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The Patient Protection and Affordable Care Act
(sometimes called “Obamacare”) comes with two
new taxes for higher income taxpayers beginning on
January 1, 2013: (i) a 3.8 percent Medicare contribu-
tion tax on net investment income (“Net Investment
Income Tax”), and (ii) a 0.9 percent additional Medi-
care tax on wages and self-employment income. This
Alert provides a general overview of these taxes and
some of their potential impacts.

Net Investment Income Tax

This new 3.8 percent tax will only affect taxpay-
ers whose adjusted gross income (“AGI”) exceeds
$250,000 for joint filers, $200,000 for single taxpay-
ers and heads of household, and $125,000 for a mar-
ried individuals filing separately. AGI consists of your
gross income minus your adjustments to income.

If your AGI is above the threshold that applies to you,
the 3.8 percent tax will apply to the lesser of (1) your
net investment income for the tax year or (2) the ex-
cess of your AGI for the tax year over your threshold
amount. This tax will be in addition to the income tax
that applies to that same income.

The “net investment income” that is subject to the 3.8
percent tax consists of interest, dividends, annuities,
royalties, rents, and net gains from property sales. In-
come from an active trade or business is not included
in net investment income, nor is wage income. How-
ever, passive business income is subject to the Net
Investment Income Tax. Thus, while rents from an ac-
tive trade or business are not subject to the tax, rents
from a passive activity are subject to it. Income from
a business of trading financial instruments or com-
modities is also included in net investment income.

Income that is exempt from income tax, such as tax-
exempt bond interest, is likewise exempt from the
Net Investment Income Tax. Thus, switching some of

your taxable investments into tax-exempt bonds may
reduce your exposure to the 3.8 percent tax.

If you sell your main home, you may be able to ex-
clude up to $250,000 of gain, or up to $500,000 for
joint filers, when figuring your income tax. This ex-
cluded gain will not be subject to the Net Investment
Income Tax. However, gain that exceeds the limit on
the exclusion will be subject to the tax. Gain from the
sale of a vacation home or other second residence,
which does not qualify for the income tax exclusion,
will also be subject to the Net Investment Income Tax.

Distributions from qualified retirement plans, such as
pension plans and IRAs, are not subject to the Net
Investment Income Tax. However, those distributions
may push your AGI over the threshold that would
cause other types of investment income to be subject
to the tax. This makes Roth IRAs more attractive for
higher-income individuals, because qualified Roth
IRA distributions are neither subject to the Net In-
vestment Income Tax nor included in AGI.

The Net Investment Income Tax must be included in
the calculation of estimated tax that you owe. As a
result, if you will be subject to the tax, you may have
to make or increase your estimated tax payments to
avoid a penalty.

Additional 0.9 Percent Medicare Tax on
Wage and Self-Employment Income

Also beginning in 2013, some high wage earners will
pay an extra 0.9 percent Medicare tax on a portion
of their wage income, in addition to the 1.45 percent
Medicare tax that all wage earners pay. The 0.9 per-
cent tax applies to wages in excess of $250,000 for
joint filers, $125,000 for a married individuals filing
separately, and $200,000 for all others. The 0.9 per-
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cent tax applies only to employees, not to employers.

Once an employee’s wages reach $200,000 for the
year, the employer must begin withholding the addi-
tional 0.9 percent tax from the wages. However, this
withholding may prove insufficient if the employee
has additional wage income from another job or if the
employee’s spouse also has wage income. To avoid
that result, an employee may request extra income
tax withholding by filing a new Form W-4 with the
employer.

An extra 0.9 percent Medicare tax also applies to
self-employment income for the tax year in excess of
$250,000 for joint filers, $125,000 for married indi-
viduals filing separately, and $200,000 for all others.
This 0.9 percent tax is in addition to the regular 2.9
percent Medicare tax on all self-employment income.
While self-employed individuals can claim half of
their self-employment tax as an income tax deduc-
tion, the additional 0.9 percent tax won’t generate any
income tax deduction. &

To ensure compliance with Treasury Department
rules governing tax practice, we inform you that any
advice contained herein (1) was not written and is
not intended to be used, and cannot be used, for the
purpose of avoiding any federal tax penalty that may

be imposed on the taxpayer, and (2) may not be used
in connection with promoting, marketing or recom-
mending to another person any transaction or matter
addressed herein.

This summary of legal issues is published for infor-
mational purposes only. It does not dispense legal
advice or create an attorney-client relationship with
those who read it. Readers should obtain profession-
al legal advice before taking any legal action.

For more information on these new taxes and how
they may apply to your situation, please contact any
of the following members of the Tax Practice Group:
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