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We speak with clients all the time about three major asset classes: stocks, bonds and cash. Bonds cover a 

broad category, and there are many different types. In this primer, we want to discuss some features of 

bonds and dive into three of the most common types.  

 
 
What is a bond?  
 
If you heard the word “bond” growing up, it was likely a reference to the paper savings bonds you might 

have received from a family member. A bond’s mechanics are relatively simple - you loan an entity money 

for some period of time, and receive that money back later, plus interest. 

 

In the case of savings bonds, the entity is the US Government. There are many types of entities that issue 

bonds, and we’ll cover three: the federal government (treasuries), state and local governments (municipal 

bonds) and companies (corporate bonds).  

 

At the time you purchase a bond, you know two important things - the coupon rate and the maturity date. If 

I buy one 10-year bond with a 5% coupon, I know I’ll receive $50 per year for the next 10 years. This is why 

bonds are sometimes referred to as “fixed income” investments - you know the income (coupon) amount 

upfront, and it’s typically a fixed rate that doesn’t change.  

 

 
Types of Bonds:  

 

(1) Treasury Bonds - These are bonds issued by the US Government. They are backed by the “full 

faith and credit” of the United States, and as such are considered “risk-free” from default (meaning, 

your principal is not considered to be at risk, as the United States has never defaulted on its debt). 

Treasury bonds are liquid, which means you can trade them any day in the secondary market as 

needed.  

 

Brain Teaser of the Month: Who was the first woman inducted into the Rock and Roll Hall of Fame?                                                                                                                       
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(2) Municipal Bonds - These are bonds issued by municipalities and agencies. Examples of 

municipalities include towns, cities and villages. Agencies are the various entities that make our 

cities and towns run - for example, the NYC Municipal Water Authority and the NY State Thruway 

Authority are types of agencies.  

 

There are two basic types of Municipal bonds: General Obligation (GO) and Revenue. “General 

Obligation” simply means that the bonds are an obligation of the municipality, and as such are 

backed by the “full faith and credit” of that municipality. They’re paid back via taxes, typically 

property taxes but potentially income tax, sales tax, etc.[i] For example, a “New York City GO” is a 

bond issued by New York City, and bondholders are paid back by the taxing power of NYC. If NYC 

doesn’t collect enough property taxes to pay back bondholders, conceivably they could raise taxes 

until they have enough money to pay them back.  

 

A revenue bond is backed by a specific pledge of revenue, which would be detailed in the bond’s 

Official Statement.[ii] Sometimes, the revenue source is obvious (Port Authority bonds are backed 

by several revenue sources, including the revenue generated by tolls and subway fares). Many 

revenue bonds are backed by multiple sources of revenue. For example, NYC Transitional Finance 

Authority bonds are backed by income tax revenues, as well as sales tax revenue.  

 

(3) Corporate Bonds - These are bonds issued by companies. There are many different types, and 

some have interesting structures. For example, you could buy convertible bonds that are 

exchangeable into shares of the company’s stock. There are also floating rate bonds, where the 

coupon is variable instead of fixed. 

 
 
Key Features of Bonds: 

 

• Maturity - Treasuries, Municipals and Corporates can each have a wide range of maturities: 

o You can buy treasuries as short as 1-month and as long as 30-years. The major tenors that 

you’ll often hear quoted in the media are the 3-month, 12-month, 5-year, 10-year and 30-

year. A treasury with a maturity that’s less than 1-year is called a “Treasury bill” or “T-bill.”[iii] 

o Municipal bonds maturities generally range from about 1-30 years  

o Corporate bonds can range quite a bit (we’ve seen 100-year bonds issued), but typically 

you’ll see most bonds in the 1-10 year maturity range.  

 

• Denominations - Almost all bonds have the same initial purchase price when they’re issued: 

$1,000 each. There are some exceptions (for example, a $25 par preferred can be purchased for 

$25 each). Municipal bonds are usually sold in $5,000 increments, meaning you would buy 5 

bonds, 10 bonds, 15 bonds, etc. but almost never are you buying something like 12 municipal 

bonds.  

 

• Tax Characteristics - Corporate bond income is subject to taxes. The income from Treasury 

bonds is subject to federal tax, but free from state and local tax. Municipal bonds can be federal, 

state and local tax-free, depending on your state of residence.[iv] For example, a New York state 

resident who receives income from a New York municipal bond would be “triple tax-exempt” - free 
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from federal, state and local taxes. If that New York state resident buys a Florida municipal bond, 

the income would be exempt from federal tax but still subject to state and local taxes. There are 

also some types of municipal bonds that are fully taxable. 

 
 
Credit Quality: 

 

Perhaps the most crucial difference between the categories of bonds above is their creditworthiness. What 

backs this bond? How sure are we that the entity will be around in 30 years to pay us back?   

 

Treasuries are backed by an entity so safe; the market considers them “risk-free” from default. 

 

Municipal bonds are generally considered safer (on the whole) than corporate bonds for a number of 

reasons. First, businesses go bankrupt all the time. Cities and towns generally don’t (it does happen!).  

We’ve all heard of situations where a seemingly stable business blows up overnight (see: Enron), but 

municipalities have many levers to pull before they have to declare bankruptcy. For example, they can 

raise taxes, they can appeal to their state for a cash infusion, they can shut down non-essential services - 

all in an effort to continue to pay bondholders. When a municipality is in financial trouble, it typically takes 

years to play out, hopefully giving bondholders enough time to assess and perhaps sell their bond at a 

loss, if needed.  

 

Corporate bonds vary widely in terms of their credit quality. To help assess how credit-worthy a bond is, the 

market relies on credit ratings from the three major ratings agencies: Moody’s, S&P Global and Fitch. 

Using S&P’s scale, the highest credit rating is AAA (triple A), followed by AA+, AA, AA- (double A), then 

A+, A, A- (single A), then BBB+, BBB, BBB- (triple B) and so on.  

 

An “Investment Grade” corporate bond is a bond rated BBB- or higher. A “High Yield” corporate bond is a 

bond rated BB+ or lower.[v] 

 

Note that these credit ratings don’t necessarily mean a bond is a better or worse investment. For that, you 

would need to evaluate additional factors of the bond, such as price, coupon and duration. Bonds, like all 

investments, offer a certain amount of risk and a certain amount of reward. The tricky part is that the 

risk/reward is constantly changing along with changes in the economy, the interest rate environment and 

inflation expectations. 

 

You would also need to consider what the portfolio is looking to accomplish when buying a bond. Is there a 

need for income? What is the appetite for risk? Given all these factors, it’s impossible to make blanket 

statements here about what bonds are appropriate in a person’s portfolio at any given time.  

 

We look forward to discussing more. As always, conversations about taxes should include your tax advisor.  
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Disclaimers: 

The views expressed herein are those of the author and do not necessarily reflect the views of Morgan Stanley Wealth 

Management or its affiliates.  All opinions are subject to change without notice.  Neither the information provided nor any 

opinion expressed constitutes a solicitation for the purchase or sale of any security.  Past performance is no guarantee of 

future results. 

 

Interest on municipal bonds is generally exempt from federal income tax. However, some bonds may be subject to the 

alternative minimum tax (AMT). Typically, state tax-exemption applies if securities are issued within one’s state of residence 

and, local tax-exemption typically applies if securities are issued within one’s city of residence. The tax exempt status of 

municipal securities may be changed by legislative process, which could affect their value and marketability. 

 

Bonds are affected by a number of risks, including fluctuations in interest rates, credit risk and prepayment risk.  In general, 

as prevailing interest rates rise, fixed income securities prices will fall.  Bonds face credit risk if a decline in an issuer's credit 

rating, or creditworthiness, causes a bond's price to decline.  Finally, bonds can be subject to prepayment risk. When interest 

rates fall, an issuer may choose to borrow money at a lower interest rate, while paying off its previously issued bonds. As a 

consequence, underlying bonds will lose the interest payments from the investment and will be forced to reinvest in a market 

where prevailing interest rates are lower than when the initial investment was made.  NOTE: High yield bonds are subject to 

additional risks such as increased risk of default and greater volatility because of the lower credit quality of the issues.   

 

Convertible securities are convertible to equity at the option of the holder. The market value of 

the securities, and the underlying common stock into which they are convertible, will fluctuate. In particular, securities whose 

value depends on the performance of an underlying security entail potentially higher volatility and risk of loss compared to 

traditional bond investments. You should be aware that the market value of convertible bonds may not correspond directly to 

increases or decreases in the underlying stock. 

 

The interest rate on a floating-rate security may be lower than that of a fixed-rate security of the same maturity. The 

reference rate could be an index or an interest rate. There can be no assurance that the reference rate will increase. The 

interest rate is subject to change and the projected yield to maturity at purchase may or may not be realized due to changes 

in the reference rate. Some floating rate securities specify rate minimums (floors) and maximums (caps). Some floating-rate 

securities may be subject to call risk. 

 

Morgan Stanley and its Financial Advisors do not provide tax or legal advice. Individuals should seek advice based on their 

particular circumstances from an independent tax advisor. 

 

Morgan Stanley Smith Barney LLC.  Member SIPC. 

CRC 4302148 03/2025 
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