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There’s a small portion of the bond market that investors may have overlooked in the past, but should now
consider—the taxable municipal bond market.
Most munis pay interest that is exempt from federal and potentially state income taxes. However, interest
on some municipal bonds is subject to both federal and state income taxes. These bonds, known as taxable
municipal bonds, generally pay higher interest rates than tax-exempt munis to make up for the lack of tax
benefits.
Today, taxable municipal bonds look attractive to us because they offer higher yields without having to take
on too much additional credit risk. Issuance of taxable munis also has increased—meaning more selection,
which is helpful for diversification. Below are some of the primary reasons we think investors should
consider taxable munis.
1. Taxable munis offer attractive yields relative to other fixed income investments.
Yields for taxable municipal bonds are attractive, in our view, relative to many other fixed income
investments. As illustrated in the chart below, even after adjusting for taxes, taxable munis offer higher
yields compared to tax-exempt munis for taxpayers in the 32% and below brackets. They also yield more
than corporate and Treasury bonds at all tax brackets. It’s important to note that these yields are based on
indices, and there may be differences when comparing individual bonds.
After-tax yield comparisons for different bonds at various tax brackets

Source: Bloomberg Barclays US Municipal Bond Index, Bloomberg Barclays US Taxable Municipal Bond Index, Bloomberg
Barclays US Corporate Bond Index, and Bloomberg Barclays US Treasury Bond Index, as of 7/28/2020. Corporates and
taxable munis assume an additional 5% state income tax and 3.8% ACA tax for the 32% and above brackets. Treasuries
assume a 3.8% ACA tax for the 32% and above brackets. Difference in yields may be due to index characteristics such as
duration, maturity, or credit quality. After-tax YTW (yield to worst) is the lowest potential yield you may receive from a
bond, assuming the issuer does not default. Past performance is no guarantee of future results.
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2. Issuance of taxable munis has increased.
One of the reasons that taxable munis are attractive today is because issuance has surged, which gives
investors more options to choose from—although the taxable muni market overall remains relatively small
compared with other types of bonds (more on that below). The increase in issuance makes diversification
easier.
Issuance has increased largely because issuers have been refinancing older, higher-yielding tax-exempt
debt and replacing it with taxable debt at lower rates. Prior to the Tax Cuts and Jobs Act of 2017, issuers
would have used tax-exempt debt, but the tax law changes restricted this practice.
Taxable bond issuance rose in June

Source: Securities Industry and Financial Markets Association (SIFMA), as of 7/2/2020

3. Taxable munis are generally high in credit quality, like other munis.
Another potential benefit of taxable munis is that they’re generally higher in credit quality than other
alternatives. For example, 78% of the taxable muni market is rated in the top two rungs of credit quality.
This compares to 72% for the tax-exempt muni market and only 7% of the corporate market. 1
Two important points are illustrated in the chart below. First, higher-rated issuers tend to default—that is, to
miss an interest or principal payment—less frequently than lower-rated issuers. For example, over a fiveyear period ending in 2019, 0.5% of Baa rated munis defaulted, according to Moody’s Investors Service.
During the same period, lower-quality B rated munis defaulted 25 times more frequently, at a rate of
12.8%.
Second, municipal bond issuers, which include issuers of taxable munis, tend to default less frequently than
corporate bond issuers. Looking at the Baa rated cohort, the default rate for munis was 0.5%, compared
with 1.6% for corporates.
The bottom line is that yields for taxable munis are higher than most taxable alternatives, yet you generally
don’t have to accept greater credit risk to get those higher yields.
Default rates are lower for munis compared to corporates
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Source: Moody’s Investors Service, as of 7/15/2020

4. The longer-term risk-and-reward characteristics of taxable munis are attractive, in our view.
For investors in high tax brackets, we generally don’t see value in taxable munis. However, investors in
lower tax brackets or those investing a tax-sheltered account like an individual retirement account (IRA)
may want to consider a small allocation to taxable munis to complement their other fixed income holdings.
As illustrated in the chart below, returns for taxable munis historically have been high compared to other,
riskier parts of the fixed income markets relative to their volatility (or standard deviation). Note that future
returns for taxable munis could be lower, due to lower yields today compared with historical averages.
Taxable munis historically have had attractive returns relative to their risk

Note: Standard deviation is a measure of the amount of variation or dispersion of a set of values. A low standard deviation
indicates that the values tend to be close to the mean of the set, while a high standard deviation indicates that the values
are spread out over a wider range.
Source: Bloomberg Barclays Indices, monthly data from 1/31/2006 to 6/30/2020. Data for emerging market (EM) bonds begins on 6/30/08 due to
index limitations. Treasuries = Bloomberg Barclays US Treasury Bond Index; Taxable munis = Bloomberg Barclays US Taxable Municipal
Bond Index; Securitized bonds: Bloomberg Barclays US Securitized Bond Index; Core bonds = Bloomberg Barclays US Aggregate Bond
Index; Tax-exempt munis = Bloomberg Barclays Municipal Bond Index; High-yield munis = Bloomberg Barclays High Yield Municipal Bond
Index; TIPS = Bloomberg Barclays US Treasury Inflation Notes Index; International bonds = Bloomberg Barclays Global Aggregate ex-USD
Index; Corporate bonds = Bloomberg Barclays US Corporate Bond Index; Preferred securities = ICE BofA Fixed Rate Preferred Securities
Index; EM bonds = Bloomberg Barclays EM Local Currency Bond Index; Bank loans = S&P/LSTA U.S. Leveraged Loan 100 Index; High-yield
corporates: Bloomberg Barclays US Corporate High Yield Index. Past performance is no guarantee of future results.
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However, it’s important to note that taxable munis aren’t without risks. Here are two of the most prominent
risks:
1. The taxable muni index is sensitive to interest rate changes.
First, the taxable muni index has a longer average duration—which makes it more sensitive to changes in
interest rates—than the tax-exempt index. For investments such as exchange-traded funds (ETFs) or
passively managed mutual funds that simply track the index, investors are taking on greater interest rate
risk with taxable munis compared to tax-exempt munis. We expect rates to stay lower for a long time, due
to a combination of Federal Reserve policy and the coronavirus crises weighing on growth concerns.
However, if rates rise more than we expect, total returns for taxable munis would likely underperform their
tax-exempt counterparts.
2. The relatively small size of the market is a risk.
Although issuance has risen recently, the taxable muni market remains a much smaller market than many
other fixed income markets, as illustrated in the chart below. A smaller market is generally less liquid than
a much larger one, like the Treasury market, which means that it can be more difficult to sell your bond if
you need to. Therefore, we suggest investors who are considering taxable munis plan on holding them until
maturity. The smaller market and lower liquidity of taxable munis is also an issue for investors in funds like
ETFs or mutual funds. Bonds that are less liquid are generally more volatile in times of market stress.
In addition to being less liquid, a smaller market makes it more difficult to achieve adequate diversification.
The recent increase in taxable issuance means there are more options to select from than in the past, but
again, it’s still a relatively small market. We suggest investors in individual bonds invest in at least 10
different issues with differing credit risks. This is harder the smaller the market.
The size of the taxable muni market can pose additional risks

Source: Bloomberg Barclays Indices, as of 7/31/2020

What to consider now
Yields for many fixed income investments are historically low, but taxable munis may be one area investors
want to consider to achieve potentially higher yields. Investors who are using a tax-sheltered account may
want to consider them, as well. Usually munis don’t make sense for a tax-sheltered account, but taxable
munis are an exception.2
Schwab clients can log in to their accounts and search for individual taxable munis using the “Federally
Taxable” dropdown menu under “Search by Product” on Schwab Bond Source on Schwab.com. Clients can
also search for funds like ETFs or mutual funds on Schwab.com that invest primarily in taxable munis. If you
need additional help, reach out to a Schwab Fixed Income Specialist for guidance in selecting the
investments that are right for you.
1

As represented by the Bloomberg Composite Rating for the Bloomberg Barclays US Municipal Bond Index,
the Bloomberg Barclays US Taxable Municipal Bond Index, and the Bloomberg Barclays US Corporate Bond
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Index, as of 7/29/2020.
2

Tax-exempt munis usually pay a lower rate of interest because the interest income they pay is generally
not subject to federal or state income taxes. However, interest income is not taxed in a tax-sheltered
account when it is received.
Important Disclosures:
The information provided here is for general informational purposes only and should not be considered an
individualized recommendation or personalized investment advice. The investment strategies mentioned
here may not be suitable for everyone. Each investor needs to review an investment strategy for his or her
own particular situation before making any investment decision.
All expressions of opinion are subject to change without notice in reaction to shifting market or economic
conditions. Data contained herein from third party providers is obtained from what are considered reliable
sources. However, its accuracy, completeness or reliability cannot be guaranteed.
Past performance is no guarantee of future results and the opinions presented cannot be
viewed as an indicator of future performance.
Indexes are unmanaged, do not incur management fees, costs and expenses and cannot be invested in
directly. For more information on indexes please see www.schwab.com/indexdefinitions.
Diversification strategies do not ensure a profit and do not protect against losses in declining markets.
Fixed income securities are subject to increased loss of principal during periods of rising interest rates.
Fixed-income investments are subject to various other risks including changes in credit quality, market
valuations, liquidity, prepayments, early redemption, corporate events, tax ramifications and other factors.
Lower-rated securities are subject to greater credit risk, default risk, and liquidity risk.
Tax-exempt bonds are not necessarily suitable for all investors. Information related to a security's taxexempt status (federal and in-state) is obtained from third parties, and Schwab does not guarantee its
accuracy. Tax-exempt income may be subject to the alternative minimum tax. Capital appreciation from
bond funds and discounted bonds may be subject to state or local taxes. Capital gains are not exempt from
federal income tax.
This information does not constitute and is not intended to be a substitute for specific individualized tax,
legal, or investment planning advice. Where specific advice is necessary or appropriate, Schwab
recommends consultation with a qualified tax advisor, CPA, financial planner, or investment manager.
Source: Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark of Bloomberg
Finance L.P. and its affiliates (collectively “Bloomberg”). BARCLAYS® is a trademark and service mark of
Barclays Bank Plc (collectively with its affiliates, “Barclays”), used under license. Bloomberg or Bloomberg’s
licensors, including Barclays, own all proprietary rights in the Bloomberg Barclays Indices. Neither
Bloomberg nor Barclays approves or endorses this material, or guarantees the accuracy or completeness of
any information herein, or makes any warranty, express or implied, as to the results to be obtained
therefrom and, to the maximum extent allowed by law, neither shall have any liability or responsibility for
injury or damages arising in connection therewith.
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(0820-0A56)
© Charles Schwab & Co.

Page 5, © 2021 Advisor Perspectives, Inc. All rights reserved.

