Income that the IRS canOt touch

ThereOsnereadily availableand legal sourceof untaxedincomethatwe know of: municipal
bonds.Thesesecuritiesareissuedby stateandlocal governmentsschooldistricts, hospitals
and othempublic agenciedo supportcommunity projectsandservices.To permitthese
worthy endeavorgo raisemoneyeconomically,Uncle Samexemptsthe interestthatthey pay
from federalincometax. And stategovernmentsisually do the samefor bondsissuedwithin
their borders.

As a resultthesetax-freeOmunis©nly pay about75%-90%of the interestthatyouOd
earn onataxablebondof comparablematurity and creditquality. So,dependingon your tax
bracket,munisactually may give you higherafter-taxincome.

To figurethe equivalenttaxableyield of a tax-freebond, divide its yield by oneminus
your tax rateexpresse@sa decimal.Thus,if your tax bracketfor 2006is 35%, a 5%tax-free
yield would beworth 5% divided by 0.65,0r 7.69%.

If you live in a high-taxstate,this advantagecan be evenmoredramatic.Supposehat
you pay an 8% statetax. Becauseyou deductstatetax from your federalincome,your
effective statetax is 5.20% (8% x .65), andyour combinedtax rateis 40.20%.So youOd
divide that5% by .598 (1-.402)andget 8.36%.In that case youOgreferthe 5% muniissued
in your stateto any comparablegaxablebond payinglessthan8.36%.The tableat the end of
this articleshowstaxable-equivalenyields for each2006 federaltax bracket.Obviously,the
higheryour tax bracket,the largerthe benefitof tax-freeinvestments.

Types of municipal bonds

Accordingto their issuersandtheir terms,munisfall into severaldistinct categories.

* General obligation bonds arebackedby the full taxing powerof the city or statethat
issueghem.

*Revenue bonds paytheir couponsandrepaytheir principal from the revenuef the
projectsthattheyfund, which canbetoll bridges,airportsor otherpublic facility.

« Private activity bonds areissuedin supportof private projects,suchasindustrial
parksor shoppingmalls, intendedto bring businesgo the community.Although incomefrom
thesebondsissuedafter August1, 1986,is exemptfrom incometax, it is hit by the alternative
minimum tax whenearnedby investorssubjectto the AMT. This threattendsto pushthe
yields of thesebondsup a bit, boostingtheir attractionfor investorsnot affectedby the AMT.

« Zero-coupon municipal bonds aresold at a largediscountfrom their facevalueand
pay nocurrentinterest.The investorinsteadreceivesthe full facevalueat maturity,with all
thegaintaxfree.



* Prerefunded bonds. With therelatively low interestratesof the lastfew years,some
municipalitieshaveissuedbondsto pay for the redemptionof older, higher-yieldingbondson
their call date.Until thattime the moneyis usually parkedin U.S. Treasurysecurities As a
result,the prerefundedlder munis carry an extrameasureof safety.

Risk management

As with otherfixed-incomesecuritiesmunis aresubjectto two distinct typesof risk:
Interest rate risk refersto thefact thata bondlosesvaluein the secondarymarketwhen

interestratesrise. Nobodywill payfull pricefor a 5%bondwhennewbondsareavailable
thatpay 6%. So,if you needto sell a bondin thatsituation,youOlhaveto accepta price that
will give the buyera competitiveyield.

Ontheotherhand,if interestratesfall, the value of your bondswiill rise.DonOtount
your chickens though.Most muniscarry call provisionsallowing the issuerto redeenthe
bondsearly at a specifieddate,usuallywith the paymentof a callpremium.

Notethatanylossthatyou takeon the saleof a munimay be usedto offset capitalgains
plusup to $3,0000f ordinaryincome.Any gain, however,may be subjectto ordinaryincome
tax (not thereducedcapitalgainsrate).

Of course|if you hold a bondto maturity, interestraterisk is notanissue.

Credit risk refersto the possibility thattheissuerwill defaulton the timely paymentof

interestand/orprincipal. Albeit a rareoccurrencewe hadthe 1994 exampleof Orange
County, California, to impressthis possibility uponus.

Naturally, lower-ratedissuescarry higheryields, but of late the spreadbetweenhigh-
quality andjunk bondshasbeenlittle morethan1%. SoitOshardly worth acceptingthe extra
risk for the marginalboostin income.

As mentionedabove,prerefundingcanenhancehe safetyof a bond.More common,
however,is the useof insuranceto upgradeanissueOguality. Issuerspurchaseprivate
insurancethatguaranteepaymentof interestandprincipal in the eventof a default.Bonds
thuscoveredautomaticallygain an S&P rating of AAA.

Anotherway to protecta tax-freeportfolio is diversification.Bondsof different types,
from widespreadssuersandof varying maturitiescushionthe effect of troublein anyone
sector.Becausenostmunisareissuedin multiples of $5,0000r $25,000,suchdiversification
is notpossiblefor mostindividual investors.For a tax-freeportfolio of lessthan$500,0000r
S0, expertsrecommendnvestingin eithertax-freemutualfundsor unit investmentrusts.

If tax-free incomeat theyields availablecurrentlyfits your financial needs weOreeadyto
help youbuild a workingportfolio. And you wonOhaveto pick evenonepocket.



Taxable equivalent yields

Equivalent Taxable Yield* by Tax Bracket in 2007

Muni Yield 10% 15% 25% 28% 33% 35%
3.00% 3.33% 3.53% 4.00% 4.17% 4.48% 4.62%
3.50% 3.89% 4.12% 4.67% 4.86% 5.22% 5.38%
4.00% 4.44% 4.71% 5.33% 5.56% 5.97% 6.15%
4.50% 5.00% 5.29% 6.00% 6.25% 6.72% 6.92%
5.00% 5.56% 5.88% 6.67% 6.94% 7.46% 7.69%
5.50% 6.11% 6.47% 7.33% 7.64% 8.21% 8.46%
6.00% 6.67% 7.06% 8.00% 8.33% 8.96% 9.23%

*Federal tax only. If an investor is subject to state and local income taxes, equivalent yields would be higher.
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