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“Winter Is Coming” was the first episode of the HBO television series Game 
of Thrones. 
On our humanoid calendar, September is the end of summer and the time 
to get serious for the winter ahead.  While it may not be as cold and bleak in 
Southern California as at Winterfell, King’s Landing, and Beyond the Wall in 
the North where Game of Thrones is set, the rhythms of the year are chang-
ing:    
School begins not just for the kids/students but for the faculties as well (I 
teach at two local universities.)
• Congress comes back into session which is our own reality TV knock off 

of Game of Thrones.
• Mighty Ben and his band of merry pranksters at the Fed begin to contem-

plate how to end their mischief in the bond market without bringing down 
the house—literally and figuratively.

• Egypt is casting a long shadow as the chaos morphs into a battle be-
tween not-good and evil.

• It is time to recheck the 401k/IRA/Savings plan to be sure more has been 
put away.  See the article Why It Is So Hard To Save Money.

• It is also time to start thinking about things postponed during the summer 
including annual taxes, long term investments  and other necessary life 
adjustments.  (See the other articles in this issue.)

It has been a good summer. We met a number of very interesting people this 
summer some of whom are now clients and some might be clients at some 
point. We did a family Alaskan cruise which was fabulous in all respects.  Our 
family is set to expand by one very shortly.
 The strangest thing this summer? When we are gone, we leave Riley with a 
neighbor whose family thoroughly enjoys her.  The neighbor had a retirement 
party and invited her co-workers and Riley.  My wife and I were not invited!  
Only in Southern California would a dog need a social secretary!
 Savor the last days of summer as you put away the outdoor furniture and 
cover the grill.  Think about longer term things because winter is coming.
All the best.
Scott Anderson 
CPA CFP EA

P.O. Box 7463
Newport Beach, CA 92658 
Office: (949) 200-7111 
Cell: (949) 422-3484 
info@scottandersonfinancial.com
makingsenseonthedollar.com



Flying A False Flag

The 3.8% Medicare Tax on Net Investment Income (“NII”)

A “false flag” usually refers to a military operation which is designed to 
make the operation look like it was carried out by another entity rather 
than the true sponsor of the operation.  

The 3.8% Medicare tax which was part of the Affordable Care Act of 
2010 (aka “Obamacare”) was such a false flag.  The tax is very real, but 
the proceeds go into the US Treasury to support Obamacare and not to 
the Medicare trust fund as advertised.

Classifications of Income for NII Tax Purposes

The income of an individual is generally divided into two classifications:
• earned income and
• un-earned income. 

Earned income is income from your labors.  This might be reported on a W-2 or a Form 1099 (if self 
employed). 

Unearned income is not from your labors and is further classified as: 
• portfolio income (dividends, interest, and capital gains on investments) and
• passive income (those activities that generate income from rental property and limited partnerships).

Portfolio income that is long term in nature is subject to favorable long term capital gains rates which 
are lower than the tax rates on earned income or passive income.  This long term capital gain rate is 
a “tax expenditure” in the vocabulary of Congress.  A tax expenditure is a “loophole” – a deduction or 
lower rate that allows the taxpayer to pay either less tax or a tax at a lower rate than the tax on earned 
income. Employer paid health insurance premiums, contributions to an IRA or a 401k, the mortgage 
interest deduction and the charitable deduction are all seen as tax expenditure loopholes—they reduce 
taxable income and thus reduce taxes.

There is considerable controversy among economists as to the effect of taxes on portfolio income (aka 
“capital”).  So instead of changing the long term capital gains tax rate on portfolio income, the tax was 
put on a more politically acceptable but obscure concept of “net investment income”.  A floor for the net 
investment income was added so the tax would appear to only apply to “the rich” and the whole thing 
was painted with the Medicare brush to make it sound more humane and not just another government 
tax.  

Curiously, the amount of the floor for the tax was not adjusted for inflation.  So, over time, most everyone 
will eventually become subject to the 3.8% “Medicare” tax on NII just like everyone is now subject to the 
Alternative Minimum Tax (AMT).  (Congress eventually went back and added an inflation adjustment to 
the AMT floor but not until most of the tax damage had been done.) 

What Is And Is Not Net Investment Income

NII is any income from:
• Interest, dividends, royalties, annuities, and rents
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Flying A False Flag (continued)

• Income and gains from passive activities
• Income and gains from trading of financial instruments and commodities
• Net gains from sale of nonbusiness (i.e. personal) property above the $250,000/$500,000 exclusion 

if applicable),
• Self-rentals, and
• Earnings on working capital investments.

For purposes of NII, capital losses may offset capital gains but may not be used to offset any other 
types of NII. 

NII does not include:  
• Income from an active trade or business including gains/losses on the sale of Subchapter S and 

partnership business assets
• Retirement plan, IRA or Roth IRA distributions
• Tax-exempt and municipal bonds
• S corporation distributions
• Tax deferred non-qualified annuities
• The excluded ($250,000/$500,000) part of the sale of a primary residence
• Gains which are deferred or excluded in the tax year (1031 (like kind) exchanges,   installment sale, 

involuntary conversions).

Expenses that may be used to reduce NII include:
• Rent and royalty expenses
• After the 2% of Adjusted Gross Income haircut on Schedule A:
• Deductible investment interest expense
• Deductible investment expenses (e.g. advisory & broker fees)
• State and local taxes allocable to gains subject to NII.
• Net operating loss carry forwards may not be used to offset NII

The NII Tax Calculation – The Hand is Quicker Than The Eye

Many calculations in the tax code reference the Adjusted Gross Income (AGI).  For a given tax item, 
certain income or expenses may be added to or subtracted from the AGI to get a reference point for 
calculation of the tax or the tax deductibility of that particular tax item.  This is frequently referred to in 
the tax code for particular tax items as “modified AGI” (MAGI).  Note that AGI may be “modified” one 
way for one tax consideration and “modified” another way for a different tax consideration.

Modified AGI for NII purposes is the AGI shown on the tax return plus any foreign earned income and 
adding back any exclusion for foreign housing.  

So, for most taxpayers, what you see as AGI is Modified AGI for the 3.8% NII faux Medicare tax. 

3



Flying A False Flag (continued)

The NII tax threshold depends on the filing status of the individual:

It is important to note that anything that increases AGI but is not in NII such as Social Security and 
retirement plan distributions helps push the individual tax payer into the 3.8% NII category. 

Many taxpayers will only ever encounter the NII tax when they sell a significant asset such as a primary 
residence.

There are four steps to the calculation:
1. Determine NII.
2. What is the amount (if any) of NII above the modified AGI threshold for the filing status?
3. Which is lower: NII (1) or the amount above the threshold in (2)?
4. Calculate the tax on (2).

Here is a simple chart which shows the calculation format:
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Flying A False Flag (continued)
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There Is A Form For That

The IRS recently released a draft of Form 8960 which will be used to compute the new 3.8% tax.

Avoiding the 3.8% NII Tax

Many people ask about avoiding the 3.8% NII tax.  Since the 3.8% NII tax is a tax on portfolio (capital) 
activities, so the only way to avoid the tax is to keep the MAGI below the threshold.  This basically 
means to avoid or stretch out portfolio activities which could trigger the NII tax.  If tax revenue history is 
any guide, economic activity will slow as taxpayers seek to avoid the tax by deferring capital generating 
and capital freeing activities.

Finally, and perhaps the best strategy is to hope/pray that the Supreme Court or Congress kills the 
whole Obamacare thing so something rational can be done about health care costs and coverage in 
the United States.



Why Is It So Hard to Save Money?

Saving money is hard to do.
We usually save money like any other unscheduled expense based on what 
is left over after all the formal bills are paid.  What savings is accumulated 
can easily be consumed by the much larger expenses that dominate most of 
the average paycheck.

After payroll taxes, income taxes, shelter payments (mortgage et al or rent), 
lifestyle, food, car expenses, credit cards, kids, and school loans, there is (by 
some miracle) 10% of your gross income left in your checking account.  

A simple numerical example will illustrate the dilemma:

Assume that 100% represents your gross income.

Also assume that after payroll taxes, income taxes, shelter payments (mortgage et al or rent), lifestyle, 
food, car expenses (including loans/lease payments), credit cards, kids, and school loans (yours, your 
spouses, and the kids), there is (by some miracle) 10% of your gross income left in your checking 
account.  Note that 90% of your gross income is spent.  In this example, it would take nine months of 
saving to offset one month of expenses.

So if you take your savings to buy/fix a car, go on a vacation,  pay for some unexpected medical 
expenses, remodel the house, or any of the other unplanned and unexpected things that we call life, it 
could take nine months of savings (in this example) just to get the savings back to where it was.  The 
problem usually is that such unplanned and unexpected things happen just often enough that there 
really is no savings.

In 1926 George Clason wrote a wonderful little book on financial planning call The Richest Man in 
Babylon.  Written in the somewhat stilted style of an old legend from the days when Babylon was the 
center of the civilized world, the book revolves around several basic guidelines for handling wealth.  
One of those guidelines is Pay Yourself First.  

By paying yourself first, you force yourself to limit your expenses to the remaining income rather try to 
save whatever was left after expenses. 

That is why contributing to a 401k or IRA each month is so powerful:
1. The money gets saved first so you never miss it, and
2. The savings compound over your working life time

When was the last time you checked the priority of your savings?  Was it first or last?  Equally important, 
when was the last time you increased your savings rate?  Even as little as a $50 increase per paycheck 
per year in a 401k will add an additional $1,200 per year to the 401K assuming two pay periods per 
month.  Making that increase each year for 5 years would increase the savings per year by a total 
$6,000 over that time.  That incremental $6,000 per year compounded at 5% (for example) would add 
about $198,400 to your retirement nest egg over a twenty year time frame.  

Savings is hard work, but when you do your saving first, you let your money start working for you… 
instead of you working for your money. 
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“Sell in May and Then Go Away”
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This is an old stock market adage among those who believe that the market 
can be timed: get out of the market in May as nothing much happens in the 
summer months when people are on vacation so the stock market volume 
and prices usually drift down. Reinvest in November and thereby avoid the 
normally volatile May-October period.

According to the Stock Trader’s Almanac, since 1950, the Dow Jones 
Industrial Average (of 30 stocks)  had an average return of only 0.3% during 

the May – October six month period, compared with an average gain of 7.5% during the November – 
April six month period.   

That piece of market wisdom does not appear to be working for 2013 as the S&P 500. The broad stock 
market index of the 500 largest capitalized stocks used by academics to measure market activity, is up 
over its May highs and we are not through the summer yet.   

So far this summer, the market has shrugged off national news, such as:

a) The dramatic rise in interest rates as the Fed says that it will probably quit printing money at some 
point in the future to keep bond prices low which (in theory) supports the continued growth of the 
economy.

b) The postponement of Obamacare  for larger employers (those with over 50 employees) for 
one year to allow more time for the Federal Government and large business to figure out how to 
implement the law.  This potentially opens up a significant opportunity for opponents to retest the 
constitutionality of the law as well as politicians to substantially modify the law.

c) Detroit filing for bankruptcy.  This could open the door to the substantial impairment of public 
sector retirement benefits as part of a bankruptcy settlement.  Such impairment is already common 
in the bankruptcy proceedings of private companies—witness the airline bankruptcy proceedings.

In the background, there is the chaos of Arab “Spring”, including the civil war in Syria, the relentless evil 
of Iran, and the rise, fall, and possible rise again of Egypt.  

Still, as Brian Wesbury of First Trust Portfolios notes, “some good things are happening.”

Tax receipts rose 10% from a year ago and have risen for four consecutive years. 

Portfolios should never sleep because the world is always moving on.  At the same time, your portfolio 
should let you sleep because it is diversified and oriented in a solid economic direction that generates 
a steady stream of dividends and interest on which to lay your head. 

The growth rate in Federal spending has actually slowed with total federal spending basically flat the 
past four years. More importantly, Federal spending has dropped from 25% of GDP in 2009 back down 
to about 21% of GDP now, according to Wesbury.  Nonetheless, he notes that at 21% of GDP, Federal 
spending is higher than any year from 1947 through 1974, or 1995 through 2008.

“The dog may bark but the caravan moves on.”  Investing is about making your money work relentlessly 
and tirelessly.  Portfolios should never sleep because the world is always moving on.  At the same time, 
your portfolio should let you sleep because it is diversified and oriented in a solid economic direction 
that generates a steady stream of dividends and interest on which to lay your head.



Tax Reform – You Might Just Be Surprised II

Pigs Coming to An Airport Near You?
The Geico PigBack in May 2013, this column noted that Senator 
Max Baucus (D-MT) and Rep Dave Camp (R – MI) were working 
diligently on tax reform.  In spite of the conventional wisdom in 
Washington, DC that such reform had no chance—pigs would fly 
first the GEIKO commercials notwithstanding.

Well, the plot thickens.  In recent weeks, Senator Baucus and 
Senator Orrin Hatch (R-UT) announced something of a zero 
based tax reform effort wherein all tax deductions and credits 

would be eliminated unless senators stood up and requested that the tax deduction or credit be included 
in the tax reform package.  The goals of both Senators Baucus and Hatch are to make the discussion of 
tax deductions and credits visible and to focus on those tax deductions and credits that had the widest 
possible public support.

In the meantime, Senator Baucus and Representative Camp have gone on the road to visit various 
parts of the country to build support for their tax reform process.

Prospects for tax reform still seem slim.  President Obama is insisting on another huge tax increase.  
Nonetheless, the recent moves by Senators Baucus and Hatch, and Representative Camp would seem 
to suggest that sightings of pigs at an airport near you could possibly happen.

The following table from the Congressional Budget Office and the staff of the Joint Committee on 
Taxation shows the approximate budgetary impacts of the largest tax expenditures (tax deductions) 
projected for 2013:
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“All Roads Lead to Profits”
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That was the title of a recent video blog of Brain Wesbury of First 
Trust Portfolios.

Many people seem to believe that the Federal Reserve’s strategy 
of Quantitative Easing (“QE” - politically correct economic talk for 
printing money) has the happy effect of boosting stock prices.  The 
theory is that if there is more money in the economy, people will 
use the money to buy stocks thus causing the stock market to rise.

It follows that if the Federal Reserve cuts back on QE, there will be 
less money available and stock prices will fall.  Nothing happens except when the government does 
something.

Unfortunately, the QE = Rising Stock Market argument does not square with the facts according to 
Wesbury.

Proponents of the QE = Rising Stock Market argument will hold up a graph that shows the stock market 
rising at exactly the same time the Fed was doing its QE dance.  That would suggest that earnings do 
not matter – it is the cash in the economy supplied by the Fed that is causing stock prices to rise.

So a graph of stock price versus earnings (P/E) should show a rising P/E ratio because stock prices are 
being driven by the Fed money supply and not by earnings.

Well the opposite is true.  A graph of P/E ratios during the time of QE shows P/E ratios have been 
basically flat at around 15.5 if not down a bit since 2008.  This says that stock prices have stayed 
consistent with the rise in earnings.  In other words, rising profits drove the rising stock prices—as they 
usually do. The Fed’s QE dance had nothing to do with it.

Statisticians’ admonish that “correlation is not causation” – just because something correlates with 
something else (the QE dance and rising stock prices) does not mean that it causes it. 

So in managing our client’s money we just stay the course and ignore the QE dance.  “Move along 
folks, nothing to see here…”


