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variety of automatic tax in-
creases are scheduled to occur
after January 1, 2013, such as

the increase in the top federal income tax
marginal rate from 35% to 39.6% and the
increase in the capital gains tax rate from
15% to 20%. A lesser known tax
increase is that after January 1, 2013, all
US citizens and residents are subject to a
new “Unearned Income Medicare
Contribution” (hereinafter, the new
Medicare Tax), generally imposed at a
rate of 3.8% on the person’s “net
investment income” above certain
income thresholds. The new Medicare
Tax was enacted in 2010 in order to
offset some of the costs of the Patient
Protection and Affordable Care Act (also
known as Obamacare). It contains some
exceptions of interest to those in the real
estate industry.

The New Medicare Tax
The new Medicare Tax is found in

section 1411 of the Internal Revenue
Code (Code).1 The idea behind the new
Medicare Tax is that while salaries, self-
employment income, and other earned
income have generally been subject to
federal taxes that pay for Medicare, no
Medicare-related tax has historically
been imposed on interest, dividends,
capital gains, and other unearned
income. The new Medicare Tax was
enacted as a 3.8% tax on the lesser
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of (a) the person’s “net investment in-
come” and (b) the person’s “modified
adjusted gross income” in excess of
$250,000 (for a joint return).2 Since the
$250,000 threshold amount is not in-
dexed for inflation, more and more tax-
payers are expected to be subject to the
new Medicare Tax in future years. No
deduction is allowed for the new Medi-
care Tax.3

The new Medicare Tax is not im-
posed on nonresident aliens, C corpora-
tions, or certain charitable trusts. It is
imposed on the undistributed net in-
vestment income of non-grantor trusts
and estates with adjusted gross income
in excess of the highest tax bracket
($11,650 in 2012). For partnerships and
S corporations, the new Medicare Tax is
imposed at the individual partner or
shareholder level.

A taxpayer’s “modified adjusted
gross income” is computed as the tax-
payer’s adjusted gross income increased
by any foreign earned income exclusion
claimed by the taxpayer.4 Other exclu-
sions from gross income are not added
back, and therefore these other exclu-
sions would not trigger the new Medi-
care Tax, such as the exclusions for
capital gain on the sale of a primary
residence, interest on tax-exempt mu-
nicipal bonds, and life insurance pro-
ceeds. For example, a married couple
whose sole income consists of $200,000
of taxable interest and $100,000 of tax-
exempt interest would not have any
income subject to the new Medicare Tax.

The taxpayer’s “net investment in-
come” is the sum of the taxpayer’s:

1. Gross income from interest,
dividends, annuities, royalties,
and rents,

2. Any other gross income from a
passive activity under Code
section 469 (discussed below),
and

3. Any net gain from the disposi-
tion of property, including
stock and partnership interests.

Net investment income is reduced
by any deductions properly allocable to
such gross income or net gain, including
itemized deductions such as investment
interest and state income taxes with
respect to the investment income. All
other itemized deductions, such as the
charitable deduction and the home
mortgage interest deduction, have no
effect on the new Medicare Tax.

However, net investment income
does not include:

1. Any item already subject to the
self-employment tax,

2. Distributions from IRAs,
401(k) plans, and other quali-
fied retirement plans,

3. Interest, dividends, annuities,
royalties and rents derived in
the ordinary course of a trade or
business that is not a passive
activity under Code section 469
with respect to the taxpayer,

4. Net gain from the disposition of
property held in a trade or
business that is not a passive
activity, and
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5. Generally, the net gain from the
disposition of an interest in a
partnership or S corporation to
the extent that the partnership’s
or S corporation’s underlying
assets would not have resulted
in net investment income if
sold.

Code section 469 divides all trades
or businesses into either active or pas-
sive trades or businesses. Most, but not
all, active trades or businesses are sub-
ject to the self-employment tax, which
includes a portion that pays for Medi-
care. Passive trades or businesses are
subject to the new Medicare Tax. How-
ever, as discussed below, some taxpay-
ers in the real estate industry are subject
neither to the self-employment tax nor to
the new Medicare Tax.

Section 469
The passive activity loss rules in

Code section 469 were enacted to pre-
vent an individual taxpayer from de-
ducting his losses from certain “passive”
activities against that individual’s active
income (such as wages) or portfolio
income (such as interest and dividends).
Nearly all rental real estate activities are
considered per se passive activities,
regardless of the taxpayer’s level of
involvement, unless the taxpayer can
prove that he is a “real estate
professional.” Only a real estate profes-
sional may be able to offset his rental
real estate losses against his active or
portfolio income.

A real estate professional must
generally (i) spend more than 750 hours
during the year in real property trades or
businesses in which he materially
participates, and (ii) those hours must
constitute more than half of his or her
time spent performing all personal ser-
vices that year. For married taxpayers
filing joint returns, once one spouse
qualifies as a real estate professional,
both spouses would automatically qual-
ify as real estate professionals. Certain
hours performed as an employee are not
counted toward the 750 hours.

Prior to the effective date of the new
Medicare Tax, a taxpayer would want to
be a real estate professional if he has net
losses from rental real estate activities,

but he would be indifferent as to whether
he is a real estate professional if he has
net income from rental real estate
activities. After January 1, 2013,
however, the new Medicare Tax is
imposed on rental income and capital
gains from a passive trade or business,
while the new Medicare Tax is not im-
posed on the rental income and capital
gains of an active trade or business. A
person with rental real estate operations
would therefore have a strong incentive
to qualify as a real estate professional in
order for the rental real estate operations
to be an active trade or business.

Once a taxpayer qualifies as a real
estate professional, he may have a mix of
passive and active trades and businesses
depending on his level of participation in
each business during the year. The
typical ways that an individual may
materially participate in an activity
during a taxable year:

1. The individual participates in
the activity for more than 500
hours during such year.

2. The individual’s participation
constitutes substantially all of
the participation in such activ-
ity of all individuals (including
those who are not owners of
interests in the activity) for
such year.

3. The individual participates in
the activity for more than 100
hours during such year, and his
participation is not less than the
participation of any other
individual (including those who
are not owners of interests in
the activity) for such year.

4. The individual materially par-
ticipated in the activity for any
five of the ten preceding tax
years, other than material par-
ticipation as a result of this five-
of-ten-years test.

5. Based on all the facts and cir-
cumstances, the individual
participates in the activity on a
regular, continuous, and sub-
stantial basis during such year,
and the participation is more
than 100 hours.

In determining material participa-
tion, any hours requirement may include

hours spent by both the taxpayer and his
spouse during the year, even if they are
filing separate tax returns. However, in
determining whether a person is a real
estate professional, he can only count his
own time spent during the year toward
the 750 hour threshold. Special rules
apply to activities owned by the taxpayer
as a limited partner or a non-managing
LLC member, who generally may apply
only the 500-hours test and the five-of-
ten-years test in determining material
participation in the activity.

A real estate professional may elect
to group all of his rental real estate ac-
tivities into a single activity for purposes
of materially participating in the single
activity. The grouping allows the person
to more easily reach the time-based
thresholds for material participation,
such as by spending over 500 hours a
year in the combined group of activities.
Once the grouping election is made, it
applies for all future years and is
generally not revocable unless there is a
material change in the taxpayer’s facts
and circumstances.

Real Estate Professional
Rental income and capital gains are

generally not subject to the self-em-
ployment tax. A real estate profes-
sional’s active trade or business income
is also not subject to the new Medicare
Tax. As a result, a real estate profes-
sional may experience the best of both
worlds and avoid Medicare-related taxes
entirely. For example, assume that a
married real estate professional has
$10,000 of taxable interest income,
$100,000 of net rental income from an
active business, and $500,000 of capital
gain from the sale of a rental property in
an active business. His modified ad-
justed gross income is $610,000, but his
net investment income is only the
$10,000 of taxable interest. He has to
pay the new Medicare Tax of 3.8% on
only the $10,000, or $380 of tax. In
contrast, if he were not a real estate
professional, all $610,000 of his income
would be net investment income; the
new Medicare Tax would be imposed on
the $610,000 of modified adjusted gross
income in excess of $250,000, or
$13,680 of tax. The new Medicare Tax
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savings that result from being a real
estate professional are especially sig-
nificant in years during which the tax-
payer has substantial capital gains from
the sale of real estate.

If a real estate professional’s real
estate activity does not rise to the level
of a trade or business, such as an activity
of net leasing real properties, the new
Medicare Tax may still apply to his
income with respect to that activity.

Conclusion
After January 1, 2013, the new

Medicare Tax will apply to broad
swathes of investment income and
capital gains, and it appears unlikely that
Congress would enact any legislation to
repeal the tax. Taxpayers who work in
the real estate industry may save up to
3.8% of their real estate income from the
new Medicare Tax by qualifying as a
real estate professional, or by having

their spouse qualify as a real estate
professional. In light of the above
benefits, such taxpayers should carefully
document the number of hours that they
spend on real estate and non-real-estate
activities each year.

1 On December 3, 2012, the Treasury Department issued proposed regulations for section 1411, generally effective in 2014 and later years.

2 The adjusted gross income threshold is $200,000 for a single return and $125,000 for a married filing separately return.

3 In contrast, half of the self-employment tax is deductible “above-the-line” in computing adjusted gross income, and the half of the
Medicare taxes on wages paid by the employer is effectively deductible.

4 The foreign earned income exclusion generally allows a US person who lives and works outside the United States to exclude up to
$95,100 of earned income (in 2012) from his or her gross income.
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