
The De Minimis Tax Rule

Rising rates generally mean falling bond prices, resulting in more bonds being purchased at a discount to their face value. 
This market shift may result in tax-exempt municipal bonds being subject to market discount rules for federal income tax 
purposes. It is important that investors understand the potential tax risks associated with municipal bonds bought at a 
discount. 

Generally, interest on municipal bonds is exempt from federal income tax. When a municipal bond is purchased at a 
discount, however, the discount may be subject to federal income tax when the bond matures or is otherwise disposed of. 
The tax rate applicable in this situation – either the capital gains tax rate or the ordinary income tax rate – is determined 
by applying a provision known as the "de minimis tax rule."

What is the De Minimis Tax Rule? 

The de minimis tax rule says that if the discount on the bond is less than a minimum threshold (i.e. the discount is "de 
minimis"), then the discount is taxed at the capital gains tax rate, which is generally a maximum of 20%. If the discount 
is equal to or greater than the threshold, then the discount is taxed at the rate for ordinary income, which may be as high 
as 37% under current law. The de minimis threshold is defined as 0.25% of the bond’s face amount for each full year from 
the purchase date to maturity.

How to Calculate the De Minimis Threshold 

The below equation can be useful when determining if the de minimis tax rule applies to a municipal bond purchased at a 
discount and whether the discount is taxed as capital gain or ordinary income when the bond matures or is otherwise 
disposed of. 

De Minimis Threshold Calculation:

1. Multiply the face value of the bond (i.e. the price when issued) by 0.25%.

2. Take the result above and multiply it by the full number of years between the time you 
purchased the discounted bond and the bond’s maturity.

3. Subtract the above result from the face value to determine the de minimis threshold.

The content herein is for informational purposes only and should not be considered tax advice. AAM does not provide tax advice.  
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To illustrate, let’s consider a tax-exempt municipal bond issued at par with 
15 years to maturity. Using this equation, we can determine the de minimis 
threshold as follows: 

1. 100 * 0.25% = 0.25

2. 0.25 * 15 = 3.75

3. 100 - 3.75 = 96.25

If the purchase price of the municipal bond is less than or equal to the de mini-
mis threshold amount of 96.25, the discount is generally subject to the 
ordinary income tax rate. 

If the purchase price of the municipal bond is greater than the de minimis 
threshold amount of 96.25, the discount is generally subject to the capital 
gains tax rate. If the bond was held for more than one year, the applicable tax 
rate should be the long-term capital gains rate.

If the municipal bond is purchased at a premium, meaning greater than 100% 
of its par value, there should generally be no taxable event associated with the 
purchase price of the bond.

This content is for information purposes only and does not pertain to any security product or service and 
is not an offer or solicitation of an offer to buy or sell any product or service. 

The opinions expressed herein belong to Advisors Asset Management, Inc. (AAM). AAM may make a market in or have 
other financial interests in any given security with which this analysis suggests may be benefited from its conclusions. 
We do not pass on the suitability of any security for any client or party. Unless otherwise stated, all information and 
opinion contained in this publication were produced by AAM. Due to rapidly changing market conditions and the com-
plexity of investment decisions, supplemental information and other sources may be required to make informed invest-
ment decisions based on your or your clients’ individual investment objectives and suitability specifications. All expres-
sions of opinions are subject to change without notice. Past performance does not guarantee future results.

An investment in Municipal Bonds is subject to numerous risks, including higher interest rates, economic recession, 
deterioration of the municipal bond market, possible downgrades, changes to the tax status of the bonds and defaults 
of interest and/or principal. A bond’s call price could be less than the price the trust paid for the bond. Bonds typically 
fall in value when interest rates rise and rise in value when interest rates fall. Bond insurance covers interest and princi-
pal payments when due and does not insure or guarantee the value of any bond in any way.

Links to third-party websites are included as a convenience to the user. AAM assumes no responsibility for the content 
of any linked site. The fact that such links exist does not indicate approval or endorsement of any material contained 
on any linked site. Additionally, AAM does not warrant the accuracy or completeness of any information contained 
herein and provides no assurance that this information is, in fact, accurate. Updated July 2, 2023.

Speak with your financial advisor and tax professional to learn more about the de minimis tax rule.

Next Steps:
Review your portfolio holdings 
and access additional resources.

• IRS:  Tax Exempt Bonds

• MSRB:  About Original 
Issue Discount Bonds
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access the resource links.
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In general, if the purchase price is greater than the de minimis threshold calculated, then the discount may be subject 
to capital gains tax when the bond matures or is otherwise disposed of. If the purchase price is less than or equal to 
the de minimis threshold, the discount may be subject to ordinary income tax at maturity or on a subsequent disposi-
tion of the bond.


