Investing for Federal Tax-Free Income with Municipal Bonds:

How to Compare Taxable and Tax-Free Yields
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As the old saying goes, you can't compare apples and oranges. This advice is especially important when evaluating various fixed-income investments on the basis of yield. One of the key things to compare is not how much investors earn, but how much they keep after taxes. 

Consider this hypothetical example: a corporate bond with a coupon of 7.5 percent and a comparable municipal bond of similar maturity and credit quality that carries a 6 percent coupon. The corporate bond's higher interest rate makes it the more attractive investment. Or does it? 

Both investments are bonds, which means they have fixed interest rates, payment dates and maturity dates. However, the income from most corporate bonds is fully taxable by federal, state and local authorities. By contrast, most municipal-bond income is free of federal income tax, and some municipal issues are free of state and local income tax for residents of the issuing state. 

The income on some municipal bonds may subject certain taxpayers to the federal Alternative Minimum Tax (AMT). Also remember, yields and market value will fluctuate so that your investment, if sold before maturity, may be worth more or less than its original cost. Municipal bonds usually carry a lower coupon than taxable bonds because of the benefit of the income-tax exemption. 

The answer as to which bond is best for investors requires a comparison of the taxable equivalent yield (TEY) of the two investments, based on the investor's personal tax rate. Don’t worry you just need to do some basic math to compare the tax-free yield of a municipal bond to that of a taxable bond. 

The first step is to determine the appropriate federal income-tax bracket. Using the above example, the tax-free yield of the municipal bond is 6 percent. Let's assume that the federal marginal income-tax rate is 25 percent or .25. Thus, we divide 6 percent by .75 (1-.25) to get 8 percent. Based on a comparison of yield alone, the municipal bond turns out to produce more after-tax income than the corporate bond. Of course, the higher your tax rate, the more advantageous it can be to invest in tax-free bonds. 

The above illustration does not take possible state tax exemption into consideration. This is especially important for investors who live in high-tax states. If individuals buy municipal bonds issued in the state where they pay taxes, and the municipal bond is free of state and local taxes, they can increase their taxable equivalent yield.
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Sometimes it is helpful to reverse the comparison and find the tax-free equivalent of a taxable bond. Using the example above, the calculation is 7.5% x .75 = 5.625%. The tax-free equivalent of a 7.5 percent corporate bond would be a municipal bond yielding 5.625 percent. If an investor is in a higher federal tax bracket, or includes state and local taxes in the calculation, the tax-free equivalent of the corporate bond's yield will be even lower. 

It is important to remember that tax-free municipal bonds are not always the best choice. One factor is your own personal tax rate and how that rate is likely to change over the life of the investment. Also, there are other considerations when evaluating bonds, including price, maturity and risk. Here are a few other considerations:

· Constructing a bond ladder of varying maturities can be a great strategy for income-oriented investors.

· In addition to individual bonds, you should consider the benefits of using tax-free bond mutual funds.

· Keep an eye on expenses!
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