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Although I have looked all over for it, I am sure that my golden retriever 
dog Riley wears a watch.  I cannot find which paw she wears it on but she 
knows when it is 6 am.   Every morning at 6 am she starts by wagging 
her tail which thumps the carpet on my side of the bed.   If she detects no 
movement on my part, she escalates her presence with a gentle guttural 
growl to get my attention.  If that does not work, two paws and a cold 
nose come over the side of the bed which is hard to miss.
I get up, get dressed, go to the kitchen for some coffee, get Riley’s leash 
and off we go for three miles.  In the summer it is light out.  For most of 
the year, however, it is dark when we set out so Riley and I see the dawn 
on those mornings. 
Dawn is a great part of the day.  Several wars ago during my Vietnam 
days, dawns were particularly welcome because most of the action by 
us or against us came at night. So I am ever so grateful to see the dawn. 
Riley wanders  through the grass and trees checking out the new smells, 
the occasional coyote, and barks a friendly greeting to the other walkers, 
joggers, and dogs who are out at dawn (Riley is very “vocal” for a golden 
retriever).  In the meantime, I think both of the beauty of the here and 
now and the light and dark of the times ahead.
Right now it is the Affordable Care Act that dominates the political scene.  
The article below (The Affordable Care Act – “It is the Tax Code, Stupid!”) 
notes that the ACA widens the divide between those who get health 
care insurance through their employer and thereby get a tax free fringe 
benefit and those people who are forced to buy individual plans and may 
or may not get a tax deduction for the cash outlay. 
Moreover, the success of the ACA will depend on the government’s 
ability to overcome the imponderable of adverse selection in the health 
care insurance market.  Adverse selection means that older and mortal 
people who need the health care insurance buy the insurance while 
younger and immortal people don’t feel the need to buy health care 
insurance.  Without the dollars from the younger people to subsidize the 
policies of the older people, the price of health care insurance will rise 
in spite of the governments best efforts.  How do you write a law to get 
around that?
Since I cannot solve that imponderable problem, let’s look at another 
imponderable--the municipal bond market where interest rates seem 
upside down. In California (Is) Dreaming, it seems that the usual ranking 



of pre-tax long term bond fund interest rates has been reversed. In at 
least two large national mutual fund families, California muni bond fund 
interest rates now look to be equal or higher than national muni bond 
fund interest rates which, in turn, are higher than corporate bond fund 
interest rates.  Since reward (interest rates) follows risk, do the higher 
national and California muni interest rates foretell a wider threat of muni 
bond defaults than the commentators on the evening news would have 
us believe? Future public sector pension fund obligations anyone?
I can’t figure all that out.  So as I put Riley back on her leash and we head 
for home, I am just grateful that dividends continue to march onward and 
upward. True Grit – Revised contains an interesting table showing that 
the average increase in dividends in the first nine months of 2013 was 
27% against an overall average increase of 14.7% in all of 2012.
Interesting things to contemplate.
Great way to start to the day.
Let’s see how this day plays out.
All the best.
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True Grit (Revisited)

The S&P 500 Index was created in 1957 and includes the 500 
stocks with the largest market capitalization (i.e. market value) 
that are traded on the US stock exchanges. Altogether, the S&P 
500 accounts for about 75% of the value of publically traded 
US equities. Most academic studies of the stock market use 
the S&P 500 index as the best measure of the overall market 
performance. The index first came into use in 1957.

The table below compares the dividend activity for the S&P 500 
stocks for the nine months ended September 30, 2013 with the 
full year of 2012 as reported by S&P Dow Jones Indices LLC 
which is a part of the McGraw Hill companies:

At the end of 2012, many companies paid a special dividend in anticipation of the tax increase in 
dividends which was signed into law at the very beginning of January, 2013. Such special dividends are 
not included in the above table.

Dividend paying-stocks and particularly dividend-paying mutual funds and ETFs should be a major part 
of any pre-retirement and retirement portfolio. This is part of The Turtle Strategy in Chapter Six of my 
book Making Sense OnThe Dollar. Dividends are the gift that keeps on giving.

(It is not possible to own an index although there are several mutual funds and ETF’s that mimic the 
holdings of the S&P 500 Index.)
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California (Is) Dreamin’

Municipal securities are generally seen as a good tax 
avoidance mechanism for higher income individuals.  The 
interest on most municipal securities is not subject to Federal 
tax.  Most states also exempt the interest from municipal 
securities in their own state. 

Municipal security interest that is exempt from Federal tax is 
frequently referred to as “single tax exempt”.  Those municipal 
securities that are exempt from both Federal and state tax 
are sometimes referred to as “double tax exempt”.  It is also 
possible to have “triple tax exempt” municipal security.  For 
example, interest from municipal securities issued by New York City and held by a New York City 
taxpayer would be triple tax exempt because such interest would be exempt from New York City, New 
York State, and Federal income tax.

Securities issued by the State of California or a municipality of California would generally be double tax 
exempt because no California city has an income tax (yet).

Because such municipal securities interest is tax exempt, issuers of municipal securities can offer a 
lower rate of interest than the rate of interest offered on corporate (i.e. non-municipal) securities – the 
tax break on municipal securities accounts for the difference.  Because of this relationship, the normal 
market rate of interest (before tax considerations) of corporate (non-municipal) securities will usually 
be higher than the interest rate on single tax exempt municipal securities which, in turn,  will usually be 
higher than the interest rate on double tax exempt municipal securities, all other risk factors being the 
same.

For a numerical example, consider the following for a taxpayer in the 25% Federal tax bracket and the 
9.3% California state tax bracket.  If the interest rate on the corporate securities is 5.0%, the equivalent 
interest rate on single tax exempt (non-California municipal) securities would be about 5% x (1-.25) = 
3.75%. The equivalent interest on double tax exempt (California municipal securities) would be about 
5% x (1-(.25+.093)) = 3.3%.   The California tax payer would be indifferent in choosing among a 
corporate security paying 5%, a national municipal security paying 3.75% or a California municipal 
security paying 3.3%.  The after tax rate of interest on all these securities would be the same. 

Well, that is the theory.

In the last few weeks while reviewing several bond fund families in different client accounts, the rate 
relationship was just the reverse for both national (i.e. non-California) and California municipal security 
bond funds. California municipal security interest rates (double tax exempt) and single tax exempt (non-
California municipal) securities were about the same but both rates were higher than the respective 
total (corporate) bond fund in the same bond fund family. 

Clearly the market is trying to say something.  Reward follows risk so the higher reward (interest 
rates) must mean higher risk.  Is the news about the financial struggles of various state, city, and local 
municipalities finally getting through to municipal security investors?  The new Government Accounting 
Standards Board rules for reporting pension fund liabilities just took effect in June.   As a result, the 
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California (Is) Dreamin’ (continued)

California State Teachers Retirement System recently reported that its pension liability was $167 billion 
rather than the $71 billion previously reported. (Orange County Register 9/19/2013).

So if the interest rates on CA municipal securities are the same as the rate on national municipal 
securities before tax, then California muni rates must be higher than national muni rates after tax.  At 
the same time, national (non-California) municipal security rates are higher than the general corporate 
bond rate. 

The market seems to be saying that California municipal securities in general are risker than the 
municipal securities of other states. Moreover, at the moment, municipal securities in general are riskier 
than the average corporate bond.  But Governor Brown keeps saying that everything is fine here…just 
move along. 

H-m-m-m-m.

Maybe California IS dreaming.     
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The Affordable Care Act – “It is the Tax Code, Stupid!”

Whether The Affordable Care Act (“ACA”) (aka Obamacare) 
will survive or fail is a tale not yet ended.  Regardless of 
that outcome, however, one very positive accomplishment 
of ACA will be to have broken up a 70 year old bias in the 
tax code.

Several wars ago in World War II, the US Government 
wanted to keep wages from rising as the usual supply of 
people available for the war industries (men) marched off 
to war.  Part of this effort was to change the perception 
of women working in factories (e.g. the heroic “Rosie the 
Riveter”).  Part of this was a change in the tax code that 

allowed the employer provided medical insurance to be a tax free fringe benefit.  (It is interesting to note 
that at that time through the 1950’s health care insurance meant hospital care insurance.  It was the 
expense of the hospital stay that was the terrifying cost to the average person.) 

As a result, the health care insurance industry grew dramatically by focusing its sales and marketing 
efforts on employers—particularly large employers—where an account might mean several hundred 
or thousand policy members.  This meant large additions to the insured pool thereby spreading the 
insurance risk over more policy holders.  Moreover, such employees were more likely to be healthy in 
order to obtain employment in the first place.

 Finally and most importantly, all employees were in the plan which limited “adverse selection.”.  Adverse 
selection means that people are more likely to be interested in healthcare insurance only if and when 
they needed it.  Since the employer paid the premium on behalf of all employees, what did the employee 
have to lose by being in the employer sponsored tax free fringe benefit health care insurance plan?

The unintended consequence was that employees became less interested in watching their healthcare 
costs as the employer paid the insurance premiums.

The market for individual health care insurance policies withered:  it simply was not cost effective for 
insurance companies to chase individual policy holders when individuals were perceived to only want 
health care insurance if and when they needed it.  Is it any wonder that politicians decry the inability 
of many people to get health insurance?  Through its designation of health care insurance as a tax 
free healthcare fringe benefit, the US Government made the employer the focus of the health care 
insurance industry—not the individual.

Under the ACA, that tax free fringe benefit aspect is turned upside down. Smaller employers are 
shedding health care coverage for employees by design and by default.  Larger employers are being 
more careful to classify people as full time or part time due to the ACA health insurance coverage 
mandates. These employees, in turn, are looking to individual state or Federal healthcare exchanges 
to buy policies offered by the same healthcare insurance providers who previously had shunned the 
individual policy market. Unfortunately, the cost of privately purchased health care insurance outside 
the free fringe benefit definition is a highly reduced medical expense tax deduction on Schedule A – if 
the tax payer itemizes expenses instead of taking the standard deduction.
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The Affordable Care Act  (continued)

The individual health care insurance policy market is coming back as more and more people now have 
no alternative but to purchase an individual policy.  The big unknown (and it is the BIG unknown) is 
how much adverse selection will this produce.  How many individuals will not buy health care insurance 
because it is cheaper not to buy it?  It is very easy to understand why generally healthy (younger) 
people will “self-insure” if the only consequence is a small tax penalty. 

So an unintended consequence of the ACA is the creation of a two tier “have/have-not” health care 
tax deduction: government workers and employees of large organizations who receive health care 
insurance as a tax free fringe benefit versus everyone else for whom health care insurance would be an 
itemized tax deductible expense.  Considering that about two-thirds of all tax payers take the standard 
deduction, the health care insurance expense deduction for most people is moot.      

Thus the ultimate reason that the ACA may fail is not for lack of its good intentions but that the US 
Government is trying in three years to revive a segment of the healthcare insurance industry that the 
US Government spent seventy years discouraging through the tax code.  For the ACA to succeed, 
it must straddle the divide between the tax free benefit for some but an out of pocket cash cost with 
possible tax deduction for everyone else.   Thus, the days of health care insurance being a tax free 
employment fringe benefit are most likely numbered.
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