Planning for the 3.8% Medicare
investment income surtax
The Patient Protection and Affordable Care Act
and the Health Care and Education Reconciliation
Act were signed into law in 2010, marking the most
sweeping changes to the nation’s health-care system
in decades. The law expands health-care coverage to
all Americans, regardless of economic or health status.
Two subsequent developments in 2012 — the U.S.
Supreme Court’s ruling in June that upheld the law’s
constitutionality, and the reelection of President Barack
Obama in November — essentially guaranteed the
law’s provisions would be implemented as scheduled.

How does the 3.8% Medicare surtax work?
Who is
affected by
the tax?

What type of
income is subject
to the tax?

What income is
NOT subject to
the tax?

Individual taxpayers with more than
$200,000 in modified adjusted gross
income (MAGI) or couples with more
than $250,000 in MAGI. For trusts and
estates, the income threshold is $12,500.
Net investment income, including
taxable interest, dividends, capital gains,
rental income, royalties, taxable portion
of income from non-qualified annuities,
and income resulting from a business
activity where the taxpayer is not
considered an “active” participant.
Interest income from municipal bonds
is exempt from the 3.8% surtax as
well as distributions from retirement
accounts like IRAs and 401(k)s. However,
income from retirement distributions
may cause a taxpayer to exceed the
income threshold and expose other
investment income to the surtax.

The provisions include two new taxes that took effect in
January 2013 — a 0.9% increase in the Medicare payroll tax
and a new 3.8% surtax on “net investment income.” The
Medicare payroll tax increased to 2.35% from 1.45%. These
taxes affect certain individual taxpayers with income over
$200,000, and $250,000 for married couples.*
T
1 he threshold for the 3.8% net investment income surtax is $200,000
($250,000 for couples) in modified adjusted gross income (MAGI).
The 0.9% additional payroll tax is levied once an individual exceeds
$200,000 ($250,000 for couples) in taxable salary and wage income.
MAGI is defined as adjusted gross income plus net foreign income
exclusion amount.

Example of how the 3.8% Medicare surtax
is applied
$50K
muni income

$250K income
threshold (MAGI)

$100K
cap gain

Not subject to
3.8% surtax
$50K cap gain
subject to surtax
$50K cap gain not
subject to surtax

$50K
IRA income

$150K
salary
Married couple with over $250,000 in income

Consider investing in municipal bonds
As tax rates increase, tax-free municipal bonds are
generally more attractive since the tax equivalent yield
for taxpayers in higher brackets increases. The tax
equivalent yield refers to the yield an investor would
require in a taxable bond investment to equal the yield of
a comparable tax-free municipal bond. This is a helpful
concept to consider when making a decision to invest
in a taxable bond or a tax-free bond. As a taxpayer’s tax
rate increases, the benefit of the tax equivalent yield
also increases. Lastly, since the income threshold for
trusts that are subject to the 3.8% surtax is only $12,500,
municipal bonds may be an attractive investment option
to help avoid the surtax.
Tax equivalent yield on municipal bonds
Municipal bond yield
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3.5%

5.91%

4.0%

6.76%

4.5%

7.60%

Planning strategies that may help investors
avoid or mitigate the 3.8% surtax
U
• tilize available options to reduce taxable income such
as contributing to retirement plans and IRAs, funding
Flexible Spending Accounts (FSAs), or contributing to a
Health Savings Account (HSA)
C
• onsider other tax-favored strategies to defer income,
such as non-qualified annuities, charitable remainder
trusts, life insurance, and installment sales
B
• e mindful of transactions that may increase your overall
income above the $200,000 ($250,00 for couples) income
threshold such as the sale of highly appreciated assets or
a large Roth IRA conversion
I• f under the $200,000/$250,000 income threshold,
consider converting traditional IRA assets to a Roth IRA
to create tax-free income for the future (income from a
Roth IRA does not negatively impact calculation of the
$200,000/$250,000 income threshold)

Consider these risks before investing: Capital gains, if any, are taxable for federal and, in most cases, state purposes. Income from federally tax-exempt funds may
be subject to state and local taxes. Bond investments are subject to interest-rate risk (the risk of bond prices falling if interest rates rise) and credit risk (the risk of an
issuer defaulting on interest or principal payments). Interest-rate risk is greater for longer-term bonds, and credit risk is greater for below-investment-grade bonds.
Unlike bonds, funds that invest in bonds have fees and expenses. Tax-exempt bonds may be issued under the Internal Revenue Code only by limited types of issuers
for limited types of projects. As a result, the fund’s investments may be focused in certain market segments and may be more vulnerable to fluctuations in the values
of the securities it holds than a more broadly invested fund. Interest the fund receives might be taxable. The prices of bonds may fall or fail to rise over time for several
reasons, including both general financial market conditions and factors related to a specific issuer or industry. You can lose money by investing in the funds. Single
state investments are at risk of common economic forces and other factors affecting a state’s tax-exempt investments. This may result in greater losses and volatility.
This material is for informational and educational purposes only. It is not a recommendation of any specific investment product, strategy, or decision, and is
not intended to suggest taking or refraining from any course of action. It is not intended to address the needs, circumstances, and objectives of any specific investor.
Putnam, which earns fees when clients select its products and services, is not offering impartial advice in a fiduciary capacity in providing this sales and marketing
material. This information is not meant as tax or legal advice. Investors should consult a professional advisor before making investment and financial decisions and
for more information on tax rules and other laws, which are complex and subject to change.

Request a prospectus, or a summary prospectus if available, from your financial advisor or by calling Putnam
at 1-800-225-1581. The prospectus includes investment objectives, risks, fees, expenses, and other information
that you should read and consider carefully before investing.
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