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Municipal bonds have become a frequent topic of conversation with investors, given their recent and 
signifi cant slump in performance.  Below is a primer on municipal bonds and their characteristics, as 
well as the outlook for the remainder of the year and beyond.

What are municipal bonds?
Municipal bonds are debt instruments issued by state and local authorities. Like the federal govern-
ment, state and local authorities may need access to capital markets to fi nance long-term projects 
and spending initiatives. 

Municipal bonds fall under two categories: general obligation bonds and revenue bonds.  General ob-
ligation bonds are backed by the taxing authority of the government issuing the bond, often referred 
to as the “full faith and credit” of the issuer and make interest and principal payments to bondholders 
out of tax revenues collected. Revenue bonds are backed by a particular project (such as a toll bridge, 
airport, or stadium project), and are repaid with a portion of revenue generated from the project that 
is fi nanced. By their nature, revenue bonds can expose investors to more risk than general obligation 
bonds since the full faith and credit of the government is not backing the bond. To compensate for 
the additional risk, revenue bonds typically provide a higher yield than general obligation bonds. 

How are they taxed?
Interest received on municipal bonds is generally exempt from federal income tax and for investors 
living in the same state as the issuer, exempt from state income tax as well. This exemption from 
federal income tax requires an adjustment to be made to the bond yield when comparing it to other 
taxable investments.  This is referred to as the Tax Equivalent Yield (TEY). The TEY takes into consid-
eration an investor’s marginal tax rate so that bond investments can be compared on an equivalent 
basis. While a municipal bond may have a lower pre-tax yield when compared to a taxable bond, from 
an investor’s perspective, it is the after-tax yield that counts.

How are they rated and what are the risks?
Like corporate bonds, municipal bonds are often evaluated and rated by bond rating agencies, such 
as Standard & Poor’s, Moody’s, and Fitch.  Bonds are rated at the time they are issued and periodically 
reviewed and adjusted, if needed, based on the issuer’s fi nancial stability and cash fl ow. These ratings 
directly aff ect an issuer’s attractiveness to potential investors and the interest rates they must pay on 
future bond issues.

While states and municipalities have authority to collect taxes and use a portion of revenue to meet 
bond servicing requirements, some fi nd it diffi  cult to issue bonds at favorable rates due to concerns 
about potential default. This concern has been highlighted in recent years with several instances of 
default or potential default on bonds issued by some governments in California, Puerto Rico, and 
Detroit. Issuers can purchase municipal bond insurance, which protects investors against default and 
reduces the credit risk of the bond issue.
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What is the outlook for municipal bonds?
Despite sound fundamentals, investors have been pulling money out of municipal bonds in histor-
ically large amounts (almost $63 billion through the end of May). This response has followed the 
historical pattern of bond outfl ows when yields begin to rise. These outfl ows are the primary driver of 
current municipal bond valuations (down 9% through May 31st), which could represent an attractive 
entry point for potential investors.

Adjusted for taxes, AAA-rated municipals currently off er greater income than Treasuries and are 
competitive with investment grade corporate bonds. Given that corporate bonds are relatively lower 
quality (A/BBB), many municipal bonds off er a more effi  cient yield per unit of risk. Current yields also 
indicate a favorable entry point for municipals on the front end of the yield curve. This provides great-
er yield potential without the need to increase interest rate sensitivity.

Looking ahead, municipal bonds look very attractive for several reasons:

 This year’s selloff  has been driven by technical and macro factors, not asset-class fundamentals.  
 Municipal bond fundamentals have remained quite healthy even as prices have fallen.
 State and local tax revenues increased 15% in 2021, the highest in 30 years, and projected rev-
 enues in 2022 are on pace to be even stronger.
 Average state reserve balances are currently at 23% of expenditures, the best since 1979.
 Most municipal bond sectors have a stable or positive ratings outlook. For example, last year 
 Moody’s issued 817 upgrades and only 307 downgrades.

The past six months have been an incredibly diffi  cult environment for municipal bond investors, but 
conditions appear to be turning a corner. May marked the fi rst positive monthly return (+1.1%) for the 
Bloomberg Municipal Bond Index since November 2021. While one month is not enough time to form 
a trend, it is beginning to look like the worst of the damage caused by soaring yields and rate uncer-
tainty may have fi nally run its course.
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