
 

 
1 ALAN SCHANKEL, MANAGING DIRECTOR AND MUNICIPAL STRATEGIST     ASCHANKEL@JANNEY.COM    215.665.6088 

WWW.JANNEY.COM    © JANNEY MONTGOMERY SCOTT LLC    MEMBER: NYSE, FINRA, SIPC 

Taxable Equivalent Yield – The Tax Free Advantage 
May 8, 2018 

Alan Schankel, Managing Director, Municipal Strategist 

The tax reform package enacted by Congress and signed by President Trump in 
the waning days of 2017 lowered tax rates for taxpayers in most brackets.  
However, despite reductions (top rate dropped to 37% from 39.6%), federal tax 
rates remain high, especially since the 3.8% Medicare Investment Tax is added to 
the tax rate for high bracket investors, bringing the top rate to 40.8% (37% + 3.8%).  
The value of the tax exemption available with most municipal bonds is not always 
obvious, but the concept of taxable equivalent yield clarifies the tax free advantage.  

Taxable Equivalent Yield       

Taxable Equivalent Yield (TEY) is a method of comparing the yields of tax-exempt 
bonds to those of taxable bonds on a pre-tax basis.  TEY, the yield required on a 
taxable bond to equal the yield of a tax-free bond after considering the tax bite is calculated by dividing 
the tax-free yield by the reciprocal of the federal tax rate.  The top table lists TEY for various tax free 
yields and federal tax brackets.  A 35% bracket investor considering a municipal bond with a tax free 
yield of 3% needs a taxable bond yielding 4.90% (yellow highlight) to earn equivalent income after tax. 

State Income Taxes      

State taxes also impact taxable equivalent yield.  Most states exempt interest of same-state municipals 
from state income taxes, but do impose tax on out-of-state-bond interest, so the impact of state tax, if 
appropriate, should also be factored into the TEY calculation.  If the tax-free yield comparison is to a 
corporate bond, for example, the state rate should be added to the federal rate in the TEY calculation.   
Since interest on US Treasury issues and certain US Agency issues is exempt from state taxation, the 
state tax rate should not be considered if comparing to a US Treasury issue.  While in the past we 
considered the deductibility of state tax on federal returns, this is less of a consideration, since the 
December tax bill capped the amount of state and local tax deduction at $10,000.    

Example 1 

A Florida resident, in the 35 percent federal tax bracket (plus 3.8% Medicare Tax), is considering a 
municipal bond with a 3.00% tax-free yield.  She is comparing the tax free municipal yield to a corporate 
bond issue with a 4.00% yield.  Since she is a Florida resident, state taxation need not be considered.   

The calculation of her taxable equivalent yield is:    TEY = 3.00% / (1-.388) = 3.00% / .612 = 4.90%.   
After considering taxes, the municipal bond’s 4.90% TEY is higher than the 4.00% corporate bond yield.  
 
Example 2 
 
A Georgia resident in the 35 percent federal bracket is considering a municipal bond with a tax-free 
yield of 3.00% and comparing it to a corporate bond issue with a 4.00% yield.  The Georgia tax rate of 
6% added to the 38.8% federal tax bite generates a total tax rate of 44.8%, generating a 5.43% TEY. 
 
The calculation of his taxable equivalent yield is:      TEY = 3.00% / (1-.448) = 3.00% / .552 = 5.43%.    
After considering taxes, the municipal bond’s 5.43% TEY is above the corporate bond yield of 4.00%.     
 

 Tax Free Yield 

TEY  =   

    (1 - Tax rate) 

SEE PAGE 2 FOR IMPORTANT INFORMATION REGARDING CERTIFICATIONS, OUR RATINGS SYSTEM AS WELL AS OTHER DISCLAIMERS 

 

Married Joint Filers Taxable 

Income

$165K-

$315K

$315K-

$400K

$400K-

$600K
>$600K

Federal Tax Rate (2018) 24.0% 32.0% 35.0% 37.0%

Rate with Medicare Tax 24.0% 35.8% 38.8% 40.8%

Tax Free Yields

2.00% 2.63% 3.12% 3.27% 3.38%

3.00% 3.95% 4.67% 4.90% 5.07%

4.00% 5.26% 6.23% 6.54% 6.76%

5.00% 6.58% 7.79% 8.17% 8.45%

6.00% 7.89% 9.35% 9.80% 10.14%

Assumes Medicare Tax is applied to investment income in federal brackets of 32% and 

above.  Certain investors in the 32% bracket may not be subject to all or any of the 

Medicare tax.    

Taxable Equivalent Yields

State
State       

Tax Rate

Total      

Tax Rate

TEY for 

3% Tax 

Free Yield

California 9.30% 48.1% 5.78%

Connecticut 6.90% 45.7% 5.52%

Delaware 6.60% 45.4% 5.49%

Washington DC 8.50% 47.3% 5.69%

Florida NA 38.8% 4.90%

Georgia 6.00% 44.8% 5.43%

Illinois 4.00% 42.8% 5.24%

Maine 7.15% 46.0% 5.55%

Maryland 8.58% 47.4% 5.70%

Massachusetts 5.10% 43.9% 5.35%

Michigan 4.25% 43.1% 5.27%

New Jersey 6.37% 45.2% 5.47%

New York State 6.85% 45.7% 5.52%

New York City 10.73% 49.5% 5.94%

North Carolina 7.75% 46.6% 5.61%

Ohio 5.00% 43.8% 5.34%

Pennsylvania 3.07% 41.9% 5.16%

Rhode Island 5.99% 44.8% 5.43%

South Carolina 7.00% 45.8% 5.54%

Tennessee 5.00% 43.8% 5.34%

Texas NA 38.8% 4.90%

Virginia 5.75% 44.6% 5.41%

West Virginia 6.50% 45.3% 5.48%

Assumes married investors filing jointly with $250,000 

annual taxable income (35% federal bracket).  

Maryland includes state tax (5.75%) and county tax 

(Baltimore Co = 2.83%)
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I, Alan Schankel, the Primarily Responsible Analyst for this report, hereby certify that all of the views expressed in this report accurately reflect my personal views about any 

and all of the subject sectors, industries, securities, and issuers. No part of my compensation was, is, or will be, directly or indirectly, related to the specific recommendations 

or views expressed in this research report.  

Janney Montgomery Scott LLC (“Janney”) Debt Research Disclosure Legend Janney may seek compensation for investment banking services for any company in this report 

in the next 3 months. The research analyst is compensated based on, in part, Janney’s profitability, which includes its investment banking revenues. Additional information 

available upon request. 

Disclaimer 

Janney or its affiliates may from time to time have a proprietary position in the various debt obligations of the issuers mentioned in this publication. Unless otherwise noted, 

market data is from Bloomberg, and Janney Investment Strategy Group (Janney ISG). This report is the intellectual property of Janney Montgomery Scott LLC (Janney) and 

may not be reproduced, distributed, or published by any person for any purpose without Janney’s express prior written consent. This report has been prepared by Janney and 

is to be used for informational purposes only. In no event should it be construed as a solicitation or offer to purchase or sell a security. The information presented herein is 

taken from sources believed to be reliable, but is not guaranteed by Janney as to accuracy or completeness. Any issue named or rates mentioned are used for illustrative 

purposes only, and may not represent the specific features or securities available at a given time. Preliminary Official Statements, Final Official Statements, or Prospectuses 

for any new issues mentioned herein are available upon request. The value of and income from investments may vary because of changes in interest rates, foreign exchange 

rates, securities prices, market indexes, as well as operational or financial conditions of issuers or other factors. Past performance is not necessarily a guide to future 

performance. Estimates of future performance are based on assumptions that may not be realized. We have no obligation to tell you when opinions or information contained 

in Janney FIS publications change. 

Janney Investment Strategy Group does not provide individually tailored investment advice and this document has been prepared without regard to the circumstances and 

objectives of those who receive it. The appropriateness of an investment or strategy will depend on an investor’s circumstances and objectives. For investment advice 

specific to your individual situation, or for additional information on this or other topics, please contact your Janney Financial Consultant and/or your tax or legal advisor. 
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