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About Municipal Bonds
TRUTH 1 Historically, default rates for rated municipal bonds have been less than 1%.1
When states and local municipalities face budget challenges, some investors may shy away from state and locally issued
municipal bonds. Unlike companies, however, state and local governments cannot simply go out of business and disappear.
Furthermore, most states are actually required to balance their budgets each year and debt is usually at or near the top of
their budget priorities. As a result, for all but three states debt service was less than 10% of total government expenditures
for fiscal year 2010.2 Any default would taint a municipalities’ name in the public-debt markets and likely significantly
increase the cost of future borrowing (if they were able to access the markets at all). That’s why municipalities generally
avoid defaults and close budget gaps with lower expenditures and higher taxes. Remember as well that higher taxes can
make municipal bonds more attractive.

TRUTH 2 Bankruptcies do not always equal municipal defaults.
In the relatively few cases of municipalities filing for Chapter 9 bankruptcy, the debt has generally been left untouched
with very few defaults. Among the limited number of defaults by rated municipal issuers (71 according to Moody’s from
1970–2011), the average recovery rate was 65 cents on the dollar.3

TRUTH 3 Interest rates are unpredictable. Investors waiting on the sidelines may miss out on current

income opportunities.
When interest rates rise, it’s true that bond prices generally fall.
However, when interest rates rise, bond investors also have the
opportunity to invest in new, higher-yielding bonds. As history
has shown, even experts can’t precisely predict when, in which
direction or by how much long-term interest rates will change.
Thus, investors sitting on the sidelines may miss out on
potential income.
For municipal bond investors, income has its advantages. Over
the long term, income historically has contributed much more to
municipal bond total returns than price appreciation (chart 1).4
And over the short term, income has helped to cushion overall
municipal bond total returns when prices declined (chart 2).
Although the prices of municipal bonds declined in 9 of the 20
calendar years illustrated here, the bonds’ income helped offset
the price movements. In fact, after considering income, only
3 of the 20 calendar years experienced negative returns.5 Please
remember, past performance does not guarantee future results.
The charts are for illustrative purposes only and do not reflect the
performance of any Franklin, Templeton or Mutual Series fund.

Chart 1: Income Has Driven Long-Term Total Return4
Barclays Municipal Bond Index
20-Year Period Ended December 31, 2012
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Chart 2: Income Helped Cushion Short-Term Total Return5
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1. Source: Moody’s Investors Service, March 2012. Historical data does not guarantee future results.
2. Source: Standard & Poor’s, May 2011.
3. Source: Moody’s Investors Service, March 2012. Historical data does not guarantee future results.
Most recent data available.
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4. Source: Barclays,
1 12/31/12. Total
1 return includes compounded2income and capital appreciation.
Indexes are unmanaged, and one cannot invest directly in an index.
5. Source: © 2013 Morningstar, as of 12/31/12. All rights reserved. The information contained herein:
(1) is proprietary to Morningstar and/or its content providers; (2) may not be copied or distributed; and
(3) is not warranted to be accurate, complete or timely. Neither Morningstar nor its content providers
are responsible for any damages or losses arising from any use of this information. Total return
includes compounded income and capital appreciation or depreciation. Indexes are unmanaged, and
one cannot invest directly in an index.

TRUTH 4 Municipal bond investors face a staggering number of choices.
The municipal bond market currently includes approximately 50,000 issuers and roughly 2 million
outstanding issues.6 Within this vast and very diverse universe, municipal bond investors must
carefully evaluate individual bonds based on numerous factors including their respective sectors,
maturities, yields, covenants and bondholder protections.
Take “sectors,” for example. Each sector within the municipal bond market is subject to different
risks and economic pressures. For instance, hospitals generate a significant portion of revenues from
Medicare and Medicaid. In contrast, general obligation bonds are secured by the issuer’s power of
taxation. Thus, an AA-rated hospital bond does not necessarily represent the same credit quality as
an AA-rated general obligation bond. This extends to the issuer level as well where one issuer within
a sector being very different from another within the same sector.
To add to the confusion, the volume of insured municipal bonds coming to market has dramatically
decreased since 2007 leading to a much more diverse marketplace. Against this complex backdrop,
a strong research team can help identify what it considers to be attractive investment opportunities
and potential problems.

TRUTH 5 Municipal bond fund managers can take very different approaches to investing.
For example, in an effort to boost their funds’ yields, some managers use leverage, invest in derivatives
or invest heavily in lower-quality sectors. In the municipal bond market, leverage is generally associated
with greater volatility of principal. Thus other managers like Franklin, stick to a conservative, “plain
vanilla” approach, to maximize income. It’s wise for investors to be aware of the differences so they
can make sure their municipal bond fund has a management approach that matches their individual
financial goals, time horizon and risk tolerance.
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“Today, with the
complexities associated
with the difficult state

Do Franklin Tax-Free Income Funds Have a Place in Your Portfolio?

and local budget

Franklin tax-free income funds invest in municipal bonds. To help meet your individual investment
needs, we manage 34 funds, including national- and state-specific, investment-grade and high-yield,
and long-, intermediate- and limited-term funds. The funds seek to provide monthly income free from
regular federal, and depending on the fund and the investor’s state of residency, state and local income
taxes.7 For over thirty years, Franklin tax-free income fund managers have adhered to a conservative
approach to generate tax-free income for shareholders. We encourage you to work with your financial
advisor to determine if these funds are the right choice for you.

environment, the value
of an experienced
municipal bond research
team is even greater.”

What Are the Risks?
All investments involve risks including possible loss of principal. Municipal bonds are affected by
interest rate movements. Municipal bond prices, and thus, a tax-free income fund’s share price,
generally move in the opposite direction of interest rates. As the prices of the municipal bonds in
a fund portfolio adjust to a rise in interest rates, the fund’s share price may decline. Changes in the
credit rating of a bond, or in the credit rating or financial strength of a bond’s issuer, insurer or
guarantor, may affect the bond’s value. For more detailed information about risk, please review
a current Franklin tax-free income fund prospectus.
Investors should carefully consider a fund’s investment goals, risks, charges and expenses before investing.
To obtain a summary prospectus and/or prospectus, which contains this and other information, talk to your
financial advisor, call us at (800) DIAL BEN/342-5236, or visit franklintempleton.com. Please carefully read
a prospectus before you invest or send money.
6. Source: SIFMA, 12/31/10. Most recent data available.
7. For investors subject to the alternative minimum tax, a small portion of fund dividends may be taxable. Distributions of capital gains are generally taxable.
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