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TAX-EQUIVALENT YIELDS  
AND THE NEW TAX LAW

Fixed income investors have many options for meeting 
their investment objectives, including both taxable and tax-
exempt bonds. However, it is important to remember that 
when comparing tax-exempt bonds with taxable bonds, you 
can’t just compare the absolute yields of the two. The value 
of the tax exemption—which will vary by an individual’s 
tax rate—must be considered when seeking to position 
portfolios to maximize after-tax return.

In this blog post, we demonstrate the calculation for tax-
equivalent yield, which is an important tool for assessing 
relative value. We then put this calculation to work by 
taking a closer look at how recent changes to state and 
local tax (SALT) deduction rules could factor into relative 
value. For many investors, curtailment of the SALT 
deduction will likely make in-state bonds more attractive 
on an after-tax basis.

TAX-EQUIVALENT YIELDS

When evaluating a tax-exempt bond, you must go a 
step further than looking only at the absolute yield. You 
must also ask: What is the tax-exempt yield worth after 
you adjust for the tax impact? This is known as the tax-
equivalent yield (TEY), and it allows you to consider tax 
rates when comparing tax-exempt and taxable bonds. 
As a reminder, here is the formula to calculate TEY:

Consider two investors, both investing in the same 
bond offering a 4 percent yield; one in the 24 percent 
tax bracket and another in the 37 percent. The TEY 
calculations are as follows:
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In other words, the TEY “grosses up” the tax-exempt 
yield by the individual’s federal tax rate. Of course, all 
else equal, the TEY will be greater for individuals in 
higher tax brackets.

Figure 1 compares 10-year bond yields across various 
investment grade securities. Today, the TEY exceeds 
the yields on U.S. Treasury or corporate bonds only for 
investors in the highest tax bracket. By contrast, one year 
ago the TEY surpassed or nearly equaled the yields on 
Treasuries or corporates for investors in all tax brackets.

Figure 1: 10-Year Bond Yields Illustrate Shifts in Relative Value

The chart underscores how the relative value between tax-
exempt and taxable bonds can change over time. Investors 
can benefit from closely monitoring price fluctuations 
across investment grade markets and taking individual tax 
rates into account.

TEY IN PRACTICE

TEYs factor prominently in evaluating the impacts of 
the new tax rules, which have placed a $10,000 cap on 
deductions for individuals’ property taxes and state income 
taxes.1 This stifles a significant federal tax deduction that 
many taxpayers could take previously.2
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Tax-Equivalent Yield   =  
Tax-Exempt Yield

(1 - Marginal Tax Rate)

24 percent tax bracket: TEY= .04/(1-.24)  = 5.3 percent
37 percent tax bracket: TEY= .04/(1-.37) = 6.3 percent 

Taxable Municipal Bond       Aa Corporate Bond         U.S. Treasury Bond          12% Tax Bracket        24% Tax Bracket      37% Tax Bracket
Sources: Thomson Reuters TM3 AAA Taxable Municipal Bonds, 10-Year Spot Yield; Bloomberg Barclays U.S. 

Corporate Index, Aa Quality, YTW; U.S. Treasury, 10-Year Yield; Thomson Reuters TM3 AAA GO Municipal Bonds, 
10-Year Spot Yield. Data as of January 23, 2018 and January 23, 2017. 
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TAX-EQUIVALENT YIELDS AND THE NEW TAX LAW

For example, consider a California resident that is 
making $500,000 in annual income, and therefore pays a 
hypothetical $50,000 in state taxes and maybe $10,000 in 
property taxes. Prior to the new tax law, that resident could 
claim a total $60,000 federal deduction. However, now, that 
resident has only a $10,000 deduction.

Importantly, when investors buy an out-of-state municipal 
bond they can no longer deduct the state taxes on that 
bond from their federal taxable income. Therefore, 
demand for in-state municipal bonds—especially from 
investors in high-tax states like California, New York and 
New Jersey—will likely increase.

For example, Figure 2 shows three states with maximum 
state income tax rates of 13 percent, 9 percent and 3 
percent. Prior to the new tax law, if an investor in California 
purchased an out-of-state municipal bond they would 
pay a 13 percent tax rate. That tax payment could then 
be deducted from their federal tax liability. As a result, 
the effective tax rate on that out-of-state municipal bond 
was actually 8.2 percent. Under the new tax law the SALT 
deduction has been limited to $10,000, so the effective tax 
rate on that same bond is now roughly 13 percent.3 

Figure 2: SALT Deduction Cap Has Made In-State Bonds 
More Attractive to Some Investors

Using the concept of TEY, we can “gross up” in-state bond 
yields by the effective tax rates to determine the yield 
required on an out-of-state bond to achieve the same 
yield as an in-state bond. After tax reform, the required 
yield for an out-of-state bond purchase on an after-tax 
basis has risen—especially for high-tax states and top 
marginal taxpayers.

For today’s investors, the need to view the tax-exempt 
market with eyes toward tax efficiency and relative value 
has become increasingly important for maximizing 
after-tax, risk-adjusted returns. Of course, TEY is only 
one of many elements in assessing relative value. In 
our process, discussed in Managing Shifts in Municipal 
Relative Value, we closely monitor tax-exempt municipal/
Treasury ratios, and if they were to become low or high 
by historical standards we would look for a different 
opportunity in a different asset class. For example, if 
ratios fall very low, it may make sense—even on a TEY 
basis—to purchase Treasuries and fewer tax-exempt 
municipals. Relative value should always be assessed 
with each investor’s tax rate taken into account.

Table assumes individual is within a 37 percent tax bracket. The ”effective tax rate” takes into account that prior to tax reform, state 
taxes could be deducted from federal taxable income. However, after tax reform, the state tax deduction is limited to $10,000. In this 

example, we assume that the $10,000 is not meaningful in determining the effective tax rate. 
Sources: 10-Year GO Bond Yields by State, Thomson Reuters The Municipal Market Monitor, as of January 24, 2018. Maximum State 

Income Tax Rates, Bank of America Merrill Lynch, as of August 9, 2017.

Figure 2: SALT Deduction Cap Has Made In-State Bonds 
More Attractive to Some Investors 
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Effective Tax Rate on Out-of-State Municipal Bonds 10-Year GO Bond 
Yield by State

Required Out-of-State Bond Yield to Achieve the 
Same Yield as an In-State Bond

Prior to Tax Reform 
=A*(1-37%)

Post Tax Reform 
=A

Prior to Tax Reform 
=D/(1-B)

Post Tax Reform 
=D/(1-C)

California 13.00% 8.19% 13.00% 2.32% 2.53% 2.67%
New York 9.00% 5.67% 9.00% 2.29% 2.43% 2.52%
Pennsylvania 3.00% 1.89% 3.00% 2.71% 2.76% 2.79%

DISCLAIMER: The opinions and views expressed are those of Breckinridge Capital Advisors, Inc. They are current as of the date(s) indicated but are subject to change without 
notice. Any estimates, targets, and projections are based on Breckinridge research, analysis and assumptions. No assurances can be made that any such estimate, target or 
projection will be accurate; actual results may differ substantially. Nothing contained herein should be construed or relied upon as financial, legal or tax advice. All investments 
involve risks, including the loss of principal. An investor should consult with their financial professional before making any investment decisions. Some information has been 
taken directly from unaffiliated third party sources. Breckinridge believes such information is reliable, but does not guarantee its accuracy or completeness. Any specific 
securities mentioned are for illustrative and example only. They do not necessarily represent actual investments in any client portfolio.

1. On December 22, 2017, President Donald Trump signed H.R. 1, Tax Cuts and Jobs Bill Act, and H.R. 1370 into law. Taxpayers who itemize will be able to deduct their 
state individual income, sales and property taxes up to a limit of $10,000 in total starting in 2018. Currently the deduction is unlimited.

2. The average SALT deduction in the U.S. in 2015 was $12,471 for the 44 million taxpayers who claimed it, according to the Tax Policy Center.
3. In this example, we assume that the $10,000 is not meaningful in determining the effective tax rate.
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