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EDUCATION CENTER

Municipal Bond Basics

Municipal bonds are debt obligations that states, cities, counties and other public entities  
issue to finance infrastructure projects such as building schools, highways and sewer systems, 
as well as to fund the issuer’s day-to-day obligations. When you buy a municipal bond, you are 
lending money to the issuer in exchange for a promise of regular interest payments and the return 
of the face value of the bond (the “par value”) at the bond’s maturity date. 

Millions of U.S. taxpayers buy municipal bonds either directly or through separately managed 
accounts, or they buy mutual funds and exchange traded funds that invest in municipal bonds. 
See Ways to Buy Municipal Bonds to learn more about purchasing municipal bonds. 

Typical Lifecycle of a Bond
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BOND TYPES

The two most common types of municipal bonds are:

1. General Obligation (GO) Bonds, which are backed 
by the “full faith and credit” of the issuer, which has 
the power to tax residents to pay bondholders; and 

2. Revenue Bonds, which are backed by revenues 
from specific projects, such as toll roads or bridges, 
airports, electric and water utilities, public or private 
colleges, and hospitals, among other projects. 

Municipal issuers sometimes issue a type of revenue 
bond, known as private activity bonds, on behalf of 
private entities that are unable to issue tax-exempt debt 
on their own to finance certain types of projects such as 
healthcare facilities, affordable housing and educational 
facilities. In these cases, the public entity acts as a 
“conduit issuer” on behalf of the borrower but does not 
take responsibility to pay or guarantee the payment of 
the bonds. Instead, the borrower, known as the obligor, 
is ultimately responsible to pay interest and return the 
principal on the bond. 

Most municipal bonds are fixed-rate bonds, meaning 
they pay a fixed rate of interest until maturity or earlier if 
the bonds are redeemed prior to maturity. Another less 
common form of municipal bond pays interest based on 
a variable rate. The most common type of variable rate 
bonds are variable rate demand obligations (VRDOs). 
VRDOs are long-term securities (e.g., maturity dates of 
20–30 years) with short-term interest rate periods that 
are reset periodically. VRDOS are typically purchased by 
institutional investors. 

TAX STATUS

Municipal bonds are generally referred to as tax-exempt 
bonds because the interest earned on the bonds often 
is excluded from gross income for federal income tax 
purposes and, in some cases, is also exempt from state 
and local income taxes. Given the tax benefits, the 
interest rate for tax-exempt municipal bonds is typically 
lower than that on taxable fixed-income securities, such 
as corporate bonds and even Treasury bonds. 

Not all municipal bonds are tax-exempt. For interest on 
a municipal bond to be exempt from federal income 
taxes, the issuer must meet several requirements in the 

federal income tax code. For interest on a municipal 
bond to be free from state and local taxes, the buyer 
generally must be a resident of the state where the 
bond was issued, although there are exceptions. 
Municipal issuers sometimes issue taxable bonds if the 
purpose of the issuer’s financing does not meet certain 
purpose or public use tests under federal tax rules. And 
certain municipal bonds, such as private activity bonds, 
are subject to the federal alternative minimum tax 
(AMT), which means an investor’s interest income could 
be included in the calculation of the investor’s AMT.

BOND FEATURES

Bonds have features beyond their tax status that are 
important to understand.

• Par Value, or face value, is the amount of principal 
an investor will be paid at the bond’s maturity. 

• Coupon Rate is the annual interest rate that the 
investor will receive on a bond. It is expressed as 
a percentage of bond principal. Municipal bonds 
typically pay interest semiannually. 

• Maturity is the date the principal of a municipal 
security is payable to bondholders unless the bond 
is redeemed prior to maturity (see Call Provision). 
Municipal bond maturities often range from one year 
to 30 years. 

 } “Serial” bonds are groups of bonds with a series 
of maturity dates typically occurring each year for 
up to 20 years. 

 } “Term” bonds come due in a single maturity 
whereby the issuer may agree to make periodic 
payments into a sinking fund for mandatory 
redemption before maturity or for payment at 
maturity. They typically mature after 20 years. 

• Dollar Price is the dollar amount an investor pays 
to buy a bond. Bond prices are expressed as a 
percentage of the face value of the bond. A bond 
can be priced at par (100%), at a premium (above 
par) or at a discount (below par). A bond’s interest 
rate and maturity will affect the price an investor 
pays for the bond.
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• Call Provision is an early redemption provision 
that allows the issuer to redeem the bond before 
the stated maturity date at a specified price. The 
bondholder receives the principal amount of the 
bond and, in some cases, an additional premium. 
Many municipal bonds have call provisions, although 
most of these bonds cannot be called before a 
specified period, such as 10 years. 

• Yield is the annual return an investor receives on a 
bond, based on the purchase price of the bond, its 
coupon rate and the length of time the investment is 
held.

 } Yield to Maturity is the total return an investor 
expects to receive from holding a bond to 
maturity. 

 } Yield to Call is the rate of return the investor 
receives presuming the bond is retired/redeemed 
on the call date (see Call Provision). 

 } Yield to Worst is the calculation producing 
the lowest yield that can be received on a 
bond incorporating an early redemption or 
call provision. Yield to worst is often the same 
as yield to call for bonds priced at a premium 
because there is less time for the premium to 
be amortized. Conversely, for a bond purchased 
at a discount, the yield to worst is typically the 
same as yield to maturity. Yield to worst is the 
yield that must be reported to investors on their 
confirmation when they buy or sell a bond. 

 } Current Yield is the ratio of the annual dollar 
amount of interest paid on a bond to its purchase 
price. 

• Security for the Bonds. Bonds are payable from 
specific sources, ranging from the general taxing 
power of the issuer (as in general obligation bonds) 
to more limited taxes (e.g., sales tax revenues) or 
revenues produced from a project (e.g., sewer system 
revenues). In some cases, bond insurance, a letter of 
credit guarantee or other credit enhancement may 
exist to support repayment of bonds. Security for the 
bonds is key to assessing credit risk, as discussed in 
Bond Risks.  

• Credit Ratings. In many cases, but not always, the 
issuer may receive a credit rating for its bonds. A 

credit rating is an evaluation that rating agencies 
such as Standard & Poor’s, Moody’s, Fitch and Kroll 
Bond Rating Agency assign to a bond to indicate 
the likelihood that an investor will receive principal 
and interest payments from the issuer in a timely 
manner. Credit ratings represent the opinion of 
the rating agency and not a statement of fact or 
recommendation to purchase, hold or sell a security, 
and they can change during the life of the bond. To 
learn more about credit ratings, see Credit Rating 
Basics for Municipal Bonds on EMMA.

• Denominations. Fixed-rate municipal bonds are 
typically sold in denominations that are multiples 
of $5,000. VRDOs, however, typically have higher 
minimum denominations requiring a minimum 
investment of $100,000, which is why they are 
usually purchased by institutional investors. 

BOND RISKS

Municipal bonds are often considered a safe investment; 
however, the return of principal and interest is not 
guaranteed. In fact, some municipal bonds, such as high 
yield municipal bonds, may be risky. Investors need to 
review the specifics of the bonds they are considering or 
already own to evaluate their risk. Some of the main risks 
associated with investing in municipal bonds include:

• Credit/Default Risk is the risk that a bond issuer will 
be unable to make interest or principal payments 
as they become due. If the bonds have a credit 
enhancement, such as bond insurance, an investor 
may receive principal and interest payments as they 
become due despite the issuer’s inability to provide 
these payments.

• Interest Rate Risk: While a fixed rate bond will pay 
the same rate of interest throughout the bond’s 
life, changes in prevailing interest rates directly 
affect the market value of a bond. Interest rates 
and bond prices have an inverse relationship, so 
if market interest rates rise, the price of a bond 
will fall and vice versa. Moreover, the longer the 
time to maturity of a bond, the more sensitive 
the bond will be to changes in interest rates. If an 
investor holds the bond to maturity, the investor 
will receive the principal assuming the issuer is able 
to pay. However, if the investor sells a bond prior 
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to maturity, the investor may receive a price that is 
different from the original purchase price and as a 
result receive more or less than the amount invested. 
To learn more, see Evaluating a Municipal Bond’s 
Interest Rate Risk.

• Call Risk is the risk that a callable bond may be 
redeemed by the issuer prior to maturity. If a bond 
is called, the investor will lose the ability to collect 
interest from the time the bond is redeemed to 
the scheduled date of maturity, thus reducing the 
investor’s overall return on the bond. Bonds are 
often called by issuers in a declining interest rate 
environment so that the issuer may refinance the 
bonds at a lower interest rate. 

• Reinvestment Risk is the risk an investor may not be 
able to reinvest the proceeds received at a bond’s 
maturity or call date at the same or higher rate than 
that at which the investor initially invested its funds. 

To learn more about the risks associated with investing 
in municipal bonds, see What to Expect When Selling 
Municipal Bonds Before Maturity.

See additional MSRB resources:

• The Municipal Market and the MSRB (video)

• The Issuance Process (video)

• Municipal Market 101

• Muni Facts

• EMMA: An Overview for Municipal Bond 
Investors (video)

• Information for Municipal Securities Investors

About the MSRB
The Municipal Securities Rulemaking Board (MSRB) protects and strengthens the municipal bond market, enabling access to capital, 
economic growth, and societal progress in tens of thousands of communities across the country. The MSRB fulfills this mission 
by creating trust in our market through informed regulation of dealers and municipal advisors that protects investors, issuers and 
the public interest; building technology systems that power our market and provide transparency for issuers, institutions, and the 
investing public; and serving as the steward of market data that empowers better decisions and fuels innovation for the future. 
The MSRB is a self-regulatory organization governed by a board of directors that has a majority of public members, in addition to 
representatives of regulated entities. The MSRB is overseen by the Securities and Exchange Commission and Congress.

This information is for educational purposes only and provides a general overview of the subject matter and does not constitute 
investment, tax, business, legal or other advice.
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