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PORTFOLIO STRATEGIES

Tax-Advantaged Income
From Muni Closed-End
Funds and ETFs

Closed-end muni bond funds or muni bond
ETFs may make sense for those in high tax
brackets in search of income.

BY JOHN DEYSHER, CFA

If your combined federal, state and local tax bracket
is high and you're looking for a way to earn tax-free inter-
est, consider municipal securities (aka munis). Munis are
issued by state or local governments to fund operating and
capital project needs.

In most cases, interest earned on muni bonds is exempt
from federal taxes and may be exempt from state and local
taxes. Municipalities need a way to compete for investor
capital, and keeping the interest tax-free (in most cases)
accomplishes that.

Why Consider Muni Bonds Now?

Tax rates are unlikely to come down soon, as most gov-
ernments need to keep them high to fund operating and
capital requirements. Many municipalities are issuing
more bonds to cover budget shortfalls, giving investors a
wide selection of tax-advantaged securities.

The tax-adjusted yields are attractive too. As of July
2026, the 10-year Treasury bond yields about 4.5%. The
10-year muni bond yield is approximately 3.25% for
A-rated national issuers. If you're in the 37% maximum
federal tax bracket, your taxable equivalent yield on the
10-year A-rated muni bond is around 5.16%, which makes
it competitive relative to taxable Treasurys. (The taxable
equivalent yield is also advantageous for those in the 32%
and 35% tax brackets.)

There are many options available to tailor a muni bond
portfolio to your specific circumstances. Besides actual
bonds with different credit ratings and maturities, there
are closed-end and open-end muni bond funds and muni
bond exchange-traded funds (ETFs).

John Deysher, CFA, is president and portfolio
manager of the Pinnacle Value Fund, a
diversified, SEC-registered mutual fund
specializing in the securities of small and
micro-cap firms. He has managed equity
portfolios for over 30 years. Find out more at
www.aaii.com/authors/john-deysher.

Municipal Bond Risks

While the benefits of muni bond ownership are clear,
there are risks to be aware of.

Interest rate risk means that an uptick in interest
rates will cause a bond's value to fall. Duration mea-
sures how a bond’s price will react to changes in interest
rates. Longer-duration bonds will fall more, while shorter-
duration bonds will fall less. If you hold a bond until matu-
rity, you will normally get your principal back, barring any
credit issues. Interest rates fell for almost 40 years before
starting to climb in the autumn of 2020. Whether rates will
climb higher remains to be seen, so it may make sense to
stay with shorter-duration securities for now.

Credit risk is the risk of default and the possibility that
interest or principal may not be paid according to schedule.
With some municipalities facing budget woes, this could
happen, although default rates among muni bond issu-
ers are historically low. You can reduce the risk of default
by staying with general obligation or revenue bonds from
mainstream issuers—not private purpose entities like
sports stadiums—with solid credit ratings.

Early call risk is the risk that the issuer can call or
redeem your bond before maturity. This may occur if inter-
est rates fall after the initial issuance, allowing the munici-
pality to call the older issue and replace it with a new one at
a lower interest rate. The bondholder is faced with getting
principal back early and scrambling to invest it at similar
rates and maturities—which may no longer be available
in the market. If you buy individual bonds, make sure the
bond is not callable at a price below what you paid. If it is,
make sure the interest rate justifies the risk of an early call.

Finally, for interest to be exempt from all taxes, you'll
need a bond issued by your state of residence. Residents of
high-tax states like California and New York benefit most
from this exemption. Muni bond interest may also subject
you to the alternative minimum tax (AMT).

Although muni bond interest is not subject to federal
taxes, the Internal Revenue Service (IRS) does include it in
your combined income when determining how much of
your Social Security benefit is taxable. Muni bond interest
isalso included in modified adjusted gross income (MAGI)
for determining your Medicare premiums two years out
(e.g., 2028 premium is based on 2026 MAGI).

Consult a tax professional if you have questions.
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Differences Between the Three Types of
Muni Bond Funds

Once you've decided that muni bonds have a place in
your portfolio, which vehicle do you choose: individual
bonds, open-end mutual funds, closed-end funds or ETFs?

If your portfolio is large enough to accommodate sev-
eral issues for diversification and you know your way
around the municipal market, individual bonds can make
sense. For most other investors, open-end mutual funds,
closed-end funds or ETFs may be better choices. Let’s
review the latter three.

Open-End Mutual Funds

Most investors are familiar with the structure of an
open-end mutual fund. The fund is registered with the
U.S. Securities and Exchange Commission (SEC) under the
Investment Company Act of 1940 and issues or redeems
shares at net asset value (NAV) at the end of any day the
markets are open. The share price reflects the NAV with
no premium or discount. There are no limits on how many
shares may be issued, though a fund can close itself to new
investors or investment.

Most mutual funds are actively managed. Sharehold-
ers pay a percentage of assets (expense ratio) to cover the
expenses of managing the fund. Distributions of realized
net capital gains and net investment income (NII) must be
made by the fund at least annually, although many mutual
funds pay quarterly or monthly. [Editor’s note: A listing of
no-load muni mutual funds can be found in AAIIl's Guide to
the Top Mutual Funds at www.aaii.com/guides/mfguide.]

Closed-End Funds

Closed-end funds are slightly different. A finite pool
of capital is raised, and there is no continued offering of
shares. (Some closed-end funds may conduct secondary or
follow-on offerings, though these are infrequent and lim-
ited in size.)

Shares are traded on a stock exchange at a market price
determined by supply and demand. Excess demand some-
times causes a closed-end fund to trade at a premium to
its NAV, while excess supply may cause the market price to
trade at a discount.

Like open-end funds, most closed-end funds are
actively managed, charge an expense ratio and make regu-
lar distributions.

Exchange-Traded Funds

ETFs represent a hybrid of the open- and closed-end
structures. Like both, an ETF is a pool of securities with a
dedicated purpose: to mimic a particular index or invest in
a specific industry or country.
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ETFs are often passively managed and have lower
expense ratios. Like open-end mutual funds, ETFs can
issue an unlimited number of shares. Like closed-end
funds, ETFs trade on an exchange.

Mechanisms exist to keep ETF prices at or near their
NAYV, but ETFs with lower volume or following special-
ized strategies may trade at a premium or discount to
their NAV. [Editor’s note: A full listing of muni ETFs can
be found in the Guide to the Top ETFs at www.aaii.com/

guides/etfguide.]

Evaluating Closed-End Muni Bond Funds

Table 1 lists 27 closed-end national muni bond funds
that have been around for at least 10 years and have
investment-grade portfolios. Let’s review some of the
important features.

Solid Credit Rating

While one of the attractions of a fund is diversification
across many different issues, it's always good to see a high
average credit rating of at least BBB or better. This is con-
sidered investment grade and reduces, but doesn’t elimi-
nate, the risk of an individual bond defaulting.

10-Year Record or Better

This is long enough to see how a fund does through a
market cycle. Examine how the NAV performance com-
pares to that of its benchmark. The share price results
are less important since the portfolio manager can’t con-
trol the premium or discount. However, closed-end fund
managers can impact the NAV via astute security analysis,
portfolio management and share buybacks.

Premium/Discount History

Evaluate how the premium or discount to NAV moves
over a multiyear period. A significant discount alone is no
reason to buy a closed-end fund, but if all else is accept-
able, it’s better to buy when the discount is widest. Like-
wise, when selling, try to sell when the premium is widest.
Knowing the historical fluctuations of discounts and pre-
miums will help you do this.

Low Turnover

High turnover generates taxes. We at Pinnacle gener-
ally prefer low turnover and longer holding periods to cap-
ture the true potential of a security. The average turnover
of the funds in Table 1 is 22.9%, meaning that the average
holding period is about 4.3 years.

Constant or Declining Shares Outstanding
Generally, we don't favor closed-end funds that raise
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capital via rights or secondary offerings. We normally
prefer smaller asset bases to larger ones, which can some-
times lead to a lowering of standards to keep the portfo-
lio fully invested. We like funds that repurchase shares at
prices below NAV, which is accretive to NAV. This informa-
tion may be found in a fund’s annual report.

No Returns of Capital

Many funds attempt to attract investors by maintain-
ing an above-average yield funded by a return of capital
or principal. Essentially, this means giving investors their
money back, which results in a declining NAV and share
price over time. This information is disclosed in a fund's
annual report.

Low Expense Ratio

Since the expense ratio directly reduces shareholder
returns, we prefer lower ratios. The expense ratios shown
in Table 1 include both operating and interest expenses.
You'll notice that the six funds with minimal leverage have

low expense ratios since there are minimal interest costs.

Leverage

Virtually all the funds shown in Table 1 employ some
leverage to enhance returns. The leverage may occur
by issuing some type of floating rate security (often pre-
ferred shares) with dividends tied to short-term interest
rates. Proceeds from the preferred issuance are invested in
higher-yielding, longer-maturity muni bonds. The higher
interest earned on the long bonds more than offsets the
preferred dividends, and common shareholders pocket the
difference.

However, if the yield curve becomes inverted—that is,
short-term rates become higher than long-term rates—
trouble ensues. The cost of the preferred dividends
becomes greater than the interest earned on the longer-
term bonds. Since preferred shareholders are always paid
before common shareholders, there may be little left over
to pay the common shareholder, which may cause the
common share price to fall.

Duration
TABLE 1 The duration of a
Muni National Bond ClOSGd'End FundS Closed_end muni bond
3¥r 3Yr fund indicates how much

Ann'lizd Premium/ Average Average Leverage Turnover Expense Total interest rate risk is embed-

Return (Discount) Yield Duration Credit Ratio Ratio Ratio  Assets . .
Fund Ticker (%) ( (%) : (%) (Years) Rating (%) (%) (%) (8 Mil) ded l'n the portfoh‘o. As
Aberdeen National Muni Income Fund ~ VFL 43 (1200 58 188 A 15 210 3.6 140 mentioned previously,
BlackRock MuniHoldings Fund Inc MHD 36 (105 6.0 145 A M3 110 33 2100 interest rates and bond
BlackRock MuniYield Quality MmQy 3.8 (7.9) 6.0 14.7 A 41.4 11.0 3.3 1,700 values move in opposite
BlackRock MuniYield Quality Fund Il MYI 42 (92 61 144 A 413 120 33 12300 directions, with the lon-
BlackRock Muni Assets MUA 67 (45 61 114  BBB 324 80 25 550 est durations fluctuatin
DWS Muni Income Trust KTF 40  (60) 78 124 A 360 2.0 3.1 360 g g
Eaton Vance Muni Income Trust EWN 44 (57) 56 106 A 314 470 25 440 the most, up or down.
Federated Hermes Premier Munilne ~~ FMN 48 (110) 48 88 A 40.6 6.0 37 100 For example, if a fund
Invesco Advantage Muni Income Trust Il VKI 43 (73) 71 147 A 36.5 240 33 400 has a duration of eight
Invesco Insured Muni Income Trust [IM 43 (6.5 72 133 A 34.0 190 29 600 years and interest rates
Invesco Muni Opportunity Trust VMO 4.2 (8.3) 74 144 A 36.0 250 33 660 rise by one percentage
Invesco Muni Trust VKQ 43 (85 74 148 A 371 300 32 560 . . .
Invesco Quality Muni Income Trust 10l 44  (81) 74 138 A 38 170 29 540 point (1,00 basis points),
Invesco Trust for Investment Grade Munis VGM 4.4 (7.9) 7.3 147 A 359 300 3.1 580 the fund’s value will fall by
Nuveen AMT-Free Muni Value Fund NUW 38  (80) 41 95  AA 72 2.0 08 260 8%. Conversely, if interest
Nuveen AMT-Free Quality Muni Inc NEA 37  (73) 70 135 A 40.4 150 35 3,500 rates fall by one percent-
Nuveen Muni Income NMI 51 (18) 4.2 8.7 BBB 3.0 8.0 0.8 130 age p01nt1 the fund's Value
Nuveen Munl.Value Fund NUV 3.8 (4.5) 4.3 9.0 AA 6.1 370 0.7 1,900 will rise by 8%.
Nuveen Quality Muni Income Fund NAD 3.9 (7.5) 70 139 A 422 210 3.8 2,800
Nuveen Select Maturities Income Fund ~ NIM 3.7 (8.3) 3.7 5.0 AA 0.4 17.0 06 120
Nuveen Select Tax-Free Income Portfolio NXP 4.4 0.0 4.5 8.6 AA 3.7 22.0 0.3 900
MacKay Term Muni Opportunity Fund ~ MMD 35 (5.4) 53 80 A 341 560 2.8 310 Short- vs. Long-
PIMCO Muni Income Fund Il PML 29 (38 63 139 A 420 400 42 1,000 Duration Funds
Putnam Muni Opportunities Trust PMO 5.5 9.1) 59 1238 BBB 33.7 320 31 310 . .
Western Asset Intermediate Muni Fund ~ SBI 3.7 (108 65 6.1 A 295 6.0 26 120 Which is better, a
Western Asset Managed Muni Portfolioc MMU 41 (9.6) 63 7.7 A 329 140 27 600 short- or long-duration
Western Asset Muni High Income Fund ~ MHF 41 (31) 58 76 A 1.7 60 09 160 portfolio? It depends on
Averages 4.2 (7.1) 6.0 1.7 29.5 22.9 2.6 820 where you think interest

Source: Morningstar and CEFData.com. Data as of 6/30/2026.

rates are headed. If you
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expect interest rates to rise, you're bet- TABLE 2

ter off with a short-duration portfolio
that will fall less. If you expect inter-

Muni National Bond ETFs

est rates to fall, you're better off with a A3'\I{_'d A A . : g'l‘afe

] . . . 17 nn'liz verage Average Turnover Expense Class
!ong duration portfolio, which will r_lse Return Yield Duration Credit Ratio  Ratio Assets
in value more than a short-duration ETF Ticker (%) (%) (Years) Rating (%) () ($Mil)
portfolio. ALPS Intermediate Municipal Bond ETF MNBD 45 33 5.0 AA 98.0 0.4 56

Fund investors should assess this BNY Mellon Municipal Opportunities ETF~~ BMOP 4.5 3.8 6.9 AA 451 0.5 1,780
carefully. Holders of individual bonds C.aplt-al Grou‘p.Mun|C|paI Income ETF CGMU 46 33 5.3 AA 29.0 03 6380
11 v b id off at turit Fidelity Municipal Bond Opportunities ETF~ FMUB 4.8 3.3 5.8 AA 39.0 0.3 221

will normally be paid oll at maturity First Trust Managed Municipal ETF FMB 38 35 69 A 320 04 2056
regardless of duration even if rates go Hartford Municipal Opportunities ETF HMOP 44 33 55 A 430 03 780

against them in the interim. However,
bond fund owners are more vulner-
able to interest rate risks since there is
no moment at which all bonds mature
simultaneously. Bonds are constantly

iShares Intermediate Muni Income Active ETF INMU 4.6 3.3 5.0 A 66.0 0.3 527
JPMorgan Municipal ETF
MacKay Muni Intermediate ETF MMIT 38 3.4 5.7 AA 42.0 0.3 1470
Overlay Shares Municipal Bond ETF (0)7V] 52 38 7.4 AA 7.0 0.8 43
PIMCO Intermediate Municipal Bond ETF~ MUNI 3.9 3.2 5.3 AA 26.0 0.4 3075
PIMCO Municipal Income Opportunity ETF~ MINO 4.8 3.6 6.9 A 47.0 0.4 724

JMUB 38 35 6.1 AA 38.0 02 8078

maturing, with the proceeds being Averages

44 34 6.0 42.7 0.4 2,099

reinvested to maintain a maturity and
duration consistent with the prospec-
tus. The NAV will fluctuate with inter-
estrates, and the proceeds from selling a fund may be more
or less than the cost.

At this point in the interest rate cycle (mid-July 2026),
we suggest considering short-duration funds. In our opin-
ion, investors are not compensated with enough additional
yield to justify the risk of longer durations. The average
duration shown in Table 1 is 11.7 years. However, there are
several shorter-duration funds that generate only slightly
lower yields with comparable expense ratios.

Are Muni Bond ETFs a Better Alternative?

Table 2 shows 12 national (not state specific) ETFs. You'll
notice a couple of differences from the national closed-end
funds table. First, since ETFs normally trade at or close to
NAV, there is no Premium/(Discount) column. Next, since
these ETFs employ no leverage, the Leverage Ratio column
is not required.

As in the case of the muni bond closed-end funds in
Table 1, Table 2 shows the averages for muni bond ETFs.
The average current yield for the closed-end funds is
higher (6.0%, versus 3.4% for the ETFs), likely because
the closed-end funds have a much longer average dura-
tion. The average expense ratio for the closed-end funds
is higher (2.6%, versus 0.4% for the ETFs) and reflects the
leverage employed by the closed-end funds. The average
ETF turnover is almost twice that of the closed-end funds
(42.7%, versus 22.9% for the closed-end funds). This may
occur because the ETFs are subject to an ever-changing
capital base. The average three-year returns are compara-
ble, although the ETFs have a shorter average duration (6.0
years, versus 11.7 years for the closed-end funds).
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Source: Morningstar. Data as of 6/30/2026.

Conclusion

For many individual investors in high tax brackets in
search of tax-free income from a diversified portfolio,
closed-end muni bond funds and muni bond ETFs make
sense as alternatives to individual bonds. They are fairly
liquid and may be purchased through most brokerage
firms. Each provides a wide array of choices, including
duration, credit rating and leverage.

Closed-end funds can often be purchased at a discount
to their NAV during periods of market turmoil, providing
the opportunity for additional gains if the discount nar-
rows. While ETFs rarely trade at a discount, they are very
liquid and often have lower expense ratios. The muni bond
ETFs shown here offer a lower yield but have a shorter
duration, making them less exposed to rising long-term
interest rates. Both ETFs and closed-end funds are exposed
to credit risk. Even if a default happens outside of your
portfolio, the negative psychology could impact the value
of your fund. While investing in closed-end funds and
ETFs is very convenient, make sure you know the risks. m
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