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NOVEMBER 2012Since the election, President Obama has reaffi  rmed his commitment to increasing 

marginal tax rates for upper income taxpayers while maintaining for lower income 

taxpayers the tax rates that have been in place since 2001. In addition, a spokesper-

son for the White has stated that the President wants to increase tax revenue by 

$1.00 for every $2.50 that is cut from expenditures. 

Th e budget that the president proposed for the current fi scal year gives a sense of 

the kind of changes the administration is likely pursue. Th e basic theme is to reverse 

for upper income taxpayers the tax benefi ts conferred by the Economic Growth and 

Tax Relief Reconciliation Act of 2001 and the Jobs and Growth Tax Relief Rec-

onciliation Act of 2003. Unless new tax legislation is passed, the tax law for years 

beginning after December 31, 2012, is scheduled to revert to the rules that applied 

before those two tax acts. Th is report summarizes how the tax rules will change in 

the absence of new legislation, and how previous proposals by President Obama 

would continue the tax cuts for lower income taxpayers while allowing the former 

rules to apply to “upper-income” taxpayers, who are defi ned as those with adjusted 

gross income (AGI) in excess of $250,000 on joint returns and $200,000 for single 

taxpayers (adjusted for infl ation since 2009). Th e Administration projects that let-

ting the tax cuts expire for upper-income taxpayers would increase federal tax rev-

enue by $51.1 billion in fi scal 2014 and by $62.9 billion in 2015. Given that the 

federal defi cit has exceeded $1 trillion in each of the last four years, the proposed 

tax increases for upper-income taxpayers would be only a minor component in any 

plan to balance future budgets.
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REPEAL THE BUSH TAX CUTS FOR UPPER-INCOME TAXPAYERS

1. Limit itemized deductions.

Prior to the 2001 Act, itemized deductions from taxable 

income were reduced by an amount equal to 3% of AGI in 

excess of a specifi ed threshold. Th e total amount of the re-

duction in deductions could not exceed 80% of the amount 

of otherwise allowable deductions. If the law is not changed, 

the limitation on deductions will resume based on the previ-

ous threshold, but, if the President’s proposal is accepted, the 

limitation will only apply to AGI income excess of $250,000 

or $200,000 depending on fi ling status. Th ese limits on de-

ductions are projected to increase federal tax revenue by $9.1 

billion in fi scal 2014.

2. Phase out personal exemptions.

Prior to the 2001 Act, the amount of personal exemptions 

that a taxpayer could take were reduced by an amount equal 

to 2% for every $2,500 of AGI above a specifi ed threshold. 

Under the President’s budget, the personal exemptions of up-

per income taxpayers would again be phased out. Th is change 

is expected to add $3.2 billion to federal revenue in 2014.

3. Reinstate 36% and 39.6% tax brackets

Since 2001 there have been six tax brackets: 10, 15, 25, 28, 

33, and 35. Th e President’s budget would eliminate the 35% 

bracket and create a 36% and a 39.6% bracket. Th e budget 

analysis estimates that reinstating the two highest brackets 

would raise an additional $32.5 billion of tax revenue in fi scal 

year 2014, and $35.5 billion in 2015. 

Th e 36% bracket would begin at income levels of $250,000 

and $200,000, which are lower than the levels at which the 

36% bracket now begins (currently $383,350 for all taxpayers). 

Th e budget proposal speaks vaguely of taxpayers “with income 

over $250,000” and “income over $200,000” without specify-

ing whether taxable or adjusted gross income is meant. A bill 

that was passed by the Senate in July (S.3412) stipulates that 

the 36% bracket would begin when “taxable income” reaches 

the thresholds as adjusted for the standard deduction and per-

sonal exemptions. According to an analysis of the budget pro-

posal by the Tax Policy Center, the 36% bracket would begin 

when taxable income exceeds $199,350 for single taxpayers 

and $241,900 for joint returns, while the 39.6% bracket would 

begin at $390,050 for all taxpayers regardless of fi ling status.

4. Tax qualifi ed dividends as ordinary income.

Under the 2003 Act, qualifi ed dividends have been taxed at a 

rate of no more than 15%. For lower-income taxpayers, under 

the President’s proposal, qualifi ed dividends would continue 

to be taxed at a 15% or 5% rate for most taxpayers (depend-

ing on whether the taxpayer’s marginal tax rate is above 15%). 

Upper income taxpayers, however, would have to treat quali-

fi ed dividends as ordinary income, subject to rates as high as 

39.6% under the personal income tax (not including the 3.8% 

tax on investment income, discussed below, which will be used 

to fund Medicare). Th is change is projected to increase federal 

revenue by $10.5 billion in fi scal year 2014, and by $15.6 bil-

lion in 2015.

5. Increase the capital gains tax rate to 20%.

Lower income taxpayers would continue to pay taxes on capi-

tal gains at rates of 5% or 15% under the President’s proposal, 

but a 20% rate would apply in the case of upper income tax-

payers. Th is proposal is expected to decrease federal revenue 

by -$4.2 billion in fi scal year 2014, in recognition of the ability 

of taxpayers to shift the timing of when they recognize gains. 

Between 2013 and 2022, this change was projected to raise 

$36.0 billion in additional revenue.

THE EFFECT OF REPEALING THE BUSH TAX CUTS FOR UPPER-
INCOME TAXPAYERS

By analyzing information from preliminary 2010 tax returns 

as reported by the Internal Revenue Service in its Statistics 

of Income Bulletin report we can estimate how these changes 

would aff ect the share of total federal personal income taxes 

paid by upper-income taxpayers. Since the defi nition of 

upper-income varies depending on fi ling status, the following 

table summarizes some basic statistics for taxpayers with 

AGI in excess of $250,000 (the threshold for joint returns) 

and $200,000 (the threshold for single taxpayers). As noted 

earlier, the Administration projects that letting the tax cuts 

expire for upper-income taxpayers would increase federal tax 

revenue by $51.066 billion in fi scal 2014. Th e percentage of 

tax liability after expiration of the tax cuts for upper-income 
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Because the AMT exemption amount is not automatically 

adjusted for infl ation, Congress has routinely increased the 

exemption amount from year to year. However, Congress has 

thus far failed to authorize an increased exemption amount for 

calendar year 2012. In the absence of legislation authorizing 

an increase in the exemption before year-end, the exemptions 

will drop to $45,000 for joint returns and $33,750 for single 

taxpayers, and the number of taxpayers subject to the AMT 

is estimated to grow from 4 million in 2011 to 31 million in 

2012 (according to the Tax Policy Center). Th e need to apply 

another “patch” to the AMT is one of the key motivations for 

Congress and the Administration to enact at least some form 

of tax legislation in the current session. 

Th e Senate bill referred to earlier would set the AMT 

exemption amounts for 2012 at $78,750 for joint returns and 

$50,600 for single taxpayers, but it is silent regarding later tax 

years. 

While interest on most municipal bonds is not included 

in AMT income, interest earned on certain private activity 

bonds does give rise to AMT income. Investors subject to 

the AMT can generally earn higher after-tax returns on tax-

exempt investments not subject to the AMT.

RENEW THE BUILD AMERICA BONDS PROGRAM

Th e 2013 budget would have allowed state and local govern-

ments to issue Build America Bonds (BABs), which would 

be taxable, but for which the issuers would receive a direct 

payment from the U.S. Department of the Treasury. Whereas 

the subsidy rate for BABs issued in 2009 and 2010 was 35% of 

the interest expense, the subsidy rate in 2013 and 2014 would 

have been 30%, and thereafter the program would continue 

indefi nitely with a subsidy rate of 28%. Th e scope of the pro-

gram would have been expanded to include more than just 

funding capital projects for governmental entities to include 

other categories of tax-exempt issuers, although the proposal 

did not specify what other categories of bonds would be in-

cluded. 

However, earlier this year the Offi  ce of Management and 

Budget indicated that rebates to state and local governments 

under the BAB program would be subject to sequester, which 

would reduce the amount of the rebates by 7.6%. Th is threat 

of withholding payments that the federal government has 

taxpayers was estimated by adding $51.066 billion to the tax 

liability reported in 2010 for all taxpayers and for those with 

AGI in excess of $200,000 and $250,000.

AGI 
>$250,000

AGI 
>$200,000

2010 Preliminary

% of returns 1.9% 3.0%

% of AGI 22.9% 27.2%

% of taxable income 28.9% 33.7%

% of tax liability 44.7% 50.8%

After Expiration of Tax Cuts

% of tax liability 47.4% 53.2%

Source: Internal Revenue Service, Statistics of Income Bulletin, Winter 2012.

MODIFY CURRENT RULES FOR THE ESTATE TAX

Under legislation enacted in 2010, estates of persons who die 

in 2012 would be subject to an individual lifetime exclusion 

of $5 million (adjusted for infl ation), and would be taxed at 

a maximum rate of 35%. In the absence of new legislation, in 

2013 the exemption amount would fall to $1 million and the 

rate would rise to 55%. Th e President’s budget proposed an 

exemption amount of $3.5 million and a maximum tax rate of 

45%. Any unused estate and gift exclusion amounts could be 

passed to a surviving spouse, which means that couples would 

be able to exempt $7 million from the estate tax. 

CONTINUE THE ALTERNATIVE MINIMUM TAX WITH ADJUSTED 
EXEMPTIONS AND THRESHOLDS

Th e Alternative Minimum Tax (AMT) requires a separate 

computation of tax liability based on an expanded defi nition 

of taxable income, which is subject to tax rates of 26% and 

28%. If tax liability under the AMT is greater than under the 

regular tax, the diff erence is the amount of AMT that one 

must pay in addition to the regular tax. To compute AMT 

income one must add back to regular taxable income various 

tax preferences, state and local taxes, personal exemptions, and 

other items, and then deduct the “AMT exemption amount.” 

Above certain threshold levels of AMT income, the exemp-

tion amount is reduced by an amount equal to 25% of the 

excess over the thresholds (increasing the 28% rate to 35%). 
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promised to make has greatly undermined the credibility of 

any future BAB program. 

IMPOSE NEW LIMITS ON TAX BENEFITS FOR UPPER-INCOME 
TAXPAYERS

In addition to proposals to preserve some of the Bush-era tax 

cuts for some taxpayers while eliminating them for others, the 

president has suggested two new ideas for reforming the tax 

code. One of these, the proposal to limit the benefi t of deduc-

tions and exclusions, was part of the budget, while the other, 

the so-called “Buff ett rule,” was a suggestion for future tax 

reform.

1. Limit the benefi t of deductions and exclusions

Th e President had proposed a limitation on the benefi t of 

deductions and exclusions in 2011. Since tax-exempt income 

is among the exclusions that would be added back to regu-

lar taxable income, this proposal would limit the benefi t that 

upper-income taxpayers derive from investing in tax-exempt 

securities. Th is limitation would only aff ect upper-income 

taxpayers, but it would apply to existing tax-exempt bonds as 

well as those to be issued in the future.

Th e basic principle of this proposal is to add back to regu-

lar taxable income all deductions and all tax-exempt income 

that would otherwise be excluded from taxable income. One 

then computes the tax liability on this expanded defi nition of 

income, which is termed “adjusted taxable income.” Th e tax-

payer’s tax liability would be increased as follows:

Th e increase in tax liability would be added to the tax liability 

based on regular taxable income. If the 39.6% bracket is rein-

stated, for someone in that bracket, tax-exempt income would 

eff ectively be taxed an 11.6% rate.

Th ere are three considerations that could play a role in 

formulating policy that limits the benefi t of deductions and 

exclusions.

a. Th ere is a diff erence between deductions and exclusions that 

benefi t only the individual taxpayers and those that provide 

benefi t to the community in a way that reduces costs that might 

otherwise be borne by governments. For example, charitable 

contributions are intended to benefi t the community, and 

are not deductible to the extent that the donor derives any 

benefi t. Th ose who invest in tax-exempt bonds benefi t the 

community by accepting a lower interest rate on their bonds, 

thereby reducing the cost of borrowing for state and local 

governments. Th e deduction of state and local taxes may also 

be viewed as compensating for expenditures that benefi t the 

public rather than individuals. By contrast, exclusions for 

health insurance and investments in retirement accounts, and 

deductions for mortgage interest expense reduce tax liability 

based on expenditures that benefi t the individual taxpayers.

b. Th e exclusion of tax-exempt income is one of the smaller 

items reducing taxable income. According to the Joint 

Committee on Taxation, from 2011 to 2015, the exclusion 

of tax-exempt interest income is expected to reduce federal 

tax revenues by $232 billion. Th e costs of other deductions, 

exclusions and preferential treatment are:

• $725.0 billion – Employer-paid health insurance

• $639.6 billion – Defi ned benefi t and defi ned contribution 
pension plans

• $543.8 billion – Earned income and making work pay tax credits

• $464.1 billion – Mortgage interest deduction.

c. Borrowing costs of state and local governments could rise 

because of uncertainty over the amount of credit that holders 

of putatively tax-exempt bonds will receive. Once the federal 

government starts to limit the extent to which tax liability can 

be reduced as a result of owning outstanding municipal bonds, 

there is no assurance that the reduction in taxable income will 

remain equal to 28% of the tax-exempt interest earned. Pro-

posals for renewing the Build America Bond program have 

already recommended lower subsidy rates than the 35% rate 

of the original program, and the possibility that BABs would 

be subject to sequestration gives more reason to worry that 

Congress might later further reduce the benefi t of tax-exempt 

bonds once the precedent of limiting that benefi t has been 

established.  

Tax on adjusted taxable income
– 28% of deductions and exclusions
– Tax on regular taxable income

Increase in tax liability
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2. Impose a minimum 30% tax on incomes over $1 million

Th e President’s discussion of ideas for reforming the tax code 

includes a brief reference to the “Buff ett rule,” under which 

“those making over $1 million should pay no less than 30% 

of their income in taxes.” Th e proposal would allow charitable 

contributions to be deducted from the calculation of taxable 

income. Th e President suggests that “the Buff et rule should 

replace the Alternative Minimum Tax.” 

While the budget document does not provide details on how 

the Buff ett rule would work, a bill has been introduced into 

the Senate that would enact a Buff ett rule (S. 2059). In this 

bill, the 30% tax would apply to “adjusted gross income,” 

which does not include tax-exempt interest earned on mu-

nicipal bonds. One complication of the Senate bill is that it 

phases in the 30% tax rate, starting when income reaches $1 

million and reaching 30% when income reaches $2 million 

(the percentage of the 30% tax that applies to AGI increases 

by 1% for every $10,000 over $1 million). Th e result can be 

exceptionally high tax rates. For example, if someone has AGI 

of $1.5 million, the amount of the tax would be:

0.50 x $1,500,000 x 0.30 = $225,000

If the AGI were $10,000 lower, the phase-in ratio would be 

0.49 (490,000 / 1,000,000), which would lower the tax by 

$5,970:

0.49 x $1,490,000 x 0.30 = $219,030

Th is comparison implies an eff ective marginal tax rate of 

59.7% on the incremental $10,000 of income. 

THE MEDICARE TAX

While it is not a part of the budget proposal, the 3.8% tax on 

investment income that was included in the Patient Protec-

tion and Aff ordable Care Act shares some common features 

with provisions of the President’s budget: it becomes eff ec-

tive beginning with taxable years after December 31, 2012, 

and it applies only to taxpayers with modifi ed AGI in excess 

of $250,000 or $200,000, depending on fi ling status. If the 

maximum personal income tax rate were raised to 39.6%, the 

combined tax rate on investment income would be 43.4%. 

Th e phase-out of deductions and personal exemptions would 

drive the rate even higher for those in the range of the phase-

out. Investment income subject to this tax includes dividends, 

capital gains and interest on taxable fi xed income securities, 

but excludes interest on tax-exempt bonds.

IMPLICATIONS FOR INVESTORS

While the president’s budget proposal was never enacted by 

Congress, and it would likely need to be greatly modifi ed to 

be accepted by the next Congress, it is helpful to consider its 

various components in order to understand the options that 

will be debated. Several of the proposals represent diff erent 

ways to try to achieve the same goal, which is to extract an 

increasing share of tax revenue from those deemed “upper-in-

come” taxpayers. Implementing some of the provisions would 

reduce the impact of other provisions. For example: 

• Th e phase-out of deductions would reduce the gap 

between regular taxable income and adjusted taxable 

income, which is subject to the limitation on the benefi t 

of deductions and exclusions. It is unclear whether one 

would get a 28% credit for the full amount of deductions 

and exclusions or only for the amount of deductions that 

have not been phased out. Whatever the answer, the result 

cannot be characterized as tax-simplifi cation.

• Both the AMT and the limitation on deductions and ex-

clusions compare tax liability under the regular tax rules 

with tax liability using an unconventional defi nition of 

income. Adding back the deduction for state and local 

taxes for purposes of limiting deductions would increase 

the regular tax liability, thereby reducing the gap between 

it and the AMT liability.

• Likewise, higher tax rates on dividend income, by rais-

ing the regular tax liability, would reduce the tax revenue 

generated by the AMT, or the Buff ett Rule. 

In the course of negotiations we might see certain provisions 

dropped in exchange for other provisions that have the same 

general eff ect. Could we see, for instance, an agreement to 

tax dividends as ordinary income in exchange for allowing 

corporations to deduct dividend payments (or perhaps some 
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percentage of dividend payments) as an expense?

For investors in tax-exempt municipal bonds, the key consideration is that the 

federal government is generating extraordinary, unsustainable fi scal defi cits, and 

there is enormous pressure to increase tax revenue. Even if investors are only able 

to deduct 28% of their tax-exempt interest earnings from their tax liability, tax-

exemption would still be benefi cial, as measured by taxable equivalent yields (see 

the Appendix for details on how higher tax rates produce higher taxable equivalent 

yields even when tax savings from excluding tax-exempt income are limited).

All investors would benefi t from more clarity regarding future tax policy, but in the 

meantime it is helpful to understand the terms of debate and the potential impact 

of the various options being considered. 

RISKS AND OTHER IMPORTANT CONSIDERATIONS

This report is provided for general information purposes only and should not be construed as 
specifi c tax, legal or investment advice. Nuveen Asset Management is not a tax advisor. All opin-
ions and views constitute judgments or relevant information as of the date of writing and such 
information may become outdated or superseded at any time without notice. There can be no as-
surance that any forecasted results will actually occur. This report contains information from third 
party sources believed to be reliable but are not guaranteed as to accuracy and not intended to be 
all inclusive. This report does not constitute an offer, solicitation, or recommendation regarding 
any securities or investment strategy. The information should not be regarded by recipients as a 
substitute for the exercise of their own judgment.

Past performance is no guarantee of future results. There are risks inherent in any invest-
ment including the possible loss of principal. Investment in municipal or taxable fi xed income 
securities should be made with an understanding of the risks involved in investing in bonds. 
The value of the portfolio will fl uctuate based on the value of the underlying securities. If sold 
prior to maturity, bonds are subject to gain/losses based on the level of interest rates, market 
conditions and the credit quality of the issuer. Income from municipal bonds may be subject 
to the alternative minimum tax (AMT) and/or state and local taxes, based on state of residence. 
Investors should contact their tax advisor regarding the suitability of tax-exempt investments in 
their portfolio. There can be no assurance that any asset class will provide positive performance 
over any period of time.

This material is not intended for use in the promotion or sale of any mutual fund, closed-end fund 
or other Nuveen Asset Management investment product.
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APPENDIX: TAXABLE EQUIVALENT YIELDS ASSUMING A LIMITATION ON THE BENEFIT OF 
DEDUCTIONS AND EXCLUSIONS

Th e taxable equivalent yield of a tax-exempt bond is the yield that a taxable invest-

ment must provide to provide the same after-tax yield. It is calculated by dividing the 

tax-exempt yield by 1 minus the tax rate. In general, if the tax savings from deductions 

and exclusions were limited to 28% of the amount of those deductions and exclusions, 

the taxable equivalent yield for tax-exempt bonds would be lowered. However, higher 

tax rates would increase the taxable equivalent yield, even if the tax benefi t from ex-

cluding tax-exempt income from gross income were limited. Th e following formula 

can be used to calculate the taxable equivalent yield of a tax-exempt bond when the 

tax savings is limited to 28% of the tax-exempt income excluded:

Taxable equivalent yield = tax-exempt yield x (1 – tax rate + 0.28)
 1 – tax rate

If the tax rate is 35%,

Taxable equivalent yield = tax-exempt yield x (1 – 0.35 + 0.28)
 1 – 0.35

Taxable equivalent yield = tax-exempt yield x 1.431

As of October 31, 2012, tax-exempt, triple-A rated, general obligation bonds due 

in 20 years were yielding 2.44% according to the MMD scale by Th omson Reuters. 

Th e following table computes the taxable equivalent yield of such a bond assuming 

the current maximum personal income tax rate, the proposed maximum rate, and the 

proposed maximum rate including the Medicare tax on investment income.

Tax Rate 35.0% 39.6% 43.4%*

Tax-Exempt Yield 2.44% 2.44% 2.44%

Taxable Equivalent Yield:

No limitation on exclusions 3.75% 4.04% 4.31%

With 28% limitation 3.49% 3.57% 3.65%

Cost of limitation 0.26% 0.47% 0.66%

As shown in the two highlighted cells, the taxable equivalent yield based on a 43.4% 

tax rate, with a limitation on the benefi t from exclusions, is only 0.10% lower than 

it is for someone in today’s 35% bracket with no limitation.

*Assumes a combination of the proposed maximum tax rate from the President’s 

Budget along with the 3.8% Medicare tax on investment income that was in-

cluded in the Patient Protection and Aff ordable Care Act. Th e Medicare tax 

applies only to taxpayers with modifi ed AGI in excess of $250,000 or $200,000 

depending on fi ling status.
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This hypothetical example has been provided for illustrative purposes only and should not be 
relied upon as investment advice. This analysis contains numerous assumptions. Different as-
sumptions could result in materially different results. There can be no assurance that any fore-
casted results will actually occur. Neither state tax, capital gains tax nor the alternative minimum 
tax are included in this calculation. Actual interest rates and bond yields can vary, and different 
market conditions may result in signifi cantly different outcomes. Certain data has been taken 
from statistical services and other sources, which we believe are reliable but not guaranteed for 
accuracy or completeness.
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