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Municipal Bonds
Municipal bonds, or “munis,” are debt securities issued by state and local governments in the United States and its 
territories whose interest payments may be exempt1 from taxation by federal, state and/or local authorities. When 
you purchase a municipal bond, you are lending money to a state or local government which in turn promises 
to pay you a specified interest rate (typically semi-annually) and return the principal to you at the maturity date. 
These securities are backed by the full faith and credit (general obligations) or by anticipated revenues (revenue 
bonds) of the particular issuing authority. They represent investments in state and local government projects that 
have a daily impact on our lives – including schools, roads, hospitals, sewer systems and other important projects.

General Obligations | General obligations, or “GOs,” are municipal bonds that are typically issued for capital 
improvements for the benefit of the entire community, as well as to meet working capital needs. GOs are backed 
by the issuing municipality’s taxing power, and because of this backing they are known as full faith and credit 
bonds. Typically, the projects that these bonds are issued for do not produce revenue themselves (for example, 
roads). Therefore, principal and interest payments are paid via taxes, which typically involve an ad valorem tax (a 
tax based on the assessed value of real estate or personal property of a particular municipality). The amount of 
GOs that a particular municipality can issue is usually limited by state or local statues.

Revenue Bonds | Revenue bonds are municipal bonds that can be used to finance any municipal facility that 
generates sufficient income. Revenue bonds’ interest and principal payments are payable to bondholders only 
from the specific earnings of a particular revenue-producing facility, such as a utility, housing, transportation, 
hospitals, colleges, etc. Unlike GOs, revenue bonds are not subject to statutory debt limitations and are not 
subject to voter approval.

Zero-Coupon Bonds | Zero-coupon municipal bonds, or “zeros,” provide no coupon or periodic interest payments 
to the bondholder. Instead, the bondholder receives one payment at maturity which is equal to the principal plus 
interest earned, compounded semiannually. Zeros are sold at a substantial discount from the face amount of 
the bonds. Market prices of zero-coupon municipal bonds tend to be more volatile than bonds that pay interest 
regularly.2 Zeros are attractive for investors because they are the only zero-coupon security that pays interest 
that is exempt from federal income tax, and in many cases, state and local income taxes.

1

Northwestern Mutual Investment Services, LLC (NMIS) periodically prepares information for its clients on a variety 
of securities-related topics. This document is meant to provide clients with important information about municipal 
bonds. This material is not intended as an endorsement or recommendation of any particular investment or security.

1  Not all municipal bonds offer income that is exempt from both federal and state taxes. There are some municipal issues that are taxable at the federal level but still 
offer state, and often local, tax exemption to residents of that particular state of issuance. Some municipal securities are subject to the Alternative Minimum Tax. Please 
consult your tax advisor regarding this important tax rule.

2  One reason for this volatility is that zeros have longer durations than coupon bonds with the same maturities.
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Insured Municipal Bonds | Insured municipal bonds are municipal bonds where a third-party bond insurance 
company provides a guarantee to the bondholder to provide full and timely payment of stated interest and 
principal for the life of the issue. Because of the additional protection, insured bonds usually pay a lower interest 
rate than noninsured bonds. Investors should evaluate the credit worthiness of the insurer as well as the issuer 
when purchasing. A bondholder may not be able to rely upon an insurer to back scheduled interest and principal 
payments if the insurer experiences financial difficulties of its own. Typically, bond insurance companies only 
insure those issues that are of investment-grade quality by rating agencies.3 It should be noted that the presence 
of an insurance policy alone does not guarantee the price of an insured municipal security in the secondary 
market. As with any other security, the actual price is determined by the market at the time of resale.

Refunded Municipal Bonds | Occasionally, some municipal securities that are issued as straight general 
obligations or revenue bonds may be refunded. When a municipal security is refunded, it is collateralized or 
escrowed by United States government securities or some other type of security. The securities in escrow are 
structured to mature when interest, principal and premium payments are due. Refunded bonds are considered 
one of the safest municipal securities available because of this feature.

Build America Bonds – Taxable Municipal Bonds4 | Build America Bonds, or “BABs,” are a type of taxable 
municipal bond created by the American Recovery and Reinvestment Act of 2009. Under the Build America Bond 
program, state and local governments may issue three different types of BABs. Each of these municipal bond 
types is federally taxable.5 BAB issuers receive subsidies6 from the federal government to reduce their borrowing 
costs. Investors must look to the underlying credit of the municipal issuer to assess the credit risk of the BAB 
security. As BABs are a form of taxable municipal securities, the may not have established secondary markets. 
Investors that try to sell them before maturity may experience difficulty selling or obtaining a favorable price.

The three types of BABs7 that exist in the marketplace are:

1. Direct Payment BABs:

•   Bonds for which the United States Department of the Treasury pays the issuer 35% of the coupon 
interest payments (fixed and variable rates available). This subsidization does not mean that the BABs 
have been guaranteed in any way by the federal government.8

•   BABs may only be issued to fund capital expenditures to pay for the cost of underwriting the issue; they 
may not be used for working capital or refunding purposes.

•  Subject to sequestration risk (see Risk section that follows for more information).

3  Investment grade refers to those issues that would be rated Baa/BBB or higher by Moody’s Investors Services, Standard and Poor’s, Fitch Ratings or other rating agencies.

4 Effective January 1, 2011, no new issues of Build America Bonds will take place. Bonds issued before January 1, 2011 will continue to trade in the secondary market.

5 BABs are subject to federal tax but may be exempt from state tax. Please consult a tax advisor for more information.
6 Direct Payment issues are the only BABs that pay the issuer the 35% federal subsidy.
7  In the case of a Direct Payment BAB, the federal government pays the issuer 35% (or 45% in the case of Recovery Zone Economic Development Bonds) of the coupon 

interest payment, whereas with a Tax Credit BAB, the federal government pays the bondholder a tax credit. Due to these unique structures, you should consult your tax 
advisor or accountant for the specific BAB which may suit your needs.

8 Even though a portion of the coupon interest payment is subsidized by the federal government, BABs are not guaranteed by the federal government.
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2. Recovery Zone Economic Development Bonds:

•  Bonds that include a direct payment of 45% to the issuer in the form of a refundable tax subsidy.

•  Proceeds are to be used for one or more “qualified economic development purposes.”

•   Recovery Zone Economic Development bonds have a nationwide cap of $10 billion and have individual 
state allocation limits.

3. Tax Credit BABs:

•  Bonds for which bondholders receive a federal tax credit equal to 35% of the coupon interest payment.

•   May be issued for capital expenditures and working capital needs as well as for new money financing, 
including refunding and advance refunding.

Risks
The level and type of risk associated with municipal bonds may vary significantly from one municipal bond 
to another. No investment strategy can guarantee a profit or protect against loss, including loss of principal. 
Investors should read the official statement before purchasing a municipal security, especially if it is a new issue. 
The following risks should be considered when purchasing any municipal bond:

Liquidity | The risk that bondholders may not be able to sell a bond at the time and price they choose. When a 
bond is liquid, it may be sold in the market before maturity at a price at or near the principle amount of the bond. 
When concerns about the issuer arise, the market may no longer offer to purchase the bond at a price at or near 
the principle amount, resulting in less liquidity for the bondholder.

Interest Rate | The risk that changes in interest rates may reduce (or increase) the market value of municipal 
bonds. If interest rates increase, the market value of a bond will typically decrease; and if interest rates decrease, 
the market value will typically increase. Generally, the longer the maturity of bonds, the more sensitive the bonds 
market value becomes to interest rate changes. Investments with longer maturities will be affected more by 
interest rate changes than those with shorter maturities. This is also referred to as duration risk.

Duration | Duration is the measure of a bond’s sensitivity to interest rate changes. It measures the amount by 
which a bond’s price may increase or decrease due to changes in interest rates. Generally, the longer the maturity 
of the bond, the more sensitive the investment will be affected by interest rate changes. Investments with longer 
maturities will be affected more by interest rate changes than those with shorter maturities. 

Call/Redemption | The risk to the bondholder if the issuer calls the bond at a time when interest rates available 
on other available investments are lower than the rate the bondholder is being paid. If called, the security will be 
redeemed at the call price. Some municipal bonds are issued with a sinking fund provision, which can be optional 
or mandatory. In the case of a sinking fund, the issuer pays off the principal of the bond over its life. A sinking 
fund call could subject the bondholder to reinvestment rate risk.
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are offered through Northwestern Mutual Investment Services, LLC (NMIS) a subsidiary of NM, broker-dealer, registered investment adviser, and member FINRA and 
SIPC. Investment advisory and trust services are offered through Northwestern Mutual Wealth Management Company® (NMWMC), Milwaukee, WI, a subsidiary of NM and 
a federal savings bank. Products and services referenced are offered and sold only by appropriately appointed and licensed entities and financial advisors and professionals. 
Not all products and services are available in all states. Not all Northwestern Mutual representatives are advisors. Only those representatives with “Advisor” in their title 
or who otherwise disclose their status as an advisor of NMWMC are credentialed as NMWMC representatives to provide investment advisory services.

Reinvestment Rate | The risk that interest rates may be lower at the time of maturity or call than interest rates at 
the time of the original purchase. As a result, other investments available to the investor at the time of maturity or 
call may not yield a rate of return similar to that at the time of the original purchase.

Credit/Default | The risk that the issuer will be unable to pay the interest or principal on its debt obligation or 
otherwise become insolvent. With regard to BABs, the United States federal government is not backing the 
issues, just providing a subsidy for the interest payment.

Market | Market risk is also referred to as systematic risk and is the possibility of an investor to experience losses 
due to factors that affect the overall performance of the financial markets.

Inflation | The risk that the general rise in the prices of goods and services will cause a decline in purchasing 
power. Over time, the amount of money received on a bond’s interest and principal payments will have less 
purchasing power.

Federal Subsidy/Sequestration | (applicable to BABs only) In addition to the risks associated with a municipal 
bond, BABs have an additional risk called sequestration risk. Sequestration risk is the risk that the United States 
federal government may reduce or eliminate the subsidy in the future due to budget issues or constraints, or 
other reasons.


