De Minimis Impact
on Municipal Securities
Tax legislation that created the de minimis rules was enacted as part of the Revenue
Reconciliation Act of 1993. Its intent was to eliminate the ability of investors to sell bonds with
short term losses (and get an ordinary income tax offset) and purchase replacement discount
bonds that would be subject to lower capital gains taxes on their appreciation to par, with
payment of the capital gains tax liability being postponed until the bonds mature. In effect,
investors could offset ordinary income today and not pay the partially offsetting capital gains tax
until many years in the future. A good deal for investors and a bad deal for the IRS that was
unlikely to persist!
Congress eliminated this discrepancy by establishing de minimis rules. Investors are now
subject to ordinary income taxes on the price appreciation of discount municipals if bonds are
purchased at below de minimis thresholds. A bond’s de minimis level is determined by
multiplying the remaining years to maturity times one-quarter of a point and subtracting from
100. The de minimis level for a five year bond is therefore 98.75 (100 - 1/4 X 5), for a ten year
bond it is 97.5 (100 - ¼ X 10), etc.
A bond’s downside price volatility is increased as the de minimis level is breached due to the
ordinary income tax impact. In effect, each basis point increase in nominal rates will cause a
1.35 times price reaction to the downside. The impact can be amplified further if there are
parallel state taxes. If an investor is concerned about price volatility, de minimis risk should be
avoided in low rate environments by favoring premium bonds trading at prices that are several
points above de minimis levels. This is the environment that we are currently in and have been
in for several years. This issue has seldom been mentioned in the financial press as it is not
widely understood and because there have not been a large number of discount bonds in the
market in the prevailing low interest rate environment.
Should rates move sharply higher at some time in the future, de minimis could prove to be
advantageous for total return investors. Bonds purchased at well below de minimis thresholds
(and priced at generous yields to compensate for the ordinary income tax impact) would
experience accelerated price appreciation in a declining rate environment.

