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    Municipal Bonds represent loans to government entities (City, County, State), on which the interest paid is usually not subject to Federal Income Tax.  Municipal bonds issued within the same state are usually exempt from that state’s tax as well.  Sounds easy, and a good investment, right?  Actually, these investments are among the most difficult to evaluate and understand for all but highly specialized sophisticated investors.
    These bonds represent one of the last asset classes to be hidden behind pricing and commission barriers that are hard to uncover.  They are traded by “bond desks” at various brokerages at prices that can vary significantly.  Whereas a trading fee for buying one hundred thousand dollars of US Treasury bills can be as low as fifty dollars, the commission on buying the same amount of municipal bonds can run into thousands of dollars.  The value of these bonds is similarly hard to assess, within wide margins.  Private companies that sell bonds are usually subject to open public scrutiny and the accountants of rating agencies.  State and local governments are much less “open” to financial scrutiny.

   As with other types of fixed income investments, the duration and (estimated) quality of the bond is crucial to pricing and value.  In other words, you must assess how likely it is you will receive your money and interest on it, and when you will do so.  The longer the time period means generally a higher interest rate.  The lower the “quality” of the underlying payor (a city vs. a state), the higher the interest rate as well.

   However, municipal bonds can also be divided into two major groups depending on just who promises to pay the money back.  There are General Obligation bonds (GO) in which the government entity pledges to raise taxes if necessary to pay back the money.  In contrast, Revenue Bonds are guaranteed only by the profits made on a particular property (stadium, hospital, bridge, etc.).  In almost every instance, a GO bond is safer than a Revenue Bond, and accordingly pays a lower interest rate.
    Many municipal bonds carry insurance.  In this case, the government entity has paid a specialized insurance company to guarantee the payments of interest and principal in the case the underlying issuer defaults.  Insurance usually decreases the interest rate necessary to sell the bonds, but adds another backup for security.  Usually, having insurance makes a municipal bond carry the highest ratings for this reason.  The recent subprime lending crisis has cast some doubt on the accuracy and the financial stability of these insurance companies however.
    Municipal bonds can pay regular (usually twice a year) interest payments with the return of principal at the maturity date.  However, many such bonds are also issued as “zero coupon” bonds, in which the issuance is at a discount to the price a maturity.  The return of principal at maturity represents the internal buildup on interest on an initially low principal amount (much like some types of US savings bonds.)  For example, you could buy a bond that pays back one thousands dollars in 25 years at a price of two hundred and fifty dollars today.  When you receive the full thousand dollars, no tax is due.  Zero coupon bonds tend to pay higher interest (all other things considered) as you are taking the risk of no cash flow for a long period of time.

  As an option to buying individual municipal bonds, you can also buy municipal bond funds and exchange traded funds.  The purchase of commissioned bond funds is usually a losing proposition, and the very nature of owning a bond fund is different than owning individual securities in terms of response to interest rate changes and some other factors.  
     Another important consideration on municipal bonds is to compare “after tax” yields before buying them.  These bonds are only decent investments if they yield significant more than the interest rate you are left with after paying tax on taxable bonds.  For example, if a government or corporate bond pays 6% interest and you are in a 25% income tax bracket, the municipal bond should pay at least 4.5% to have an equal return, all other things the same.

    The overall knowledge needed to evaluate and purchase municipal bonds is relatively high.  Should you decide to pursue these investments, you should take time to learn much more, or seek expert help.

