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IRS Disclosure of Protected Tax Data

With all of the hype in the media tion of the Service. The IRM ensures
about government dysfunction, the IRS that employees have the approved polihas not been exempt from its own series cy and guidance that they need to carry
out their responsibilities in administerof scandals.
In its recent past, it has been accused ing the tax laws or other agency obligaof wasting money, wrongfully disclosing tions.”1
taxpayer information and
The greatest benefit to the
targeting specific political
IRM is its transparency. The
groups. And justifiably, many
IRS employees are given
taxpayers are beginning to
marching orders to follow the
lose trust in “the system.”
IRM, and from its contents,
But through these trials and
taxpayers could decipher
tribulations,
there
was
what to expect. They could
always a guidepost that taxalso determine where their
payers (and advisors) could
case results would resonate.
rely upon to identify expected
In order to understand
IRS Procedure when a conhow information can be distroversy matter arises, nameclosed and shared, a brief
ly the Internal Revenue
primer is first needed to
Eric L. Morgenthal explain how tax reporting of
Manual (“IRM”).
Although the Internal
foreign income is governed.
Revenue Code (and certain Treasury The Financial Crimes Enforcement
Regulations) is given the force of law, Network (“FinCEN”) is an agency that
Tax Advisors have long recognized that operates separately from IRS (yet still a
the IRM is the official guidance for IRS part of the Department of the Treasury).
personnel. It dictates the criteria for
FinCEN processes and enforces the
IRS procedure during audit, examina- reporting of offshore financial data to
tion and appeal. The IRM sets forth the protect against money laundering and
parameters for the administration of terrorism. It handles Foreign Bank
tax, penalties and interest while provid- Account Reporting (“FBAR”) matters
ing a tangible delineation of IRS and Title 31 of the US Code governs its
requirements and expectations.
guidelines. The FBAR form is a policing
As indicated in the IRM:
tool and can be obtained by other gov“The IRM is the primary, official ernment agencies without need for
source of IRS ‘instructions to staff’ that prior authorization. On the other hand,
relate to the administration and opera- the IRS is a separate component of the

Department of the Treasury and is delegated to administer the nation’s
Income Tax laws. Its guidelines are
instead governed under Title 26 of the
US Code.

In the process of its pursuits,
the IRS has begun to stray
from the very rules it has
established for itself.

Despite the existence of a common
parent agency, it was understood that
information filed with the IRS was private and information filed with FinCEN
was, for the lack of better word, public.
However as the US economy took a turn
for the worse, the government decided it
needed more money – a lot of money. It
began looking in new places to identify
additional sources of revenue, namely,
by asserting high penalties for failure to
report and disclose offshore accounts.
But in the process of its pursuits, the
IRS has begun to stray from the very
rules it has established for itself. The
result has clouded the transparency of
tax audits and risks the creation of
additional taxpayer distrust. This past
summer, the US General Accounting
Office (“GAO”) had suggested that
Taxpayers who merely initiated “Quiet”
voluntary disclosures (just mailing defi-

cient tax filings outside of any
Disclosure Program) and “first-time” filers be pursued via data mining.
There is a shortage of citable information with recent Foreign Account
Disclosure Programs; particularly those
associated with the recent “Loud”
Disclosure submissions or “Quiet”
Disclosure investigations. This had bolstered the importance of the IRM as a
mechanism for navigating the unchartered waters of FBAR controversy matters, particularly for taxpayers who
may now be pursued after the recommendations from the GAO.
However, due to the shared need for
information, several questions emerge.
Do the Income Tax Auditors require
approval to pass your personal tax data
along to FBAR Auditors? Can FinCEN
obtain information for non-tax matters
without authorization? Currently, there
are information exchange arrangements between the IRS and the State
tax authorities. But is it permissible for
the IRS to pass that information to
other federal agencies as well? And how
closely would the income tax returns
and/or IRS Income Tax Auditors findings be used as a basis for establishing
willful conduct on FBAR violations?
Congress has instituted provisions
in the Internal Revenue Code that
maintain the privacy of taxpayer data.2
As a result, Income Tax Auditors are
See TAX DATA, Page 16

Medicare Surtax on Investment Income: Analysis and Planning
This article is not about Medicare. the Medicare surtax when their MAGI
It’s about a new 3.8% income tax1 that is greater than $250,000. A same sex
you and your clients will pay beginning married couple whose marriage is recogthis year, 2013.
nized in the state in which they were
Welcome to the tax world of Alice in married, and whose combined MAGI is
Wonderland – a place where
greater than $250,000, will be
we have never been and which
subject to the Medicare suris mysterious in so many
tax instead of being entitled
ways. New Internal Revenue
to two-$200,000 thresholds.
Code Section 1411 draws
But as for estates and trusts,
from many other areas of the
the threshold is significantly
IRC, but the IRS is reluctant
lower. For 2013, the threshto provide new definitions
old is $11,950 of taxable
needed in order to apply the
income and, because of the
low threshold; estates and
3.8% surtax on net investment
trusts easily will be subject to
income. Come down the rabthe 3.8% Medicare surtax.
bit hole with me, and let's see
If you expect to exceed the
what we find.
Alan E. Weiner
threshold applicable to you
This “new” tax is not so
(or your client), keep reading.
new. It was enacted in 20102
as part of the Affordable Care Act to be
What Is and Is Not
effective for the first time this year,
“Net
Investment Income”?
2013. The IRS issued proposed regula3
The
tax
is a tax on net investment
tions on November 30, 2012 and we
await final regulations which may have income. We will get to deductions later.
The following items have been
been issued by the time you read this
described as “buckets” (of investment
article.
Let’s begin by describing who is sub- income) subject to the 3.8% tax.
Bucket 1: Interest, dividends, capiject to the Net Investment Income Tax
(“NIIT”), also referred to as the tal gains, annuities, rents, royalties,
Medicare surtax.4 An individual unmar- etc. The gain on the sale of a principal
ried taxpayer is subject to the Medicare residence is subject to the Medicare sursurtax when his/her Modified Adjusted tax only to the extent that the gain
Gross Income (“MAGI”)5 is greater than exceeds the IRC Section 121 principal
$200,000. A married couple is subject to residence exclusion (generally $250,000

for an unmarried individual and
$500,000 for a married couple).
Bucket 2: Passive activity income.
That is a tax “term of art.” In its simplest form, it means income from an
activity in which the taxpayer does not
play an active role. For example, the
taxpayer furnishes the money to a person (and becomes a partner or co-shareholder) in a business in which the
money person is only an investor.
Income generated by the taxpayer from
this investment is ‘passive income’ and
will be subject to the 3.8% tax. Also, in

most cases, rental income is “passive
income.”
Bucket 3: Net gain that is attributable
to the disposition of property (an interest
in a limited liability company, a partnership, or an S corporation) unless the
property is held in a non-passive activity
trade or business. Without getting into
the specifics, suffice it to say that a ‘nonpassive activity trade or business’ is one
See SURTAX, Page 16
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prohibited from freely sharing taxpayer
information with FBAR Auditors unless
a “Related Statute Memorandum” is
first obtained.3
This means it must first be established that the Title 31 (FinCEN) violations are “related” to Title 26 (Income
Tax) violations before the income tax
data can be released. This was
premised on the belief that Agents
should not have carte blanche to peruse
any income tax return they would like
merely to identify its potential for
FBAR violations. In fact, the IRM sets
forth the repercussions for the privacy
violation itself:
Without a related statute determination, Title 26 information cannot be
used in the Title 31 FBAR examination.
Any such use could subject the persons
making the disclosure to penalties for
violating the disclosure provisions protecting Title 26 return information.4
These issues recently came to the forefront in Jon C. Hom Associates, Inc. v.

SURTAX ...
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that the taxpayer was operating.
The following types of income are not
considered to be investment income and
are not subject to the 3.8% tax:
1. Active trade and/or business
income.
a. The income must be earned in the
trade or business6 that the taxpayer is
conducting.
b. The income must be earned in the
ordinary course of the trade or business;
therefore, investment income earned by
the business would not be exempt from
the Medicare surtax.
c. The trade or business cannot be
passive to the taxpayer.
d. Income from the sale of an active
business in which the owner is not passive.
2. Distributions from qualified retirement plans, including Individual
Retirement Accounts.
3. Municipal bond income. When investors consider the rate of return on
municipal bond income, they calculate
the interest rate that they would need
to generate to net to the interest rate
on the municipal obligation. Let’s say
that a municipal obligation pays 3%. A
taxpayer who is subject to the highest
individual rate of 39.6% plus the new
3.8% NIIT, for a total of 43.4%, would
need to purchase a taxable obligation
paying 5.3% to net to 3% tax free.
When you factor in the New York State
income tax rate, the investor must earn
more than 5.3% to net to the 3% tax
free rate.
4. Social Security; life insurance;
alimony; lottery and gambling winnings.

Deductions in Arriving at
Net Investment Income

It makes sense that investment advisory and brokerage fees would constitute a valid deduction to reduce NII;
however, it’s not that simple because the
IRC requires that most miscellaneous
itemized deductions be reduced by what
is referred to as a 2% floor, i.e., reduced
by 2% of AGI before allowing it as a miscellaneous itemized deduction.
Note that if the taxpayer is subject to
the dreaded alternative minimum tax
(“AMT”), which most New York State
homeowners are, that negates a tax benefit for the deductible portion of the mis-

the United States.5
In Hom, the taxpayer argued that
the IRS should be precluded from sharing information discovered during an
income tax audit with the FBAR
Investigator referred to and sought
damages for the unauthorized disclosure. He also proclaimed that the privacy protections under statute6 state that
the information exchange can only be
authorized for the collection of tax and
that FBAR “penalties” were not “taxes,”
per se. The taxpayer argued that the
IRS had even violated its own rules
because it allowed the release of his tax
information without the Related
Statute Determination required in the
IRM.
However, contrary to the IRM, the
court interpreted that 31 U.S.C. § 5314
(foreign transactions and bank
accounts) is intrinsically a related
statute to 26 U.S.C. § 6103 and operates
in furtherance of tax administration.
The court held that the administration
of tax included penalties for non-compliant foreign reporting, and therefore
deemed the exchange and utilization of
information as permissible. It even set

aside the IRM violation by the IRS
employee under the IRS’ own guidelines, citing the longstanding position
that the IRM “confers no rights upon
taxpayers.”7
Taxpayers can no longer presume
that documents directed to the IRS are
for their eyes only. Despite the statutory protections instituted by Congress to
maintain taxpayer confidence, information can be procured without authorization under the guise of effectuating tax
administration by other divisions of the
Department of the Treasury.
But then a question emerges…due to
the fact that the penalty under the
Patient Protection & Affordable Care
Act was classified a “tax” by the US
Supreme Court, will other agencies of
government likewise obtain the ability
to procure confidential tax return information without notice to Taxpayers?
And in light of the recent GAO report
declaring the intent to pursue “Quiet”
FBAR filers, will reviewing Agents have
free reign to cross-check with the
income tax file(s) merely to scan for
instances of culpable conduct?
The holding in Hom sets a dangerous

precedent which spans beyond just the
sharing of information for enforcement.
It endorses the exposure of data to
unintended parties and reduces the relevance of the IRM, the roadmap for
Federal Tax controversy matters.
Information sharing can trigger the erosion of privacy protections. And like the
recent National Security Agency scandal, it produces the impression to taxpayers that the system lacks oversight
and limitation. Looking ahead, these
permissible privacy violations should be
watched very closely as the government
expands its involvement into the
administration of other areas in our
lives.

cellaneous deductions; however, it still
will be allowed as a deduction (to the
extent that it exceeds 2% of AGI) in calculating the NIIT.
Deductible investment interest expense is a valid deduction for NIIT purposes.
Here’s something new. State and
local income taxes attributable to net
investment income reduces the NIIT.
Ah, but how is the allocated amount calculated? Per the proposed regulations,
it’s calculated on a ‘reasonable’ basis but
the starting point for determining what
is ‘reasonable’ is, according to the proposed regulations, the deduction on the
tax return being filed on the cash basis
(i.e., the amount of state and local taxes
paid in the calendar year).
Many commentators have opined
that a more reasonable starting point
should be the tax expense calculated on
the taxpayer’s state and local tax
returns being filed for the calendar year
(similar to the calculation of the credit
on the New York income tax return for
taxes paid to another state).
Pre-2013 (as well as current and
future) net passive loss carryforwards
reduce net passive net investment income
in 2013 and thereafter but net operating
losses, no matter when incurred, do not
reduce net investment income on the theory that the NOL cannot be allocated to a
specific type of income.
The IRS uses “difficulty” as a reason
for not allowing the net operating loss
carryforward to be factored into the calculation of net investment income. The
New York State Society of Certified
Public Accountants commented to the
IRS state that “...it would be possible to
track the portion of an NOL allocable to
a net investment loss without creating
rules that would be unduly complex and
not administrable.” Other organizations
have submitted similar comments.
Although the net operating loss carryforward, for the time being, cannot be
used to reduce NII, an NOL carryforward
can be used in calculating the current
year’s AGI (perhaps to bring the taxpayer’s AGI below the applicable threshold
and avoid having to pay the NIIT).

capital gains (and qualified dividends)
income tax rates on estates and trusts
have increased (to 39.6% and 20%,
respectively) and, because of the low
threshold, as noted earlier, estates and
trusts easily will be subject to the 3.8%
Medicare surtax.
The NIIT is an additional danger
area for fiduciaries’ decision making.
While the taxes on estates and trusts
can be minimized by making distributions to beneficiaries who are eligible
for a higher threshold before becoming
subject to the Medicare surtax, the
fiduciary needs to consider state law
(e.g., as a general rule, capital gains do
not flow through a beneficiary except
in the year that the estate/trust is terminated); the governing document
(which may contain prohibitions on
specified distributions); and the
grantor’s intent.
Also, state and local (e.g., New York
City) income taxes imposed on the recipient beneficiaries may be a consideration when deciding whether to make
distributions where the estate/trust is in
a state without an income tax.
Additionally, beneficiaries who have
capital loss carryforwards may want the
capital gains to be distributed, if possible, since they will not incur the 20%
capital gains tax and 3.8% NIIT (whereas gains trapped within the estate/trust
will incur the 20% capital gains tax and
3.8% NIIT). Their share of the capital
gains will be offset by their capital loss
carryforwards.
Some disadvantages to beneficiaries
receiving discretionary distributions,
and the taxable income resulting therefrom, include a higher adjusted gross
income which, inter alia, increases the
2%/3% floors on itemized deductions;
has an effect on Roth and traditional
IRA contribution limitations; has an
effect on the amount of taxable Social
Security; and has an effect on the oft-forgotten calculation of Medicare premiums of ‘high earners.’
On August 7, 2013, the IRS issued, in
draft form, the one-page Form 8960,7
Net Investment Income Tax-Individuals, Estates, and Trusts. The form
makes numerous references to “see
instructions.” The instructions are not
expected out until after the regulations
are finalized later in the year.

are understandable.8 Also, many wellwritten articles have been published
on the subject and many organizations
(including
the
American
Bar
Association and the New York State
Bar Association) have submitted comments to the IRS with suggestions as
to how the proposed regulations should
be changed.
The benefit to reading the comments
is that they highlight the problems with
interpreting the law and alert you as to
matters that might be of interest to you.
There also are sites, such as Google, to
help you search for information of use to
you.

Estates and Trusts

Fiduciaries have the responsibility to
consider the interests of both the income
beneficiaries and the remaindermen
when making discretionary decisions.
Beginning in 2013, the ordinary and

Further Guidance on the NIIT

The IRS has issued Q & A’s which

Eric L. Morgenthal, Esq., CPA, M.S.
(Taxation) maintains his Tax Law practice in
Melville specializing in International, Federal
and NYS Tax Controversy Matters.

1. IRM § 1.17.2.3.5.
2. 26 U.S.C. 6103.
3. See IRM §§ 4.26.17.2 and 4.26.14.2.2.
4. See IRM 4.26.17.2
5. No. C. 13-02243 WHA, 2013 U.S. Dist. LEXIS
142818 (N.D. Cal. Sept. 30, 2013).
6. 26 U.S.C § 6103 (and the associated IRM sections).
7. United States v. Caceres, 440 U.S. 741 (1979).

Conclusion

Re-evaluate Federal tax estimates
and alert the client if the 2013 Federal
tax estimate should be increased or if a
larger Federal tax balance will be due in
April 2014.
… and finally, death cures the
Medicare surtax (and capital gains tax)
on gains unrecognized at the time of the
death of the decedent (because the tax
basis of most9 assets is re-valued at
death).

Alan E. Weiner, CPA, JD, LL.M. is Partner
Emeritus of Baker Tilly (formerly Holtz
Rubenstein Reminick) and was its founding
tax partner (1975). He served as the 19992000 President of the New York State Society
of CPAs. He is the author of All About Limited
Liability Companies and Partnerships and
DFK International’s Worldwide Tax Overview.

1. The statute also imposes an additional tax of
.009 on certain employees and self-employed
individuals’ earned income. This article is limited to the surtax on net investment income.
2. See 26 U.S.C. § Subtitle A. IRC § 1411 provides
that it shall apply to taxable years beginning
after December 31, 2012.
3. 77 Fed. Reg. 234 (Dec. 5, 2012).
4. Although commonly referred to as the Medicare
surtax, the 3.8% tax collected is not earmarked
for the Medicare Trust fund. Also, none of the
3.8% tax is deductible either as a medical
deduction or as part of the self-employment tax
deduction.
5. MAGI is the taxpayer’s normal adjusted gross
income on the Form 1040 plus income earned
by the taxpayer while working outside of the
country if the income is eligible to be excluded
from taxable income under IRC section 911.
6. The proposed regulations do not define “trade
or business,” something that the IRS is reluctant to do. The IRS has said to look at cases
and other regulations and perform a 'facts and
circumstances' test.
7. http://www.irs.gov/pub/irs-dft/f8960--dft.pdf
8. http://www.irs.gov/uac/Newsroom/NetInvestment-Income-Tax-FAQs
9. ‘Income in respect of a decedent’ (i.e., income
earned before death but not yet collected, such
as rental income) is not re-valued at death.

