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Overview of Municipal Tax-Exemption for Bonds

 Municipal tax-exemption is a subsidy provided by the federal government to state and local 
governments to finance public infrastructure.

Meets Either:
1. Private Business Use Test

• >10% Private Use
• Private means not a government
• Use means as a member of general public

AND
Private Security or Payment Test

• DS on >10% proceeds secured by 
private property  or paid with private 
moneys

OR
2. Private Loan Financing Test

• >$5MM or 5% used to finance loans to 
non-governments

• Valid debt obligations of state and local 
governments

• Interest is federally tax-exempt
• Proceeds are generally used to finance 

activities or facilities owned, operated, or 
used by a government for its own 
purposes

• Financing  purposes can include building, 
maintaining, or repairing various types of 
public infrastructure

Governmental Bonds
(Tax–Exempt)

Private Activity Bonds
(Taxable)

Alternative Minimum Tax
(AMT)

• Exempt Facilities
• Qualified Mortgage Bonds
• Qualified Veterans Bonds
• Qualified Small Issues
• Qualified Redevelopment Bonds
• Qualified Student Loan Bonds
• Qualified 501(c)(3) Bonds

Tax Status of Municipal Issues
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Why is Tax-Exemption Considered a Subsidy to Municipal Entities? 

 Investors want to receive a certain rate of return. If investors have to pay taxes on their returns, they 
will pass the cost of any tax payments through to the borrower.

 Theoretical tax-exempt rate: (1 – Highest Marginal Tax Rate) x Taxable Rate ≈ 80% of Taxable Rate

 Actual tax-exempt ratios vary over time with current tax-exempt rates being 60-80% of allocable 
taxable rates (lower by approximately 1.00%-1.60% for triple-A rated securities)

0.00%

1.00%

2.00%

3.00%

4.00%

5.00%

6.00%

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30

Yi
el

d

Yield Curves

GO AAA BVAL 3/13/2025 TXBL GO AAA Muni BVAL 3/13/2025

Source: Bloomberg



© PFM 4

Examples from Actual Issuances 

 Two examples using actual sale results for issuers who sold tax-exempt and taxable series of bonds 
on the same day with the same structure:

• Issuer A – triple-A rated state sold bonds competitively in August 2023 with a 20-year term (tax-
exempt true interest rate of 3.680% and taxable true interest rate of 4.992%)

• Issuer B – triple-A rated city sold bonds competitively in March 2024 with a 20-year term (tax-
exempt true interest rate of 3.449% and taxable true interest rate of 4.856%)

Issuer BIssuer A

Debt ServicePar AmountDebt ServicePar AmountPer $1 Million of 
Project Costs

$1,362,525$935,311$1,365,702$905,360 Tax-Exempt

$1,526,138 $999,092 $1,510,790 $1,005,130Taxable

$163,613 $63,781$145,087 $99,770 Difference

16%6%15%10%% Increase to Project

Sources: EMMA and internal records 
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What Does This Mean? 

 In addition to tax treatment, bond yields are impacted by a variety of factors including security, credit 
rating and liquidity translating to potentially greater impacts for smaller communities:

• 4.00% tax-exempt rate ≈ 5.00% taxable rate

• 4.50% tax-exempt rate ≈ 5.625% taxable rate

 Additional costs will vary depending upon the interest rate environment

 The additional taxes paid by the investor will be passed through to the issuer and ultimately 
constituents 

 Bottom line: Borrowing for public infrastructure will be more expensive increasing the costs of projects 
and/or decreasing the number of projects which can be done 
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Disclosures

PFM is the marketing name for a group of affiliated companies providing a range of services. All services are provided through separate 
agreements with each company. This material is for general information purposes only and is not intended to provide specific advice or a 
specific recommendation. PFM does not provide tax, legal or accounting advice.

Financial advisory services are provided by PFM Financial Advisors LLC, a registered municipal advisor with the Securities and Exchange 
Commission (SEC) and the Municipal Securities Rulemaking Board (MSRB) under the Dodd-Frank Act of 2010.  

Swap advisory services are provided by PFM Swap Advisors LLC which is registered as a municipal advisor with both the MSRB and SEC 
under the Dodd-Frank Act of 2010, and as a commodity trading advisor with the Commodity Futures Trading Commission. Additional 
applicable regulatory information is available upon request.

Consulting services are provided through PFM Group Consulting LLC.  PFM’s financial modeling platform for strategic forecasting is 
provided through PFM Solutions LLC. 

PFM Financial Advisors LLC clients, which may have been listed, were selected based on non-performance-based criteria to show a 
representation of clients. A full list is available upon request. The list of clients is for informational purposes only and does not constitute an 
endorsement or testimonial 

For more information regarding PFM’s services or entities, please visit www.pfm.com.

Special disclaimer regarding the research and forecasts included in today’s presentation: This research and any forecasts are based on 
current public information, as of the date of this presentation (or as of such date as may be specified in the presentation), that we 
consider reliable, but we do not represent it as accurate or complete, and it should not be relied on as such. The information, opinions, 
estimates and forecasts contained herein are also as of the date hereof and are subject to change without prior notification.

Case studies are provided for information purposes only and do not constitute specific advice or a recommendation. Opinions, results, 
and data presented are not indicative of future performance. Actual results may vary. Inclusion on this list does not represent 
endorsement of PFM’s services.


