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Supreme Court Affirms State
Taxation of Municipal Bonds

In May, the United States Supreme Court over-
tumed a Kentucky appeals court’s decision in
Department of Revenue of Kentucky v. Davis. The
high court’s verdict means that state taxation
of municipal bonds can continue. The interest
on municipal bonds is generally exempt from
federal income tax, but this tax exemption
does not always apply to state and local income
tax. Typically, investors owe state tax on inter-
est from municipal bonds issued in another
state. Municipal bonds from in-state issuers
usually are completely tax exempt.

Example #1: Patrick McGurk is a New York
City resident. If he invests in municipal
bonds issued by New Jersey, he will owe New
York state and New York City income tax on
the interest from those bonds, even though
he owes no tax on that interest to the IRS.
However, if Patrick invests in municipal
bonds issued by New York, the interest
income will be completely tax exempt.

The Supreme Court’s decision means that
such tax treatment can continue through-
out the U.S.

Making a choice
If that’s the tax treatment, are you better off
with in-state or out-of-state municipal
bonds (munis)? The answer depends on the
yield from in-state bonds, the yield from
out-of-state bonds, and your state tax brack-
et. Here’s how to make the comparison.

As of this writing, Vanguard’s New York
Long-Term Tax-Exempt Fund, which holds
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only munis issued in New York, yields 4.37%,
according to Morningstar. Vanguard’s Long-
Term Tax-Exempt Fund, which holds munis
from across the U.S., yields 4.60%. (Vanguard
funds are useful for illustration purposes
because they have low expenses. The same
method of comparison can be used for funds
from other families, for funds focusing on
other states, and for individual municipal
bonds.)

Example #2: Patrick McGurk pays the top
income tax rates to New York state (6.85%)
and New York City (3.648%) for a total of
10.5% (rounded). If he invests in the
Vanguard national muni fund and receives
4.60% in income, he would owe approxi-
mately 0.48% (4.6% times 10.5%) in state and
local income tax. Thus, his net income from
that fund, after-tax, would be 4.12%.

As you can see, Patrick would have more
after-tax income from. the Vanguard New
York fund. Even though the yield on the New
York fund is only 4.37%, none of that
income is taxable.

Adjusting to the AMT

The example above assumes that Patrick is sub-
ject to the alternative minimum tax (AMT).
Thus, he gets no deduction for the state and
local income tax he pays. The calculation

continued on page 3
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With Student Loans Under Pressure, Uncle Sam Steps Up

The credit crunch has spread to stu-
dent loans. But a new federal law may
ease the squeeze on students and their
families. According to FinAid.org,
nearly 90 lenders have trimmed their
participation in student loans since
last summer. That includes several of
the largest financial firms in the U.S.
Concerned that students would not be
able to get the loans they need for the
2008-2009 academic year, Washington
acted to head off a crisis.

The Ensuring Continued Access to
Student Loans Act of 2008 became
law in early May. Higher limits and
relaxed terms for federal loans, which
became effective in July, may reduce
students’ dependence on other loans.
For example, students can now borrow
more via unsubsidized Stafford loans.
These loans are available to college stu-
dents who fill out the Free Application
for Federal Student Aid (FAFSA).
Stafford loans require no collateral and
no co-signer. Students can get the
loans regardless of their credit records.
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The numbers in this table apply to
undergraduates who are dependents.
The old Iaw still applies to subsidized
Stafford loans, which have lower fixed
interest rates: 6.0% versus 6.8% for
unsubsidized Staffords. Subsidized
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Staffords, which are awarded to stu-
dents with financial need, charge no
interest until six months after a stu-
dent has left school. It is possible to
mix the two types of Stafford loans.

Example: Elena Cross, who qualifies
for subsidized Stafford loans, can bor-
row up to $23,000 during her under-
graduate years. She also can borrow up
to $8,000 via unsubsidized Staffords per
the new law’s $31,000 limit.

Raising the bar

The old limits on subsidized Stafford
loans also apply to independent under-
graduates and to dependents whose paz-
ents are turned down for PLUS loans
(see below). However, such students
now have higher limits on unsubsidized
Staffords, as the following table shows.
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PLUS signs

Student borrowing via Stafford loans
may not be enough to finance a col-
lege education. The gap may be filled
by PLUS loans. Parents can use these
loans to borrow the full cost of school,
minus any financial aid package. As is
the case with Stafford loans, parents
may be able to get PLUS loans directly
from the federal government. If your
child’s school does not participate in

the direct lending program, you can
get PLUS loans from private lenders.
However, you’ll pay an 8.5% interest
rate on private lenders’ PLUS loans
instead of the 7.9% on direct loans.

Under the new law, repayment of
PLUS loans can be deferred until six
months after your child leaves school.
Previously, repayment of PLUS loans
generally began 60 days after the loan
was disbursed. For PLUS as well as
unsubsidized Stafford loans, any
deferred interest is added to the loan
balance.

PLUS loans are subject to a credit
check, so some parents’ applications
are rejected. However, under the new
law, delinquencies of a few months
occurring in 2007, 2008, and 2009 can
be overlooked on applicants’ credit
histories.

Altogether, the new law makes it
easier to finance higher education
through federal programs and to avoid
non-federal student loans, which may
charge higher interest rates. Other pro-
visions of the new law are intended to
encourage lenders to continue to pro-
vide student loans.







