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Summary 
The President’s budget was released yesterday.  Due to the political impasse between the parties, it seems unlikely to result in 
tax legislation this year.  But as a reflection of the priorities of the Administration, and as a reflection of its stance in any future 
budget negotiations, it is an interesting document.  The proposal aims to raise revenue from upper income taxpayers by any 
means necessary.  [Note: upper income begins at around $200k in adjusted gross income].  The proposal would, according to 
Administration projections, stabilize the Federal debt close to today’s elevated levels.  Revenue increases play a large role, 
specifically the following three proposals.  The second one surprised us the most.   
  

 reset tax rates on ordinary income, dividends and capital gains for upper income taxpayers back to 2001 levels 
 for upper income taxpayers, include a portion of municipal bond income, pre-tax employee contributions to defined 

contributed plans, and pre-tax employee and employer health insurance payments as taxable income 
 limit non-charitable itemized deductions such as state/local taxes and mortgage interest for upper income taxpayers 
 

Background 
The following chart outlines some basic budget scenarios.  The CBO baseline assumes that 3 tough decisions are taken: Bush tax 
cuts all sunset back to 2001 levels, the AMT is no longer indexed to inflation, and Medicare reimbursements to doctors are cut.  
The CBO also provided an Alternative Case, assuming no action is taken at all to reduce deficits.  Our Realistic case is an 
estimate of what would happen if Congress sticks to what it agreed in the Budget Control Act and nothing more.  Lastly, the 
purple diamond is the President’s proposal, as estimated by the Office of Management and Budget. 
 

 
 
The President’s budget proposal would get around halfway to closing the yawning gap between CBO Alternative Case and the 
CBO Baseline.  There are elements of the Buffett rule here, but the budget does not contain a minimum tax rate on adjusted 
gross income on those with AGI over $1 million.  Instead, many of the clauses apply specifically to those with AGI over $250k 
(the numbers shown in parentheses are OMB estimates of revenue raised over ten years).   
 

 Ordinary income rates back to 2001 levels ($442 bn) 
 Dividends taxed at ordinary income rates ($206 bn) 
 Long term capital gains taxed at 20% ($36 bn) 
 Restoration of limits on itemized deductions and exemptions ($165 bn)  
 

In addition, the proposal raises another $584 bn by, among other things, limiting the tax value of itemized deductions (such as 
state and local income taxes and mortgage interest) to 28%.  While this in theory applies to all taxpayers, in practice it will only 
affect taxpayers with statutory tax rates above 28%, which means people with AGI over $217k.   
 

The most controversial part of the proposal (at least in our view) was buried on page 73 of the Green Book, which is the 
Treasury’s “General Explanations of the Administration’s Fiscal Year 2013 Revenue Proposals”.  We were wondering why 
the Administration estimated the benefit of the above proposal at $584 bn, when the CBO estimated it at $293 bn just last year.  
The answer: this proposal includes a new category of taxable income, which would include your municipal bond income, 
your contributions to 401k plans and other similar vehicles, and your entire health insurance premium (regardless of who pays 
it).  The approach appears to apply a tax rate to these items equal to the difference between your top statutory tax rate and 28%.  
For example, a taxpayer subject to a top statutory rate of 35% would pay a 7% tax on this income. 
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US long-term debt scenarios
Net debt to GDP, percent

CBO Baseline: Tax rates return to 2001 
levels; AMT exemption no longer indexed to 
inflation; Medicare reimbursement cuts to 
Doctors proceed; BCA cuts proceed

"Realistic" Case:
* All 2001-2003 income tax cuts extended
* AMT exemption continues to be indexed to inflation
* No Medicare reimbursement cuts, but BCA cuts proceed

CBO Alternative Case: Realistic Case below, PLUS:
* Shelving of planned automatic BCA cuts
* Extension of expiring business/household tax credits 

Tax the Mass Affluent (President's Budget proposal)
* For AGI > $250k: tax rates return to 2001 levels, tax 
dividends as ordinary income, tax LTCG at 20%, other 
deduction and exemption limits (PEP/Pease)
* Limit the tax value of non-charitable itemized deductions 
to 28%
* New tax on municipal bond income, contributions to 401k 
plans, and all health insurance premiums paid by 
employees and employers (taxed at difference between 
taxpayer's top statutory rate and 28%)
* Bring estate tax exemption and rates back to 2009 levels
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The battles of the future, after the discretionary spending well is empty 
The Administration projects that tax revenues will rise from their current 15% of GDP to 20% by 2022, and that spending will 
decline from 24% of GDP to 23%.  Both numbers need to be dissected in order to make sense of them.  The projected 
revenue increase is as much from an assumed cyclical recovery as it is a product of tax legislation.  Secondly, the modest decline 
in spending as a % of GDP obscures cuts in some categories and increases in others: the Budget Control Acts cut discretionary 
spending to a 50-year low close to 5% of GDP, but is offset by continually rising entitlement and interest costs (mandatory 
items).   Budget negotiations of the future are likely to revolve around the tradeoffs between tax revenue increases and 
entitlement reform.  The discretionary spending well is empty.  

 
 
Welcome to the club 
The top statutory tax rate used to be much higher than 35%.  But what most press articles neglect to mention is that the top 
statutory rate used to apply to a narrower class of the ultra-rich.  Today’s revised definition of rich (for tax purposes) is more 
inclusive.  The second chart below shows the inflation-adjusted income level at which the top bracket kicks in, since 1947.  
While the top bracket kicks in at around $380,000 today, during the War years, the top bracket threshold was almost 10 times 
higher.  During the 1950’s and 1960’s, top marginal rates were still reserved for a very small subset of the rich. It is not until the 
late 1960’s and the need to finance the Great Society and the Vietnam War that the top marginal rate was applied to a much 
broader group of affluent individuals.  The President’s budget follows a similar approach, in that a lot more revenues are raised 
by tinkering with deductions and creating new forms of new taxable income than by increasing statutory rates.  
 

 
 
Michael Cembalest 
Chief Investment Officer 

8

9

10

11

12

13

14

15

16

17

1972 1977 1982 1987 1992 1997 2002 2007 2012 2017 2022

Source: Congressional Budget Office.  Forecasts assume Baseline Case.

Mandatory spending and interest costs
Percent of GDP

5

6

7

8

9

10

11

1972 1977 1982 1987 1992 1997 2002 2007 2012 2017 2022

Source: Congressional Budget Office.  Forecasts assume Baseline Case.

Discretionary spending
Percent of GDP

0%

10%

20%

30%

40%

50%

60%

70%

80%

90%

100%

1913 1921 1929 1937 1945 1953 1961 1969 1977 1985 1993

Source: Congressional Budget Office.

Top statutory individual income tax rate
Percent

$0

$500,000

$1,000,000

$1,500,000

$2,000,000

$2,500,000

$3,000,000

$3,500,000

'47 '51 '55 '59 '63 '67 '71 '75 '79 '83 '87 '91 '95 '99 '03 '07

Source: IRS, BLS.

Bracket threshold for top statutory tax rate
Real 2005 USD



   
 

The President’s Budget: An Unhappy Valentine’s Day card for high income taxpayers 
 

 
3

February 14, 2012 

The material contained herein is intended as a general market commentary. Opinions expressed herein are those of Michael Cembalest and may differ from those of other J.P. 
Morgan employees and affiliates.  This information in no way constitutes J.P. Morgan research and should not be treated as such. Further, the views expressed herein may 
differ from that contained in J.P. Morgan research reports.  The above summary/prices/quotes/statistics have been obtained from sources deemed to be reliable, but we do not 
guarantee their accuracy or completeness, any yield referenced is indicative and subject to change. Past performance is not a guarantee of future results. References to the 
performance or character of our portfolios generally refer to our Balanced Model Portfolios constructed by J.P. Morgan.  It is a proxy for client performance and may not 
represent actual transactions or investments in client accounts. The model portfolio can be implemented across brokerage or managed accounts depending on the unique 
objectives of each client and is serviced through distinct legal entities licensed for specific activities.  Bank, trust and investment management services are provided by J.P. 
Morgan Chase Bank, N.A, and its affiliates.  Securities are offered through J.P. Morgan Securities LLC (JPMS), Member NYSE, FINRA and SIPC. Securities products 
purchased or sold through JPMS are not insured by the Federal Deposit Insurance Corporation ("FDIC"); are not deposits or other obligations of its bank or thrift affiliates 
and are not guaranteed by its bank or thrift affiliates; and are subject to investment risks, including possible loss of the principal invested. Not all investment ideas referenced 
are suitable for all investors. Speak with your J.P. Morgan Representative concerning your personal situation.  This material is not intended as an offer or solicitation for the 
purchase or sale of any financial instrument. Private Investments may engage in leveraging and other speculative practices that may increase the risk of investment loss, can be 
highly illiquid, are not required to provide periodic pricing or valuations to investors and may involve complex tax structures and delays in distributing important tax 
information. Typically such investment ideas can only be offered to suitable investors through a confidential offering memorandum which fully describes all terms, conditions, 
and risks.    
 

IRS Circular 230 Disclosure: JPMorgan Chase & Co. and its affiliates do not provide tax advice.  Accordingly, any discussion of U.S. tax matters contained herein (including 
any attachments) is not intended or written to be used, and cannot be used, in connection with the promotion, marketing or recommendation by anyone unaffiliated with 
JPMorgan Chase & Co. of any of the matters addressed herein or for the purpose of avoiding U.S. tax-related penalties.  Note that J.P. Morgan is not a licensed insurance 
provider.      © 2012 JPMorgan Chase & Co; All rights reserved 


