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Taxahle Municipal Bonds
Increased yield and diversification benefits for this asset class explained,

Municipalities have been issuing taxable municipal bonds since 1986. In that year, the
federal government enacted strict Treasury guidelines on the qualifications for tax-
exempt financing. Today, in accordance with those guidelines, the government will not
subsidize the financing of activities which do not provide what the government considers
to be a significant benefit to the general public. Investor-led housing, local sports
facilities, and borrowing to replenish a municipality’s underfunded pension plan are just
three examples of bond issues that do not qualify for tax-exempt status.

The establishment of the Build America Bond (BAB) program contributed to a surge in
taxable municipal bond issuances, dramatically increasing the supply of taxable
municipal bonds outstanding for the investing public. In this paper, we will outline the
taxable municipal bond market and the new issuance programs created to assist local
governments in funding their programs.

The Municipal Bond Market

Municipal bonds are issued by a wide variety of entities for many different purposes. As
of September 30, 2011, there are over 1.5 million municipal bond issues aggregating
approximately US$ 3.73 trillion outstanding. In comparison, the debt outstanding for
federal agencies is approximately US$ 2.4 trillion, while debt belonging to the category of
money markets is just shy of US$ 2.7 trillion. *

Municipal bond issues are held by individual investors, mutual funds, banks, insurance
companies, and other financial institutions. While municipal bonds have historically had
low default rates, the credit quality of the issuer (borrower) can vary, and some sectors
and sub-sectors are more prone to default than others.

While the security or credit backing of a municipality’s taxable bonds is typically no
different from that of its tax-exempt bond equivalent, taxable municipals offer yields more
comparable to those of other taxable fixed income sectors such as corporate bonds or
bonds issued by U.S. government agencies. However, municipal bonds seem to entalil
less risk than similar corporate bonds, when historical default rates are considered
(please see analysis in previous Practice Essentials paper, Fixed Income 101: Municipal
Bond Basics).?

The American Recovery and Reinvestment Act of 2009

On February 17, 2009, President Obama signed economic stimulus legislation officially
entitled the American Recovery and Reinvestment Act of 2009 (ARRA). ARRA
encourages more activity in the public finance sector by, among other initiatives,
introducing new types of municipal bonds. One particular initiative, known as the Build
America Bond program, allowed state and local governments to issue an unlimited
amount of taxable debt through the end of 2010. Legislators in Washington are currently
discussing the possibility of reinstating this program. In 2009, over US$ 64 billion worth

L SIFMA, September 30, 2011.
23&P Indices Practice Essentials - Fixed Income 101: Municipal Bond Basics
(http://spindices.com/assets/files/portal/PracticeEssentials_MunicipalBondBasics.pdf), June 2010
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of BABs were issued. In 2010, another US$ 117 billion in BABs were issued,
equaging to just over 27% of the total US$ 433 billion municipal bond issuance that
year.

Build America Bonds

Like their tax-exempt counterparts, Build America Bonds are vehicles that allow the
federal government to subsidize state and local government obligations. However,
BABs are different from tax-exempt bonds in that the interest paid to bondholders is
taxable, and a portion of the interest consists of a federal tax credit. These bonds
have an innovative feature, the Direct Payment Option, which allows the issuer to
receive a direct payment from the U.S. Treasury to apply toward debt service of the
bonds issued.

Given certain market conditions, the Direct Payment Option offers municipalities a
better interest subsidy, particularly in longer maturity bonds. The issuer will receive,
as of each interest payment date, a payment equal to 35% of the interest payable to
bondholders. For example, on bonds with a 7% coupon, the issuer will pay an
effective interest rate of 4.55% with the remainder of the coupon payment, in this
scenario 2.45%, funded by the federal government. This 35% federal subsidy is
guaranteed to the issuer for the life of the bond. In contrast, the “subsidy” for those
who invest in tax-exempt bonds is dependent on the income tax bracket of the
investor and may vary over time with changes in the tax code or income levels.*

Build America Bonds are intended to expand the potential market of municipal bonds
by attracting buyers who typically prefer taxable bonds to tax-exempt bonds.
Potential investors of BABs include retail investors in lower income tax brackets,
individual retirement accounts, public pension funds, and foreign investors. For
these tax advantaged investors, the higher yield of these bonds (see table below)
versus tax-exempt municipal issues can be very attractive. In fact, the yields of the
S&P Municipal BAB and S&P Municipal BAB Select Indices are somewhat higher
than the taxable equivalent yield of a similar tax-exempt index, the S&P National
AMT-Free Municipal Bond Index, as shown in the table below.

Nevertheless, it is important to mention that historical yields may not be indicative of
future bond performance.

3SIFMA, July 5, 2011.
“Nothing in this document should be construed as tax advice. S&P does not offer tax advice. Any tax
related questions should be discussed with a tax professional.
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Exhibit 1: Municipal Bond Indices

Weighted Taxable
Index | Avg Ul WA Yield | Equivalent BloombergSM
Maturity : Ticker
Coupon Yield

S&P National AMT-

Free Municipal Bond 4.57% 5/3/2026 3.32% 5.11% SPMUNUST
Index

gf;f dﬁﬁggg'e Municipal 5 1500 o/27/2030  4.51% 451% SPMUTT
S&P L/T Intermediate

Taxable Municipal 4.66% 12/17/2021 3.96% 3.96% SPMUTLT
Index

ﬁ]ﬁzx'\"“”'c'pa' BAB 6.01%  4/3/2035  4.75% 4.75% SPMUTBT
gg‘lzc'l"#l’ggfa' BAB 6.30%  3/24/2039  4.98% 498%  SPMUTBST

Taxable Equivalent Yield calculated for S&P National AMT-Free Municipal Bond Index using 35% tax
rate. Source: Standard & Poor’'s. Data as of Dec. 30, 2011. Charts and graphs are provided for
illustrative purposes only. Indices are unmanaged, statistical composites. Yields do not reflect the effect
of any sales charges or fees an investor would pay to purchase the securities the Indexes represent.
Such charges or fees would change the yields and reduce total return over time. It is not possible to
invest directly in an index. Yields can and do change over time and past yields are not an indication of
what future yields will be. Past Performance is not an indication of future results.

The corporate credit yield curve data for Dec. 28, 2011, shown below, provides
additional fodder for comparison. Standard & Poor’s Global Fixed Income Research
department produces yield curve data on the corporate bonds in its coverage
universe. Over 61% of S&P Taxable Municipal Bond Index constituents were rated
AA or higher by Standard & Poor’s. For the S&P Municipal BAB Index, the number
is over 65%. Given that the yields for these municipal bond indices fall between that
of BBB and A rated corporate credits, it appears that investing in municipal bonds
can provide an attractive risk-reward option when compared to corporate bonds of
similar maturity and ratings quality.

Exhibit 2: S&P GFIR Corporate Yield Curve Data — 12/28/11
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Source: Standard & Poor’s. Data as of Dec. 28, 2011. Charts and graphs are provided for illustrative
purposes only. Indices are unmanaged, statistical composites. Yields do not reflect the effect of any
sales charges or fees an investor would pay to purchase the securities the Indexes represent. Such
charges or fees would change the yields and reduce total return over time. It is not possible to invest
directly in an index. Yields can and do change over time and past yields are not an indication of what
future yields will be. Past Performance is not an indication of future results.
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S&P Taxable Municipal Bond Indices: Measuring the Market

S&P Indices publishes a detailed set of data about the municipal bond market in the
form of various municipal bond index families. The indices provide data that can be
used as a tool to learn more about how the municipal market is performing. In
addition to providing data showing how the market is moving, the indices provide
increased transparency into key characteristics of the market such as weighted
average bid prices, yields, and quality.

Additional Resources

The Rieger Report Podcast: www.spindices.com/commentary

S&P Indices Practice Essentials: www.spindices.com/education

S&P Indices Market Attributes®: www.spindices.com/commentary

S&P Indices Thought Leadership Center: www.spindices.com/

S&P Fixed Income Indices: www.fixedincomeindices.standardandpoors.com
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S&P Taxable Municipal Bond Index & Sub-Indices

SM

S&P Taxable Municipal Bond Index

SPMUTT A broad, comprehensive, market value-weighted index designed to measure the performance of the
investment-grade U.S. taxable municipal bond market.
S&P Taxable Municipal Bond Select Index
SPMUTSLT Consists of bonds in the S&P Taxable Municipal Bond Index with a Minimum Par Amount greater or
equal to US$ 10 million and, on the Rebalancing Date, 75% of the market value of the index are from
bonds that are part of a deal where the original offering amount was at least US$ 100 million.
S&P Short Term Taxable Municipal Bond Index
SPMUTS Consists of bonds in the S&P Taxable Municipal Bond Index with a maximum maturity of up to but not
including one year as measured from the first Business Day of the month.
S&P Short Intermediate Term Taxable Municipal Bond Index
Consists of bonds in the S&P Taxable Municipal Bond Index with a minimum maturity of one year and a
SPMUTSI - . X o ! .
maximum maturity of up to but not including five years as measured from the first Business Day of the
month.
S&P Long Intermediate Term Taxable Municipal Bond Index
Consists of bonds in the S&P Taxable Municipal Bond Index with a minimum maturity of five years and
SPMUTLT - . ) . ) -
a maximum maturity of up to but not including 15 years as measured from the first Business Day of the
month.
S&P 15 Year+ Taxable Municipal Bond Index
SPMUT15T Consists of bonds in the S&P Taxable Municipal Bond Index with a minimum maturity of 15 years or
longer as measured from the first Business Day of the month.
S&P Municipal BAB Index
SPMUTBT Consists of bonds in the S&P Taxable Municipal Bond Index that are designated as Build America
Bonds issued under “The American Recovery and Reinvestment Act of 2009”, with a Minimum Par
Amount greater or equal to US$ 1 million.
S&P Municipal BAB Select Index
SPMUTBST Consists of bonds in the S&P Taxable Municipal Bond Index that are designated as Build America
Bonds issued under “The American Recovery and Reinvestment Act of 2009”, with a Minimum Par
Amount greater or equal to US$ 100 million.
SPMUT3AT S&P Taxable Municipal AAA Rated Bond Index*
Consists of bonds in the S&P Taxable Municipal Bond Index with an S&P rating of AAA.
SPMUT2AT S&P Taxable Municipal AA Rated Bond Index*
Consists of bonds in the S&P Taxable Municipal Bond Index with an S&P rating of AA-, AA, or AA+.
.. 1
SPMUTIAT S&P Taxable Municipal A Rated Bond Index

Consists of bonds in the S&P Taxable Municipal Bond Index with an S&P rating of A-, A, or A+.

's&P Ratings did not participate in the development of The S&P Taxable Municipal AAA Rated Bond Index, The S&P Taxable Municipal AA
Rated Bond Index, or The S&P Taxable Municipal A Rated Bond Index (collectively, “Indices”) nor does S&P Ratings participate in the
maintenance of the Indices. A municipal bond’s credit rating is not the sole criterion for determining membership in the Indices. Credit
ratings are statements of opinion as of the date they are expressed and not statements of fact or recommendations to purchase, hold, or sell
any securities or to make any investment decisions. Credit ratings should not be relied on and is not a substitute for the skill, judgment and
experience of financial advisors and/or investors when making investment decisions. Credit ratings do not address the suitability of any

security.
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Disclaimer

This document does not constitute an offer of services in jurisdictions where Standard & Poor’s or its affiliates do not have the necessary licenses. Standard &
Poor’s receives compensation in connection with licensing its indices to third parties.

All information provided by Standard & Poor’s is impersonal and not tailored to the needs of any person, entity or group of persons. Standard & Poor’s and its
affiliates do not sponsor, endorse, sell, promote or manage any investment fund or other vehicle that is offered by third parties and that seeks to provide an
investment return based on the returns of any Standard & Poor’s index. Standard & Poor’s is not an investment advisor, and Standard & Poor’s and its affiliates
make no representation regarding the advisability of investing in any such investment fund or other vehicle. A decision to invest in any such investment fund or
other vehicle should not be made in reliance on any of the statements set forth in this presentation. Prospective investors are advised to make an investment in
any such fund or other vehicle only after carefully considering the risks associated with investing in such funds, as detailed in an offering memorandum or similar
document that is prepared by or on behalf of the issuer of the investment fund or other vehicle. Inclusion of a security within an index is not a recommendation by
Standard & Poor’s to buy, sell, or hold such security, nor is it considered to be investment advice.

Exposure to an asset class is available through investable instruments based on an index. It is not possible to invest directly in an index. There is no assurance
that investment products based on the index will accurately track index performance or provide positive investment returns. Standard & Poor's is not a tax advisor.
A tax advisor should be consulted to evaluate the impact of tax-exempt securities on portfolios and the tax consequences of making any particular investment
decision.

These materials have been prepared solely for informational purposes based upon information generally available to the public from sources believed to be
reliable. Standard & Poor’s makes no representation with respect to the accuracy or completeness of these materials, the content of which may change without
notice. The methodology involves rebalancings and maintenance of the indices that are made periodically during each year and may not, therefore, reflect real-
time information.

Standard & Poor’s, its affiliates, and any third-party providers, as well as their directors, officers, shareholders, employees or agents (collectively S&P Parties) do
not guarantee the accuracy, completeness, timeliness or availability of any Standard & Poor’s index, any data included therein, or any data from which it is based,
including Standard & Poor’s ratings, and S&P Parties shall have no liability for any errors, omissions, or interruptions therein, regardless of the cause, or for the
results obtained from the use of the information provided by the S&P Parties. S&P PARTIES DISCLAIM ANY AND ALL EXPRESS OR IMPLIED WARRANTIES,
INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY, SUITABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE. In
no event shall S&P Parties be liable to any party for any direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential damages, costs,
expenses, legal fees, or losses (including, without limitation, lost income or lost profits and opportunity costs) in connection with any use of the information
contained in this document even if advised of the possibility of such damages.

Standard & Poor’s ratings are statements of opinion as of the date they are expressed and not statements of fact or recommendations to purchase, hold, or sell
any securities or to make any investment decisions. Standard & Poor’s assumes no obligation to update its opinions following publication in any form or format.
Standard & Poor’s ratings should not be relied on and are not substitutes for the skill, judgment and experience of the user, its management, employees, advisors
and/or clients when making investment and other business decisions. Standard & Poor’s rating opinions do not address the suitability of any security. Standard &
Poor’s does not act as a fiduciary. While Standard & Poor’s has obtained information from sources it believes to be reliable, Standard & Poor’s does not perform
an audit and undertakes no duty of due diligence or independent verification of any information it receives.

Standard & Poor’s keeps certain activities of its business units separate from each other in order to preserve the independence and objectivity of their respective
activities. As a result, certain business units of Standard & Poor’s may have information that is not available to other Standard & Poor’s business units. Standard &
Poor’s has established policies and procedures to maintain the confidentiality of certain non-public information received in connection with each analytical process.
Standard & Poor’s Ratings Services did not participate in the development of The Standard &Poor’'s AAA Rated Taxable Municipal Bond Index, The Standard &
Poor’'s AA Rated Taxable Municipal Bond Index, or The Standard & Poor’'s A Rated Taxable Municipal Bond Index (each an “index” and collectively, the “Indices"),
nor does Standard & Poor’s Ratings Services participate in the maintenance, publication, licensing or distribution of the Indices. The credit ratings assigned to
municipal bonds are not the sole criterion for determining membership in the Indices. Credit ratings are statements of opinion as of the date they are expressed
and not statements of fact or recommendations to purchase, hold, or sell any securities or to make any investment decisions. Credit ratings should not be relied on
and are not a substitute for the skill, judgment and experience of financial advisors and/or investors when making investment decisions. Credit ratings do not
address the suitability of any security.

Changes to the credit ratings of bonds included in an index may affect index values. Standard & Poor’s Ratings Services operates separately from the Standard &
Poor’s Indices group which has no access to any confidential information that may be available to Standard & Poor’s Ratings Services. Standard & Poor’s rating
opinions do not take into account the effect of ratings changes on the indices or on the value of any index-based investment product or financial instrument.

Standard & Poor’'s may receive compensation for its ratings and certain credit-related analyses, normaIIy from issuers or underwriters of securltles or from obllgors
Standard & Poor’s reserves the right to disseminate its opinions and analyses. Standard & Poor’s pub ] ]
www.standardandpoors.com_(free of charge), and www.ratingsdirect.com_and www.globalcreditportal.com (subscnptlon) and may be dlstrlbuted through other
means, including via Standard & Poor’s publications and third-party redistributors. Additional information about our ratings fees is available at

www.standardandpoors.com/usratingsfees.

In addition, Standard & Poor's and its affiliates provide a wide range of services to, or relating to, many organizations, including issuers of securities, investment
advisers, broker-dealers, investment banks, other financial institutions and financial intermediaries, and accordingly may receive fees or other economic benefits
from those organizations, including organizations whose securities or services they may recommend, rate, include in model portfolios, evaluate or otherwise
address.
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