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Introduction to Municipal Bonds:

Are They Appropriate in Your Portfolio?

Overview: This article defines municipal bonds and discusses how to decide when individual municipal bonds are appropriate.  

Defining Municipal Bonds

Municipal bonds can be issued in any of the 50 states by the following entities: 1) territories, subdivisions, counties, cities, towns and villages of the state, 2) school districts, 3) agencies (such as authorities and special districts created by the states) and 4) certain federally sponsored agencies, such as local housing authorities. Historically, the interest paid on these bonds has been exempt from federal income taxes and is generally exempt from state and local taxes in the state of issuance.1 

Because municipal bonds are tax-exempt, investors should only hold them in taxable accounts (although we generally suggest that investors hold their fixed income in tax-deferred accounts using taxable bonds). “The U.S. municipal bond market is one of the largest in the world, with over $1.9 trillion face value outstanding, according to the Federal Reserve. There are over 80,000 individual municipal issuers who use the proceeds of municipal bond issues for funding needs.”2 

While many investors may be familiar with the differences between stocks and bonds, they might not be as familiar with the unique characteristics that specifically define municipal bonds (such as maturity, repayment sources, credit quality, tax status and sector). In addition, the manner in which an investor would purchase a municipal bond would differ greatly from a typical stock purchase for several reasons, including the limited availability of municipal bonds and better access to transaction and pricing information for common stock. While stocks trade on an organized central exchange with full price transparency, bonds trade on a dealer-to-dealer basis, making the details of bond transactions less transparent. 

Market makers for the equity markets (typically banks or brokerage houses represented by a stock exchange member, known as a specialist) maintain a firm bid and ask price for a security. They hold an inventory of specific securities and are ready to buy and sell shares to maintain an orderly market. In contrast, no single clearing house currently exists for the purchase and sale of all municipal securities — where retail and institutional investors can compare the best bids and offers.

Municipal Bond Examples

A city could raise money to repair existing highways and build a new parking garage by issuing revenue bonds. The city managers could use toll collections and parking fees to repay principal and interest. Another type of bond, a general obligation (GO) bond, is secured by the full faith and credit of the issuer, generally backed by ad valorem property taxes. With a GO bond, the city would bear responsibility for repaying the bondholders. With a revenue bond, there is no explicit obligation by an issuer to maintain payments due to bondholders, if tolls and/or fees do not garner a sufficient amount of revenue. One example of a project that uses GO bonds would be the construction of a new school building. Although the same municipality might issue revenue bonds and GO bonds, each would have a different maturity, tax status and credit rating in addition to the source of the funds to repay bondholders. 

Answering Frequently Asked Questions about Municipal Bonds

In this section, we discuss some questions that investors typically ask when they consider whether to include municipal bonds in their portfolio. 

· Does my tax status matter? — Income level and tax bracket are the primary factors to consider when deciding whether taxable securities or tax-exempt municipal bonds will be suitable for your portfolio. If you are in a high tax bracket, municipal bonds might fit well into your portfolio because the interest paid on most municipal bonds is tax exempt. 

· What about Alternative Minimum Tax (AMT)? — Most bonds are not subject to AMT. Increasing numbers of taxpayers are subject to AMT each year (as it is not indexed to inflation). “Unless Congress acts again, the number of affected taxpayers will skyrocket from an estimated 3.8 million … to 20.5 million when taxpayers fill out their 2006 tax forms.”3 However, not every investor who purchases AMT bonds will be subject to AMT. Generally, AMT bonds have yields 20–30 basis points higher than other bonds. However, we typically avoid purchasing these bonds because the tax on the bond will more than offset any benefit attained by the bond’s increased yield, if an investor subsequently becomes subject to AMT. Additionally, AMT bonds are less liquid than non-AMT municipal bonds, which means if the bond must be sold before maturity, it can be subject to additional markdowns. 

· What is the optimal size of a fixed income portfolio to consider using individual bonds instead of bond funds? — Generally, we suggest that the bond portfolio be at least $400,000 to avoid buying smaller uneconomical pieces known as odd lots. For portfolios that need fewer maturities, this number may be lower. 

· What are some other factors to consider when deciding whether to use individual bonds or a bond fund? — You gain more control when you own individual bonds. When you purchase an individual bond, you can clearly identify the bond’s characteristics and assess the level of risk you are taking, which is not possible with a bond fund. For example, you have no control over the amount of turnover in the fund. (You could read the fund’s prospectus to learn the fund’s rules and restrictions regarding holdings, but you cannot directly participate in decisions made by the fund manager as it buys and sells securities for the fund.) Management fees and transaction costs associated with bond funds might be higher than fees associated with building a customized fixed income portfolio consisting of individual municipal bonds. Still, there are also times when a municipal bond fund will be advisable. 

· When building a municipal bond ladder, what maturities should I consider? — The answer to this question depends on your unique personal situation and investment objectives, based on your willingness, ability and need to take risk. Your time horizon, cash needs and tax bracket also determine which maturities you should consider. Maturities for municipal bonds generally range from 1–30 years. Therefore, it is possible to purchase bonds that correspond with your carefully designed investment strategy (even if your investment time frame is relatively short). However, you should be aware that after a certain point on the yield curve, the expected returns begin to level off but the bond’s maturity continues to extend, so the additional yield may not sufficiently compensate an investor for the price volatility when holding the bonds for a longer period. Because of this, we generally recommend that the bonds you purchase mature in the steepest part of the yield curve, known as the “sweet spot.” 

· Why is it important to check a municipal bond’s credit rating? — A bond’s credit rating provides information about the anticipated credit risk, which refers to the issuer’s ability to repay the bondholders. We suggest reducing credit risk in the fixed income portion of your investment portfolio by using high credit quality bonds. 
· What is the significance of a bond’s sector? — Historically, certain bond sectors have had higher default rates. A 1999 study of default rates by sector by international rating agency Fitch IBCA found that traditional municipal sectors had lower cumulative default rates than sectors such as health care and multi-family housing.4 A report by A.G. Edwards commented: “Fitch’s results show a marked difference between the default rates of essential-purpose municipal bonds … and those projects that introduce significant levels of corporate or private market forces.”5 The report concluded: “Investors should not rely on the name or credit of the municipal conduit issuer lending its name to the bond.”6
Conclusion
To recap, here are some of the most significant factors associated with municipal bonds:

· Tax status matters when deciding whether to purchase individual municipal bonds. For investors in a high tax bracket, municipal bonds can serve as an attractive alternative in their portfolio.

· Typically, investors in municipal bond funds will not receive the same type of customization possible with individual municipal bonds, including tax management.

· A bond’s unique characteristics matter, especially credit quality and sector. Choosing municipal bonds with high credit quality from a sector with a low default rate is a prudent approach to fixed income portfolio design. 
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