FIDELITY CAPITAL MARKETS

De Minimis Dilemma

Background
The majority of municipal bonds issued over the past 25 years have had
a coupon of at least 5%. For example, the percentage of bonds with a
coupon of at least 5% in the ICE BofA US Municipal Securities Index1 was
94% in December 1996. That representation was 90% in December 2006
and 74% as of September 2020. Nevertheless, as interest rates have fallen,
more municipal bonds have been issued with lower coupons. According

Who's Affected
• Investors in tax-exempt securities
generally avoid purchasing
bonds in de minimis because
of the potential adverse tax
consequences.
• The potential adverse tax

to Bloomberg, the number of individual tax-exempt municipal securities

consequences associated with

issued prior to 2007 with a fixed 2% coupon was 3.1% of total fixed-rate tax-

bonds in de minimis do not apply

exempt issuance. However, the percentage of fixed 2% coupon bonds that

to investors who purchased

were issued since 2007 was 8.7% of total fixed-rate tax-exempt issuance.

securities in the new issue market.

Indeed, many new issues have been structured with 2% or 3% coupons in
recent years. Lower coupons (below 5%) have addressed retail demand for
bonds with lower price premiums over face value, which have increased
appreciably on 5% coupon bonds as market interest rates declined.
All tax-exempt municipal bonds are subject to market discount rules
established by the IRS. The higher a bond’s market price is above its face
value (accreted value for an original issue discount bond), the greater its
cushion against the de minimis threshold enumerated under the market
discount rules. The de minimis threshold lies a certain amount of points
below a bond’s face value (accreted value for an original issue discount
bond). The discount accretion on a tax-exempt bond purchased in the
secondary market may have adverse tax consequences for the holder if
the bond was acquired below the de minimis threshold. Accordingly, the
prices of municipal bonds issued with lower coupons may be adversely
affected under even a modest rise in market interest rates. Investors in these
securities should know the risks associated with market discount bonds.
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Key Terms
Market discount arises when a debt instrument purchased in the secondary market has decreased in value since its issue
date, generally because of an increase in market interest rates. Market discount is the difference between the revised issue
price of a bond and the cost basis in the bond. The revised issue price is par for a bond originally issued at a price greater
than or equal to par. However, the revised issue price for a bond originally issued at a price below par (an original issue
discount bond) is the issue price plus the accreted original issue discount to the date of purchase. The de minimis rule
states that if the market discount (revised issue price less purchase price) is less than 0.250 multiplied by the number of
full years to maturity after acquisition, the market discount is treated as a capital gain for tax purposes if the bond is held to
maturity or sold for a price above the purchase price. If the discount is greater than the de minimis threshold, the accrued
market discount realized at maturity must be treated as ordinary income rather than as a capital gain for tax purposes.
However, if the bond is sold above the purchase price prior to maturity, part of the accrued market discount realized may
be treated as a capital gain and part as ordinary income, depending on how much market discount has accrued up to the
sale date. To calculate the accretion, the IRS uses the constant-yield method, which accelerates as the life of the bond
shortens. The de minimis rule described here applies only to individuals, not to corporations that buy tax-exempt securities.
Original issue discount (OID) arises when a debt instrument is issued at a price below its face value (such as a zerocoupon bond). The amount of OID at issuance is the difference between the stated redemption price at maturity and the
issue price. OID is calculated at the time of issuance and is allocated, as stated above, using the constant-yield method
over the life of the security. Investors annually receive Form 1099-OID detailing the OID applicable in each year. The
annually accreted OID is considered interest income and is taxed as such. Therefore, the OID on tax-exempt bonds is tax
free, while the OID on taxable securities is subject to taxation as interest income. However, OID bonds purchased in a
secondary market transaction may be subject to the de minimis rule discussed above. An OID bond has market discount
if the purchase price is less than the revised issue price (original issue price plus the accreted OID up to the purchase
date). The tax consequences related to the de minimis rule do not apply to investors who purchase OID bonds in the
new issue market.

HYPOTHETICAL EXAMPLES OF MARKET DISCOUNT
CASE 1

Recall that the allowable market discount under the de minimis

BOND ORIGINALLY ISSUED
AT A PREMIUM HELD TO MATURITY

rule is 0.250 per year (25 basis points per year, or, one full
percentage point every four years). In this case, the bond has

Issuer:		

City A

six complete years to maturity. Thus, the bond may sell for up to

Coupon:		

2.000%

1.500 points less than par—that is, 98.500 in this example—and

Dated Date:

5/1/20

be considered to have zero market discount for tax purposes. In

Maturity Date:

2/15/27

this hypothetical example, the bond is priced at 1.000 point below

Issue Yield/Price: 1.250%/$104.807

par. Therefore, an investor who purchases this bond at the stated
price on September 30, 2020, and holds it to maturity, would

HYPOTHETICAL TRANSACTION

be required to pay only the applicable capital gains rate on the

Purchase Date:

9/30/20

accrued discount, plus any applicable state taxes (23.8% is the

Sale Date:

Held to Maturity

top federal long-term capital gains tax rate). The federal capital

Yield/Price:

2.169%/$99.000

gains tax due at maturity would be approximately $2,380 (1.000 x
23.8%) per $1 million face amount.
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CASE 2

In this case, the bond was originally issued at a price below par

OID BOND HELD TO MATURITY
Issuer:		

State B

Coupon:		

2.000%

Dated Date:

9/9/20

Maturity Date:

11/1/36

Next Par Call:

11/1/30

and has 16 complete years remaining to maturity. Thus, the bond
may sell for up to 4.000 points less than the revised issue price
(that is, the original issue price plus the accreted OID through
September 30, 2020) and be considered to have zero market
discount for tax purposes. The revised issue price in this case is
$98.639, and the bond is considered to have zero market discount

Issue Yield/Price: 2.100%/$98.635

if bought at a price above $94.639 (revised issue price less 4.000

HYPOTHETICAL TRANSACTION

revised issue price. Therefore, an investor who purchases this

Purchase Date:

9/3/20

bond at the stated price on September 30, 2020, and holds it to

Sale Date:

Held to Maturity

maturity, would be required to pay the applicable income tax rate

Yield/Price:

2.612%/$92.000

on the accrued discount, plus any applicable state taxes (40.8%

points). However, the bond is priced at 6.639 points below the

is the top federal income tax rate, which includes the 3.8% tax on
net investment income). The federal income tax due at maturity
would be approximately $27,087 (6.639 x 40.8%) per $1 million
face amount.

CASE 3

In the first two cases, the tax consequences were for bonds held

BOND ORIGINALLY ISSUED AT A PREMIUM
SOLD BEFORE MATURITY

to maturity. Case 3 provides an example of the tax implications
of selling a bond before the maturity date. In this case, the bond
was originally issued at a price above par and has six complete

Issuer:		

City C

Coupon:		

2.000%

years remaining to maturity. Thus, the bond may sell for up

Dated Date:

8/31/20

to 1.500 points less than the revised issue price (par in this

Maturity Date:

4/01/27

case) and be considered to have zero market discount for tax

Issue Yield/Price: 0.800%/$107.680

purposes. However, the bond is priced at 3.000 points below
par. Therefore, an investor who purchases this bond at the stated

HYPOTHETICAL TRANSACTION

price on September 30, 2020, and sells it for a hypothetical price

Purchase Date:

9/30/20

of $99.000 two years later, would be subject to capital gains and

Sale Date:

9/30/22

ordinary income taxes, plus any applicable state taxes. The total

Yield/Price:

2.503%/$97.000

gain is equal to 2.000 points ($99.000 less $97.000) and is treated

Sale Price:

$99.000

for tax purposes as follows: 1.129 points capital gain and 0.871
points ordinary income. The market discount accrued over the
two-year holding period is taxed as ordinary income, while the
remaining gain is taxed at the lower capital gains rate. The federal
income tax due would be approximately $6,241 (1.129 x 23.8%
plus 0.871 x 40.8%) per $1 million face amount. Note that the
portion of the gain treated as ordinary income increases with the
holding period up to 100% of the gain at maturity.

The FTAX function on a Bloomberg terminal may be a useful tool for estimating taxes associated with market discount
bonds. Entering the CUSIP followed by the Muni function key and FTAX <GO> provides access to this page. The FTAX
function allows the user to manipulate several fields, including face amount, purchase price, holding period, and tax rate.
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In general, market discount has a greater impact on shorter-maturity bonds due to the smaller market discount
permitted by the de minimis rule and the greater risk that a realized gain will be subject to ordinary income taxes. Once
bonds fall into market discount territory, liquidity tends to diminish and price movements for small changes in yield tend
to be highly volatile. This reflects the higher duration that market discount bonds may exhibit because such securities
may be priced to maturity rather than to the call date. Thus, in addition to potentially paying unwelcome ordinary income
taxes, investors holding bonds near the de minimis threshold may experience an unexpected extension of their portfolio
duration if interest rates rise further.
The following chart is an illustration of market discount accretion for a hypothetical non-OID 10-year bond purchased
with eight years remaining to maturity at a $95 price.

ACCRECIATION TIME LINE FOR A NON-OID MARKET DISCOUNT BOND
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Source: Fidelity Capital Markets, October 15, 2020.

1 ICE BofA U.S. Municipal Securities Index: ICE BofA U.S. Municipal Securities Index tracks the performance of U.S. dollar-denominated investment-grade tax-exempt
debt publicly issued by U.S. states and territories, and their political subdivisions, in the U.S. domestic market. Qualifying securities must have at least one year remaining
term to final maturity, at least 18 months to final maturity at the time of issuance, a fixed coupon schedule, and an investment-grade rating (based on an average of
Moody’s, S&P, and Fitch). Minimum size requirements vary based on the initial term to final maturity at time of issuance. Securities with an initial term to final maturity
greater than or equal to one year and less than five years must have a current amount outstanding of at least $10 million. Securities with an initial term to final maturity
greater than or equal to five years and less than 10 years must have a current amount outstanding of at least $15 million. Securities with an initial term to final maturity
of ten years or more must have a current amount outstanding of at least $25 million. The call date on which a pre-refunded bond will be redeemed is used for purposes
of determining qualification with respect to final maturity requirements. Original issue zero coupon bonds are included in the Index. Taxable municipal securities, 144
securities, and securities in legal default are excluded from the Index. Index constituents are market capitalization weighted. Accrued interest is calculated assuming
next-day settlement. Cash flows from bond payments that are received during the month are retained in the index until the end of the month and then are removed as
part of the rebalancing. Cash does not earn any reinvestment income while it is held in the index. The index is rebalanced on the last calendar day of the month, based on
information available up to and including the third business day before the last business day of the month. New issues must settle on or before the calendar month-end
rebalancing date in order to qualify for the coming month. No changes are made to constituent holdings other than on month-end rebalancing dates. Inception date:
December 31, 1988. The rules take into account all revisions up to and including September 30, 2020.
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Mailing Address: 200 Seaport Boulevard, Mail Zone ZW11A, Boston, MA 02210
Fidelity does not provide legal or tax advice. The information herein is general and educational in nature and should not be considered legal or tax advice. Tax laws and
regulations are complex and subject to change, which can materially impact investment results. Fidelity cannot guarantee that the information herein is accurate, complete, or
timely. Fidelity makes no warranties with regard to such information or results obtained by its use, and disclaims any liability arising out of your use of, or any tax position taken
in reliance on, such information. Consult an attorney or tax professional regarding your specific situation.
Although bonds generally present less short-term risk and volatility than stocks, bonds do entail interest rate risk (as interest rates rise, bond prices usually fall, and vice versa) and
the risk of default, or the risk that an issuer will be unable to make upcoming or principal payments. Additionally, bonds and short-term investments may entail greater inflation
risk, or the risk that the return of an investment will not keep up with increases in the prices of goods and services, than stocks. Any fixed-income security sold or redeemed prior
to maturity may be subject to a substantial gain or loss. Interest income generated by municipal bonds is generally expected to be exempt from federal income taxes and, if the
bonds are held by an investor resident in the state of issuance, from state and local income taxes. Such interest income may be subject to federal and/or state alternative minimum
taxes. Investing in municipal bonds for the purpose of generating tax-exempt income may not be appropriate for investors in all tax brackets. Generally, tax-exempt municipal
securities are not appropriate holdings for tax-advantaged accounts such as IRAs and 401(k)s.
The municipal market can be adversely affected by tax, legislative, or political changes and the financial condition of the issuers of municipal securities. Investing in municipal
bonds for the purpose of generating tax-exempt income may not be appropriate for investors in all tax brackets or for all account types. Tax laws are subject to change and the
preferential tax treatment of municipal bond interest income may be revoked or phased out for investors at certain income levels. You should consult your tax adviser regarding
your specific situation.
This commentary was prepared by Fidelity Capital Markets (FCM), a division of National Financial Services LLC, Member NYSE, SIPC for your information only. The views and
opinions expressed in the market commentary reflect the opinions of the authors and may be based on information obtained from third-party sources believed to be reliable but
not guaranteed. These opinions do not necessarily represent the views of Fidelity or any other person in the Fidelity organization and are subject to change at any time based on
market or other conditions. Fidelity disclaims any responsibility to update such views. This is for informational purposes only and is not intended to constitute a current or past
recommendation, investment advice of any kind, or a solicitation of an offer to buy or sell any securities or investment services. All information, opinions, and estimates are
current as of original distribution by authors and are subject to change at any time without notice. Any companies, securities and/or markets referenced are solely for illustrative
purposes regarding economic trends and conditions or investment processes. Past performance is not indicative of future performance, and no representation or warranty,
express or implied, is made regarding future performance.
This material may contain information on securities (and/or related instruments and derivative securities thereof), which Fidelity Capital Markets or its affiliates may at any time
sell to or buy from customers on a principal basis, and/or hold long or short positions in such instruments. FCM or its affiliates may also maintain proprietary positions in the
securities (or related instruments or derivative securities thereof) that are the subject of this FCM Market Note, and/or hold long or short positions in such securities, and may act
as a lender to the subject company or provide and receive related fees and compensation. FCM or its affiliates may also have, or take positions, different from, or inconsistent with,
the information herein. FCM’s trading desk will have information about customer activity. FCM has implemented policies and procedures reasonably designed to prevent the
trading desk from trading to the detriment of customers or from misusing customer information.
Fidelity Capital Markets and its affiliates do not provide tax advice. Accordingly, any discussion of U.S. tax matters included herein is not intended to be written or used, and
cannot be used, in connection with the promotion, marketing, or recommendation by anyone affiliated or not affiliated with Fidelity Capital Markets. Please consult a tax or
financial professional about any specific situation.
The Chartered Financial Analyst (CFA) designation is offered by the CFA Institute. To obtain the CFA charter, candidates must pass three exams demonstrating their
competence, integrity, and extensive knowledge in accounting, ethical and professional standards, economics, portfolio management, and security analysis, and must also have at
least four years of qualifying work experience, among other requirements. CFA® and Chartered Financial Analyst® are registered trademarks owned by CFA Institute.
Third‐party marks are the property of their respective owners; all other marks are the property of FMR LLC.
Fidelity Capital Markets is a division of National Financial Services LLC, a Fidelity Investments company and a member of NYSE and SIPC.
Fidelity Clearing & Custody Solutions® provides clearing, custody, or other brokerage services through National Financial Services LLC or Fidelity Brokerage Services LLC,
Members NYSE, SIPC.
Fidelity Brokerage Services LLC, Member NYSE, SIPC, 900 Salem Street, Smithfield, RI 02917
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