000 = $250,000. Since they are married fi ling 
jointly, their MAGI is subject to a $250,000 thresh-
old, which reduces their MAGI after threshold to 
zero. Thus, for 2013, Della and Jim’s 3.8-Percent 
Net Investment Income tax would be zero. 

Bona Fide Residents of 
U.S. Territories
Proposed Reg. §1.1411-2 provides guidance on the 
application of the 3.8-percent tax to residents of U.S. 
territories,15 which are American Samoa, Guam, the 
Northern Mariana Islands, Puerto Rico and the U.S. 
Virgin Islands.16 Application of Code Sec. 1411 for bona 
fi de residents of a U.S. territory depends on whether 
the U.S. territory has a mirror code system of taxation 
with respect to the United States.17 The tax imposed by 
Code Sec. 1411(a) generally does not apply to bona 
fi de residents of mirror code jurisdictions because they 
will not have an income tax liability to the United States 
if they fully comply with the tax laws of the relevant 
territory. The following three territories hold this char-
acteristic: Guam, the Northern Mariana Islands and 
the U.S. Virgin Islands.18 The tax imposed under Code 
Sec. 1411(a) is applicable to bona fi de residents of non-
mirror code jurisdictions if they have U.S. reportable 
income that gives rise to both net investment income 
and modifi ed adjusted gross income exceeding the 
threshold amount in Code Sec. 1411—namely Puerto 
Rico and American Samoa. Therefore, only individu-
als who are not nonresident aliens with respect to the 
United States and reside in Puerto Rico or American 
Samoa are subject to Code Sec. 1411. 

Individuals with a 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 his or her MAGI threshold 
amount would be reduced to refl ect the shortened 
year. The proposed regulations clarify this issue by 
providing that the threshold amount is generally not 
prorated in the case of a short tax year of an indi-

vidual. However, they also provide a special rule for 
an individual who has a short tax year resulting from 
a change of annual accounting period. Under Code 
Sec. 443(b)(1), a taxpayer that undergoes a change in 
annual accounting period under Code Sec. 442 and 
has a short period must annualize its 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 divid-
ing the result by the number of months in the short 
period. Proposed Reg. §1.1411-2(d)(2)(ii) provides 
that an individual taxpayer that has a short period 
resulting from a change of annual accounting 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 12.19

Example 3. Jack, a single man, has a tax year from 
January 1 to December 31. On July 1, Jack passes 
away. Thus, Jack’s short tax year would begin on 
January 1 and end on July 1. To determine Jack’s 
3.8-Percent Net Investment Income tax, the entire 
threshold amount of $200,000 would be used for 
his short tax year.

Application to Estates 
and Trusts
Code Sec. 1411 applies a similar 3.8-percent tax to 
estates and trusts. Like the tax applied to individuals, 
a 3.8-percent tax for a particular tax year is applied 
to the lesser of two components:
1. The estate’s or trust’s undistributed net investment 

income (UNII)
2. The excess of the estate’s or trust’s adjusted gross 

income (AGI) over a threshold20

Code Sec. 1411 provides that the threshold for 
trusts and estates is the dollar amount that begins 
the highest tax bracket for that particular tax year. 
This amount is adjusted each year and will be ap-
proximately $11,650 for 2013. 

In addition, Proposed Reg. §1.1411-3, which spe-
cifi cally addresses the application of Code Sec. 1411 
to estates and trusts, also provides guidance for es-
tates or trusts with a short tax year. As for individuals, 
the MAGI threshold is not reduced for an estate’s or 
trust’s shortened tax year, unless the cause of the short 
tax year is a change in annual accounting period.21 If 
that is the case, the new threshold is calculated with 
the following formula:
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New Threshold = Original Threshold x (Number 
of months in tax year/12).22

The proposed regulations also clarify which trusts 
and estates are taxable under Code Sec. 1411 and 
which are exempted. For the determination of ap-
plicability under Code Sec. 1411, Proposed Reg. 
§1.1411-3 provides that the 3.8-Percent Net Invest-
ment Income tax applies to all estates and trusts that 
are subject to the provisions Code subtitle A, chapter 
1, subchapter J, part I.23 

The Preamble to the proposed regulations notes 
that, because Congress did not provide a rule speci-
fying the particular trusts subject to Code Sec. 1411, 
the proposed regulations take the position that Code 
Sec. 1411 applies to ordinary trusts described in Reg. 
§301.7701-4(a). The general rule set forth in Proposed 
Reg. §1.1411-3(a)(1)(i) implements this approach. This 
rule excludes from the application of Code Sec. 1411 
business trusts described in Reg. §301.7701-4(b), which 
are treated as business entities under Reg. §301.7701-2 
and as eligible entities for purposes of entity classifi ca-
tion in Reg. §301.7701-3. Accordingly, such trusts are 
not subject to Code Sec. 1411 at the entity level.

In addition, the general rule excludes certain state 
law trusts that are subject to specifi c taxation regimes 
in chapter 1 other than part I of subchapter J. This 
exclusion is consistent with the exception in the 
entity classifi cation regulations for entities where a 
specifi c provision of the Code provides for special 
treatment of that organization. See Reg. §301.7701-
1(b). Examples of these trusts include common trust 
funds taxed under Code Sec. 584 and expressly not 
subject to taxation under chapter 1 (per Code Sec. 
584(b)) and designated settlement funds taxed under 
Code Sec. 468B in lieu of any other taxation under 
subtitle A (per Code Sec. 468B(b)(4)).

However, Code Sec. 1411 does apply to trusts sub-
ject to the provisions of part I of subchapter J, even 
though such trusts may have special computational 
rules within those provisions.24

Note. Although the IRS believes trusts described 
under part I of subchapter J of the Code should be 
subject to these provisions, the IRS invites com-
ment if taxpayers believe that calculating this tax 
for a specifi c trust would be diffi cult enough that 
it would place an undue burden on the taxpay-
ers and should therefore be excluded. Therefore, 
since the IRS is open to excluding certain types 
of trusts under part 1 of subchapter J, planners 

and taxpayers should pay particular attention to 
raise any administrative issues with specifi c trusts 
that they foresee. 

Application to Specifi c Trusts
The proposed regulations exempt certain trusts from 
the application of Code Sec. 1411, including the 
following types of trusts25:

Trusts whose interests are devoted to purposes 
listed in Code Sec. 170(c)(2)(B)
Charitable remainder trusts, with certain exceptions
Trusts that are exempt from taxation under subtitle 
A (such as Code Sec. 220(e)(1) or Code Sec. 529(a))
Tax-exempt trusts under Code Sec. 501
Grantor trusts 
Certain foreign trusts

Although most of the trusts listed above are always 
exempted, certain trusts are exempted only under 
particular circumstances. The proposed regulations 
provide additional guidance on the specifi c treat-
ment and calculations for the tax for these trusts. The 
proposed regulations also provide specifi c guidance 
with respect to the following types of trusts: 

Grantor trusts
Electing small business trusts (ESBTs)
Charitable remainder trusts

Grantor Trusts
Grantor trusts are treated as trusts that are deemed 
owned or partly owned by a grantor or another person 
for income tax purposes and are exempted from the 
3.8-percent tax by Proposed Reg. §1.1411-3(b)(5).26 On 
the other hand, however, any income and deductions 
attributable to the grantor trust are treated as part the 
owner’s taxable income, not the trust’s for purposes of 
the 33.8-percent tax. This means a grantor trust is not 
subject to the tax under Code Sec. 1411. However, 
any income from a grantor trust that is included as 
taxable income for the owner, is considered as invest-
ment income, and so will also increase the owner’s net 
investment income.27 

Example 4. In 2013, the Valjean Trust Fund, a 
grantor trust created and treated (for income tax 
purposes) as owned by Jean Valjean, had income 
of $40,000. Jean Valjean who is unmarried, 
earned $170,000 in salary for 2013 and did not 
have any additional investment income. For the 
calculation of tax applicable to the Valjean Trust 
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Fund, since Valjean Trust Fund is a grantor trust, 
the trust is not subject to the Code Sec. 1411 
3.8-percent tax. However, for the calculation 
of Jean Valjean’s 3.8-percent tax, Jean would 
include the $40,000 of income attributable to 
the Valjean Trust Fund because it is a grantor 
trust along with his own net investment income. 
Thus, his NII for 2013 is $40,000 and his MAGI 
is $210,000. Since his MAGI above the thresh-
old of $200,000 is less than his NII, under Code 
Sec. 1411, he is subject to a 3.8-percent tax of 
$10,000 x 3.8% = $380. 

Electing Small Business 
Trusts (ESBTs)
Proposed Reg. §1.1411-3(c)(1) provides special com-
putational rules for ESBTs. 

For purposes of federal income taxation under 
chapter 1, Code Sec. 641(c)(1) provides that (1) the 
portion of any ESBT which consists of stock in one 
or more S corporations shall be treated as a separate 
trust, and (2) the amount of the tax imposed by chap-
ter 1 on such separate trust shall 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 proposed regulations preserve the 
chapter 1 treatment of the ESBT as two separate trusts 
for computational purposes but consolidates the ESBT 
into a single trust for determining the adjusted gross 
income 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.28

Specifi cally, the proposed regulations set forth the 
following computational steps:
1. To determine the ESBT’s undistributed net 

investment income, separately calculate the 
undistributed net investment income for the S 
portion and the non-S portion in the manner set 
forth in Proposed Reg. §1.1411-3(e). Add these 
two amounts together to determine the ESBT’s 
undistributed net investment income.29

2. To determine the ESBT’s adjusted gross income 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 appli-
cable to the S portion as a single item of ordinary 
income/loss.30

3. The 3.8-percent tax is applied to the lesser of the 
ESBT’s UNII or its AGI above the threshold.

Example 5.31 In Year 1, the non-S portion of the 
Bag End Trust, an ESBT, has dividend income of 
$15,000, interest income of $10,000 and capital 
gain of $5,000. The Bag End Trust’s S portion has 
net rental income of $21,000 and a capital loss 
of $7,000. The Trustee’s annual fee of $1,000 is 
allocated 60 percent to the non-S portion and 40 
percent to the S portion. The Bag End Trust makes 
a distribution from income to a single benefi ciary 
of $9,000.

Step one. 

(A) The Bag End Trust must compute the undis-
tributed net investment income for the S portion 
and non-S portion. The undistributed net invest-
ment income for the S portion is $20,600 and is 
determined as shown in Chart 1.

Chart 1.
Net Rental Income $21,000

Trustee Annual Fee ($400)

Total S portion undistributed net 
investment income $20,600

(B) No portion of the capital loss is allowed 
because, pursuant to Reg. §1.1411-4(d)(2), net 
gain cannot be less than zero and excess capital 
losses are not properly allocable deductions under 
Reg. §1.1411-4(f). In addition, pursuant to Reg. 
§1.641(c)-1(i), no portion of the $9,000 distribution 
is allocable to the S portion. The undistributed net 
investment income for the non-S portion is $20,400 
and is determined as shown in Chart 2.

Chart 2.
Dividend Income $15,000

Interest Income $10,000

Capital Gain $5,000

Trustee Annual Fee ($600)

Distributable net income distribution ($9,000)
Total non-S portion undistributed net 
investment income $20,400

(C) The Bag End Trust will combine the undis-
tributed net investment income of the S portion 
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and non-S portion from (A) and (B) to arrive at 
the Bag End Trust’s combined undistributed net 
investment income (see Chart 3, below).

Chart 3. 

S portion’s undistributed net investment 
income $20,600

Non-S portion’s undistributed net invest-
ment income $20,400

Combined undistributed net investment 
income $41,000

Step two. 

(A) The ESBT will calculate its adjusted gross 
income. The ESBT’s adjusted gross income is the 
non-S portion’s adjusted gross income increased 
or decreased by the net income or net loss of the 
S portion.

(B) The adjusted gross income for the ESBT is 
$38,000 and is determined as shown in Chart 4.

Chart 4.

Dividend Income $15,000

Interest Income $10,000

Capital Gain $5,000

Trustee Annual Fee ($600)

Distributable net income distribution  ($9,000)

S Portion Income (see (ii)(C)) $17,600

Adjusted gross income $38,000

Step three. The Bag End Trust will pay tax on the 
lesser of: the combined undistributed net invest-
ment income ($41,000 calculated in (i)(C)); or 
the excess of adjusted gross income ($38,000 
calculated in (ii)(B)) over the dollar amount at 
which the highest tax bracket applicable to a trust 
begins for the tax year.

Charitable Remainder Trusts
Although the proposed regulations state that chari-
table remainder trusts are generally not subject to 
the 3.8-percent tax under Code Sec. 1411, it is im-
portant to note that the IRS provides special rules 
for the treatment of annuities and unitrust distribu-
tions to beneficiaries. Since annuities and unitrust 

distributions increase net investment income for 
beneficiaries, the proposed regulations provide 
the following new rules to maintain the character 
and distribution ordering rules of Reg. §1.664-1(d) 
for purposes of Code Sec. 1411. Specifically, net 
investment income of the beneficiaries that is at-
tributable to the beneficiary’s annuity and unitrust 
distribution is equal to be the lesser of either:

total amount distributed that year; or
current and accumulated net investment income 
of the charitable remainder trust.32

For this purpose, the accumulated net investment 
income of a charitable remainder trust is the total 
amount of net investment income received by the 
charitable remainder trust for all tax years that begin 
after December 31, 2012, decreased by the sum of 
all distributed net investment income attributable 
to all prior tax years of the trust that began after 
December 31, 2012. 

In addition, Proposed Reg. §1.1411-3 also provides 
guidance on charitable remainder trusts with mul-
tiple benefi ciaries. Under these circumstances, net 
investment income will be attributed to benefi ciaries 
based on their respective shares of the total annuity 
or unitrust distribution. This means that if a charitable 
remainder trust has two benefi ciaries, one who re-
ceived 75 percent of total unitrust distributions and 
one who received 25 percent, the benefi ciary who 
received 75 percent of distributions would increase 
his net investment income by what amounts to 75 
percent of total distributions. 

Application to Specifi c Estates

The proposed regulation highlights two types of 
estates that require special treatment. The two types 
are bankruptcy estates and foreign estates.

Bankruptcy Estates
In order to remain consistent with Code Sec. 1398, 
which provides the rules for the income taxation 
of certain bankruptcy estates where the debtor is 
an individual, Proposed Reg. §1.1411-3 indicates 
that for the calculation of the 3.8-percent tax for 
chapter 7 or chapter 11 bankruptcy estates, the 
bankruptcy estate is to be treated as a married 
taxpayer filing a separate return.33 This means 
regardless of the marital status of the debtor, the 
MAGI threshold amount used for the bankruptcy 
estate is $125,000.
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Foreign Trusts and Estates

In the preamble, the IRS expresses uncertainty as 
to whether Code Sec. 1411 and related regulations 
should be applied to the U.S. benefi ciaries of for-
eign trusts and foreign estates. Specifi cally, the IRS 
requests comment on whether investment income 

earned by foreign trusts and estates and distributions 
made by foreign trusts and estates to U.S. benefi cia-
ries should subject to the 3.8-percent tax.34 Therefore, 
taxpayers who are benefi ciaries to foreign trusts or 
estates should pay particular attention to the devel-
opment of this section and are encouraged to provide 
comments and suggestions regarding this section. 
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