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The legislation commonly referred to as “Obamacare” is composed of two separate 

pieces of legislation, the “Patient Protection and Affordable Care Act” and the “Health Care and 

Education Reconciliation Act of 2010” (enacted March 23, 2010 and March 30, 2010, 

respectively), and will be referred to in this letter as the “New Legislation.” The New Legislation 

imposes two new taxes effective January 1, 2013, a tax to fund Medicare equal to 0.9% on 

earned income and a tax equal to 3.8% on unearned income in excess of certain thresholds. 

Although the taxes were implemented at the beginning of last year, final regulations were not 

issued until December 2, of 2013. Now that the 2013 filing season has started, people are 

starting to raise questions about the application of the taxes. This letter is a brief summary of the 

two taxes. 

Medicare Tax on Earned Income: The Medicare Tax on earned income is equal to 0.9% of 

wages and self-employment income in excess of $250,000 for married couples filing a joint 

return, $125,000 for married couples filing separately, and $200,000 in all other cases. 

Wages: Employers are required to withhold the tax on wages paid to an employee in excess of 

$200,000, without regard to the Employee’s filing status. In the event the employer does not 

withhold the appropriate amount of tax, both the employer and employee are liable for the 

balance of the tax, and the employer will remain liable for any penalties related to its failure to 

withhold. 

Self-Employment Income: In the event a person is involved in more than one self-employed 

business, profit or loss from those businesses are combined, so that losses from one business 

may offset profit from another. 

Self-employed individuals are able to deduct one-half of the self-employment taxes they incur 

during the year, however, they may not deduct any portion of the additional .9% tax on earned 

income. 

Tax on Unearned Income: The tax on unearned income is equal to 3.8% multiplied by the 

lesser of: (a) Net Investment Income (“NII”); or (b) Modified Adjusted Gross Income (“MAGI”) 

over a threshold amount. 
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(a) NII: Net Investment Income (reduced by related expenses1) includes:  

(1) Interest, dividends, annuities, royalties, and rents that do not arise from a 

trade or business; 

(2) Gross income derived from a passive activity2 and gross income from trading 

in financial instruments or commodities; and 

(3) Gain from the sale of passive activities and businesses that involve trading in 

financial instruments or commodities. 

(b) MAGI: MAGI is Adjusted Gross Income increased by the amount excluded from gross 

income as foreign earned income or housing amount less deductions or exclusions 

allocable to amounts excluded from gross income. The threshold amount is $250,000 for 

married couples filing joint returns, $125,000 for married couples filing separately, and 

$200,000 in all other cases.  

Trusts and Estates: For estates and trusts, the 3.8% tax is imposed on the lesser of the 

undistributed net investment income for the year, or the excess of the adjusted gross income for 

the year over the dollar amount at which the highest tax bracket for trust and estate begins (e.g. 

$11,900 in 2013). As you may know, trusts generally have 65 days from the end of the prior tax 

year to make distributions related to that year. Now, it is more important than ever for trustees to 

evaluate and determine whether to use that period of time to make distributions in order to 

lessen the tax consequences to the trust or estate they are responsible for administering. The 

new tax does not apply to Alaska Native Settlement Trusts. 

Interestingly, the day the IRS issued final regulations on these taxes in 2013, they issued 

new proposed regulations which tells us that there will be more changes in the future. This letter 

is intended to be a high-level summary of the two new taxes. Planning for these taxes will be 

very circumstance-specific. Please contact Cole Lindemann or one of the other attorneys in our 

office if you have specific questions or circumstances you would like to discuss with us. 

================================================================== 

CIRCULAR 230 NOTICE: To ensure compliance with requirements imposed by the IRS, we inform you 

that, unless specifically indicated otherwise, any tax advice contained in this communication (including 

any attachments) was not intended or written to be used, and cannot be used, for the purpose of (i) 

avoiding tax-related penalties under the Internal Revenue Code, or (ii) promoting, marketing, or 

recommending to another party any transaction or matter addressed herein. 

DISCLAIMER: The information contained in this letter is intendd to be educational information only and is 

not legal advice. Any practical application of the taxes discussed in this letter and exemptions or 

exclustions therefrom should take a person’s or enity’s specific circumstances into account. 

                                                           
1 Examples of related expenses are investment interest, investment expenses, deductions related to rents 
and royalties, and a portion of miscellaneous itemized deductions subject to the 2% floor. 
2 Generally speaking “passive activities” are activities in which a taxpayer does not “materially 
participate.” A taxpayer “materially participates” if he or she satisfies one of seven tests set forth in the 
Internal Revenue Code. 


