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Fixed Income 101
Municipal Bonds: Back to Basics
The risks, yield, and diversification potential of this key
asset class explained.
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Investment-grade
municipal bonds
are viewed by
many financial
advisors as a
conservative
investment tool, but
municipal bonds
are not risk-free.

The municipal bond marketplace is large and diverse, with over 1.5 million
issues aggregating approximately US$ 2.7 trillion par value outstanding in
the United States. How do advisors use municipal bonds1 as part of a
portfolio diversification strategy? The answer varies depending on a
number of basic factors addressed within this Practice Essentials. If an
investment objective for part of a portfolio is to preserve capital while
generating a tax-free income stream, then advisors will usually consider
municipal bonds.

Municipal Bonds and Their Role in an Investment Portfolio
Bonds are debt instruments. The issuer of the debt borrows money,
known as principal, from investors in order to finance projects or meet
budgetary needs. In return, the issuer pays interest (usually semiannually) and repays the principal amount at the end of the borrowing
period, called the maturity of the bond. Municipal bonds are a particular
class of bond instruments. Municipal bonds are issued by states, local
governments, and political subdivisions such as school districts, or by
governmental agencies and authorities for a wide variety of basic services
and public purposes. Many major infrastructure, educational, housing,
health care, and public utilities are financed through the use of municipal
bond proceeds. Municipal bonds may be grouped into a few basic
categories:

1

General Obligation Bond

Secured by the full faith, credit, and taxing power of the issuer.
At local government level, typically secured by a pledge of the
issuer’s ad valorem taxing power. At state level of issue,
generally based upon appropriations made by the state
legislature for the purposes specified.

Revenue Bond

Payable from identified sources of revenue. Pledged revenues
may be derived from operation of the financed project, e.g. a
bridge toll for a bridge reconstruction project. Other examples of
revenue bond secured projects are single and multi-family
housing, as well as electric and gas production and transmission.

"Double Barrel" Bond

Municipal bond issues in which the bonds are secured by
specifically pledged revenues and the full faith, credit, and taxing
power of the issuer.

Municipal bond terms shown in italics are defined by the Municipal Securities Rulemaking Board
(MSRB) and may be found in its glossary of municipal security terms on the MSRB's Electronic
Municipal Market Access (EMMA) website at http://emma.msrb.org/EducationCenter/Glossary.aspx.
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The American Recovery and Reinvestment Act of 2009
(ARRA)

Over $60 Billion
BABs were issued
in 2009.2

The American Recovery and Reinvestment Act of 2009 (ARRA)
introduced a new type of municipal security, Build America Bonds (BABs).
The BAB program allows state and local governments to issue an
unlimited amount of taxable debt through the end of 2010. Issuers receive
a direct payment (subsidy) from the U.S. Treasury, lowering their overall
borrowing cost. Discussions are ongoing to extend the program beyond
its current "sunset" date as well as to expand the program to include
refundings. In 2009, over US$ 60 billion BABs were issued with greater
volume anticipated in 2010.2

Municipal Bond Price and Yield
Historically, municipal bonds have had a lower nominal yield in
comparison to corporate bonds. The lower nominal yield is associated
with the federal tax-exemption3 of the interest.
Municipal Bond Price: The best way to understand the concept of
"price" is to think of price as "cents on the dollar." All bonds are basically
quoted as cents on the dollar: 100 is par or 100 cents on the dollar. A
price of 100 would mean that US$ 10,000 worth of bonds would cost an
investor US$ 10,000. A price of 95 means that US$ 10,000 worth of
bonds would cost an investor US$ 9,500. A price of 103 means that
US$ 10,000 worth of bonds would cost an investor US$ 10,300.
Municipal Bond Yield: The yield is the overall return that investors
receive from a bond investment. When a bond is priced at 100, or par
value, the interest rate and the yield will be almost identical. If the bond
trades for more than 100, the yield will generally be lower than the interest
rate. If the bond trades for less than 100, the yield will generally be higher
than the interest rate.
In general, when interest rates in the market rise, the price of an existing
municipal bond will fall. The inverse is also true, so it is said that price and
yield for a municipal bond are inversely related.

2
3

Sources: Bond Buyer and SIFMA Municipal Issuance Survey
Not all municipal bond interest is exempt from Federal taxes.
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Understanding Risks Associated with Holding Municipal
Bonds

Factors that can
affect credit ratings
include the local
economy, finances,
debt, management,
and, in the case of
revenue bonds,
issues specific to a
project such as
construction delays,
cost overruns, and
environmental
issues.

Municipal bond ratings are issued by credit rating agencies and express
forward-looking opinions about the creditworthiness of issuers and
obligations. The term creditworthiness refers to the question of whether a
bond or other financial instrument will be paid according to its contractual
terms. Higher credit ratings reflect an expectation that the rated issuer or
obligation should default less frequently than issuers and obligations with
lower ratings, all other things being equal. Ratings are not measures of
absolute default probability; rather, they express a relative ranking of
creditworthiness. Ratings can change over time depending on the relative
creditworthiness of the issuer or the relative strength of the security
underlying the bonds. A ratings downgrade indicates a negative change
or a perceived weakness in one or more of the factors comprising the
rating. These factors include, but are not limited to the local economy,
finances, debt, management, and, in the case of revenue bonds, issues
specific to a project such as construction delays, cost overruns, and
environmental issues.
The Municipal Bond Fairness Act (HR 6308), introduced on September 9,
2008, included the following table highlighting bond default rates up to
2007 for municipal versus corporate bonds by rating and rating agency
(shown here: S&P data only). For the period covered by the table, the
historical default rates for municipal bonds have been lower than those of
corporate bonds. However, it is important to mention that historical default
rates may not be indicative of future default rates.
Cumulative Historic Default Rates (in percent)
Ratings Categories
Aaa/AAA
Aa/AA
A/A
Baa/BBB
Ba/BB
Caa-C/CCC-C

S&P
Municipal Corporate
0.00
0.60
0.00
1.50
0.23
2.91
0.32
10.29
1.74
29.93
8.48
53.72

Investment-Grade

0.20

4.14

Non-Investment-Grade

7.37

42.35

All

0.29

12.98

Credit and Market Risk
Risks associated with any fixed income investment can be broken down
into two core areas: credit risk and market risk.
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Municipal bonds
may be a good
choice for
diversification since
their returns are
typically not highly
correlated with
equity returns.

Credit risk: Investment-grade municipal bonds are viewed by many
investment professionals as a conservative investment tool. However,
they are not risk-free. Investors in municipal bonds are concerned
primarily with default. Default is a failure to pay all or part of the promised
principal or interest, known as debt service. Municipal bond default rates
have been fairly low over the period covered in the table above,
particularly in the General Obligation sector. Investment-grade municipal
bonds are considered by market participants to be those bonds rated
BBB- or higher. Municipal bonds rated below BB+ are considered
speculative, or non-investment-grade, by market participants. Defaulted
municipal bonds tend to be found in riskier sub-sectors, and often are noninvestment-grade or non-rated.
Market risk: Municipal bonds, like other fixed income investments, are
subject to market risk. Market risk is composed of a number of factors:
interest rate risk, price volatility, and liquidity risk. The interest rate of most
municipal bonds is set at the time of issue, and the rate does not change
over the life of the bond. Therefore, if interest rates in the marketplace
rise, the bond already owned is paying a lower yield relative to the yield
offered by newly issued bonds. As a result, if a holder of the bond wanted
to sell the bond in the secondary market, such a bond would be sold at a
lower price than when originally purchased in a lower interest rate
environment.
Price volatility is a function of the term and interest rate characteristics of
the bond. For all bonds, including municipal bonds, the ability to sell the
bond in the secondary market is known as liquidity risk. If an investor
intends to hold a municipal bond to maturity, then the investor may be
indifferent to interest rate risk.

Municipal Bonds and Diversification
Diversification is a portfolio strategy designed to reduce exposure to any
one risk by combining a variety of investments. One way in which
personal financial advisors may measure diversification in a portfolio is
through correlations between asset returns in the portfolio. In a wellconstructed portfolio, advisors will include components that are not all
highly correlated with equities, an asset class which often makes up the
bulk of the portfolio. Municipal bonds may be a good choice for this
diversification purpose since their returns are typically not highly correlated
with equity returns. Historical return correlations, however, are no
guarantee of future correlation patterns.
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Putting It All Together
Understanding the basics of municipal bonds enables an advisor to
determine how they might fit into a client’s portfolio. Whatever the
investment goals, an investment advisor can help the client by explaining
the options available and taking into account income needs and tolerance
for risk, as well as matching assets like municipal bonds or municipal bond
funds against a client’s anticipated future liabilities.

Municipal bonds
are one of the tools
which financial
advisors may use
to match assets to
anticipated
liabilities in a
portfolio.

Want to learn more about municipal bonds? Read the next paper, Fixed
Income 201: Municipal Bond Indices and Funds, available at
www.seemoreindices.com/munis.

Additional Resources
Unlike equities, which trade on open exchanges (NYSE, NASDAQ),
municipal bonds trade in an over-the-counter market. The Municipal
Securities Rulemaking Board (MSRB) is a regulatory organization in
charge of municipal bond securities dealers. The MSRB works closely
with the SEC and FINRA to ensure compliance by the dealer community
with MSRB rules, including those for fair dealing, disclosure, suitability,
and fair pricing.
The MSRB is providing greater transparency to the once opaque
municipal bond market through its Electronic Municipal Market Access
(EMMA) system. EMMA provides free online access to official statements,
continuing disclosures, and real time trade and historic trade data for
municipal bonds. More information about the MSRB is available at
http://www.msrb.org/.

Additional Resources
The Rieger Report Podcast: www.podcasts.standardandpoors.com
S&P Indices Practice Essentials: www.seemore-indices.com/munis
S&P Indices Market Attributes: www.marketattributes.standardandpoors.com
S&P Indices Thought Leadership Center: www.seemore-indices.com
S&P Fixed Income Indices: www.fixedincomeindices.standardandpoors.com

Stay Connected

About Practice Essentials
The S&P Indices Practice Essentials educational series is designed to
explain selected market and indexing concepts.
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Disclaimer
This document does not constitute an offer of services in jurisdictions where Standard & Poor’s or its affiliates do not have the
necessary licenses. Standard & Poor’s receives compensation in connection with licensing its indices to third parties.
All information provided by Standard & Poor’s is impersonal and not tailored to the needs of any person, entity or group of
persons. Standard & Poor’s and its affiliates do not sponsor, endorse, sell, promote or manage any investment fund or other
vehicle that is offered by third parties and that seeks to provide an investment return based on the returns of any Standard &
Poor’s index. Standard & Poor’s is not an investment advisor, and Standard & Poor’s and its affiliates make no representation
regarding the advisability of investing in any such investment fund or other vehicle. A decision to invest in any such investment
fund or other vehicle should not be made in reliance on any of the statements set forth in this presentation. Prospective
investors are advised to make an investment in any such fund or other vehicle only after carefully considering the risks
associated with investing in such funds, as detailed in an offering memorandum or similar document that is prepared by or on
behalf of the issuer of the investment fund or other vehicle. Inclusion of a security within an index is not a recommendation by
Standard & Poor’s to buy, sell, or hold such security, nor is it considered to be investment advice.
Exposure to an asset class is available through investable instruments based on an index. It is not possible to invest directly in
an index. There is no assurance that investment products based on the index will accurately track index performance or
provide positive investment returns. Standard & Poor's is not a tax advisor. A tax advisor should be consulted to evaluate the
impact of tax-exempt securities on portfolios and the tax consequences of making any particular investment decision.
These materials have been prepared solely for informational purposes based upon information generally available to the public
from sources believed to be reliable. Standard & Poor’s makes no representation with respect to the accuracy or
completeness of these materials, the content of which may change without notice. The methodology involves rebalancings and
maintenance of the indices that are made periodically during each year and may not, therefore, reflect real-time information.
Standard & Poor’s, its affiliates, and any third-party providers, as well as their directors, officers, shareholders, employees or
agents (collectively S&P Parties) do not guarantee the accuracy, completeness, timeliness or availability of any Standard &
Poor’s index, any data included therein, or any data from which it is based, including Standard & Poor’s ratings, and S&P
Parties shall have no liability for any errors, omissions, or interruptions therein, regardless of the cause, or for the results
obtained from the use of the information provided by the S&P Parties. S&P PARTIES DISCLAIM ANY AND ALL EXPRESS
OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY,
SUITABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE. In no event shall S&P Parties be liable to any party
for any direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential damages, costs, expenses,
legal fees, or losses (including, without limitation, lost income or lost profits and opportunity costs) in connection with any use
of the information contained in this document even if advised of the possibility of such damages.
Standard & Poor’s ratings are statements of opinion as of the date they are expressed and not statements of fact or
recommendations to purchase, hold, or sell any securities or to make any investment decisions. Standard & Poor’s assumes
no obligation to update its opinions following publication in any form or format. Standard & Poor’s ratings should not be relied
on and are not substitutes for the skill, judgment and experience of the user, its management, employees, advisors and/or
clients when making investment and other business decisions. Standard & Poor’s rating opinions do not address the suitability
of any security. Standard & Poor’s does not act as a fiduciary. While Standard & Poor’s has obtained information from
sources it believes to be reliable, Standard & Poor’s does not perform an audit and undertakes no duty of due diligence or
independent verification of any information it receives.
Standard & Poor’s keeps certain activities of its business units separate from each other in order to preserve the
independence and objectivity of their respective activities. As a result, certain business units of Standard & Poor’s may have
information that is not available to other Standard & Poor’s business units. Standard & Poor’s has established policies and
procedures to maintain the confidentiality of certain non-public information received in connection with each analytical process.
Standard & Poor’s Ratings Services did not participate in the development of The Standard &Poor’s AAA Rated Taxable
Municipal Bond Index, The Standard & Poor’s AA Rated Taxable Municipal Bond Index, or The Standard & Poor’s A Rated
Taxable Municipal Bond Index (each an “index” and collectively, the "Indices"), nor does Standard & Poor’s Ratings Services
participate in the maintenance, publication, licensing or distribution of the Indices. The credit ratings assigned to municipal
bonds are not the sole criterion for determining membership in the Indices. Credit ratings are statements of opinion as of the
date they are expressed and not statements of fact or recommendations to purchase, hold, or sell any securities or to make
any investment decisions. Credit ratings should not be relied on and are not a substitute for the skill, judgment and experience
of financial advisors and/or investors when making investment decisions. Credit ratings do not address the suitability of any
security.
Changes to the credit ratings of bonds included in an index may affect index values. Standard & Poor’s Ratings Services
operates separately from the Standard & Poor’s Indices group which has no access to any confidential information that may be
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available to Standard & Poor’s Ratings Services. Standard & Poor’s rating opinions do not take into account the effect of
ratings changes on the indices or on the value of any index-based investment product or financial instrument.
Standard & Poor’s may receive compensation for its ratings and certain credit-related analyses, normally from issuers or
underwriters of securities or from obligors. Standard & Poor’s reserves the right to disseminate its opinions and analyses.
Standard & Poor’s public ratings and analyses are made available on its Web sites, www.standardandpoors.com (free of
charge), and www.ratingsdirect.com and www.globalcreditportal.com (subscription), and may be distributed through other
means, including via Standard & Poor’s publications and third-party redistributors. Additional information about our ratings fees
is available at www.standardandpoors.com/usratingsfees.
In addition, Standard & Poor's and its affiliates provide a wide range of services to, or relating to, many organizations, including
issuers of securities, investment advisers, broker-dealers, investment banks, other financial institutions and financial
intermediaries, and accordingly may receive fees or other economic benefits from those organizations, including organizations
whose securities or services they may recommend, rate, include in model portfolios, evaluate or otherwise address.
Copyright © 2010 by Standard & Poor’s Financial Services LLC. All rights reserved.
Redistribution, reproduction and/or photocopying in whole or in part is prohibited without written permission.
S&P and STANDARD & POOR’S are registered trademarks of Standard & Poor’s Financial Services LLC.
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