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A new tax seldom generates such scant media attention as the one Indiana
legislators recently passed on out-of-state municipal bond interest.
Nonetheless, Indiana residents and corporations now have yet another new
tax burden thanks to their elected officials. The new tax takes effect on
January 1, 2012. From that date forward, the interest on otherwise
federally tax-exempt bonds issued by states or municipalities outside of
Indiana will be subject to Indiana state and county income tax. Municipal Equity
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taken by investors and advocated by many advisors. However, Goelzer
generally advises against such a strategy given the risk inherent in
concentrating bond portfolios in a single state.

Indeed, we are often able to obtain similar-quality out-of-state municipal
bonds at yields that are sufficient to cover the added tax cost versus in-state
bonds. This allows our clients to effectively remain “tax neutral” in their

investments while benefiting from the reduced risk inherent in a well Interest 33111 63011

diversified municipal bond portfolio. Rates
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offset the cost of Indiana’s state and county taxes is quite small given
current interest and tax rates. For example, the additional yield needed on
an out-of-state municipal bond maturing in 5 years is just 0.08%. In other
words, if we can purchase a similar-quality out-of-state bond at a yield of
1.74% (1.66% plus 0.08%) versus 1.66% for an in-state bond, the added
yield will make up for the tax charged against the interest.
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"AA" Rated General Obligation Tax-Exempt Municipal Bonds
Yield-to Maturity

Maturity Term (Generic Scale as of Additional Yield
(Years) 6/30/11) Required*
1 0.44% 0.02%
3 1.07% 0.05%
5 1.66% 0.08%
10 3.10% 0.14%
15 4.09% 0.19%
Source: Bloombergand Goelzer Investment Management

*Additional Yield Required to offset the cost of Indiana's 3.4%
stateincome tax plus the 1% median Indiana county income tax.

At a time when many states and municipalities are struggling with budget
issues, we believe it is important to emphasize quality and diversification
when building municipal bond portfolios. Investors should not let state and
county income taxes drive portfolio structure, especially when it is possible
to offset some or all of the added tax costs of out-of-state investments
through careful bond selection. Like other means of diversifying an
investment portfolio, doing so geographically when selecting municipal bonds
reduces risk, and if done carefully, can be accomplished without sacrificing
yield or quality.
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