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Understanding the Tax Treatment of Discount Municipal Bonds

In a rising rate environment, bonds priced at a discount become
more prevalent. Therefore, it is imperative that municipal bond
investors consider the tax implications of purchasing municipal
bonds at a discount. Discounts that occur in the secondary
market are known as “market discounts.” Those that occur at
issuance are known as “original issue discounts.” The nature of
the discount is key to determining the after-tax yield.

Market Discount

If the discount is due to market factors, the difference between
the accrued discount price at the disposal date and par is taxed
as ordinary income. Examples of market factors include changes
inyield levels and credit quality. Individual investors may be able
to pay their capital gains tax rate on small discounts instead of
their ordinary income tax rate. This is known as the “de minimis
rule.” Specifically, if the discount is less than .25% multiplied
by the number of full years until maturity times the par value,
the discount is considered small. The difference between the
discount price and the par value may be treated as a capital gain
and taxed at the corresponding capital gain rate rather than the
ordinary income tax rate by individual investors. However, taxes
due on all market discounts are taxed as ordinary income for
financial institutions.

Original Issue Discount (OID)

If the bond was issued at a price less than par, then the discount
is treated as interest. For a tax-exempt municipal bond, the
discount would not be taxed. Zero coupon bonds represent
common examples of bonds that have an OID, but there can
be an OID for coupon-paying bonds as well. As time progresses
after issuance, the accrued interest is added to the issue price
to adjust the tax basis of the bond, and the result is known as
the “revised issue price.”
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If an OID bond is purchased in the secondary market, then a
market discount may also be present if the discount is deeper
than the revised issue price. The market discount is taxed as
ordinary income and the OID is taxed as interest.

The process of determining the tax implications of discount
municipal bonds for financial institutions is summarized in Exhibit
1 and the specific examples follow.

Exhibit 1

Market Discount Taxed
at Ordlnary Income Rate

Market Discount
OID Treated as Interest

. Entire Discount Treated
No Market Discount —
: Discount Taxed at
m Market Discount Ordinary Income Rate

Example 1-Bond issued at par and purchased at a discount
Issue Price: $100
Purchase Price: $99

The purchase price is less than the issue price; therefore, the
discount is a market discount. The difference between the
purchase price and the issue price is taxed as ordinary income.

Example 2 - OID bond purchased below the revised
issue price

Issue Price: $60

Revised Issue Price: $65

Purchase Price: $64
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The purchase price of $64 is less than the revised issue price
of $65, so there is a market discount present in addition to the
OID. The market discount of $1 ($65-$64) is taxed as ordinary
income while the remainder of the discount is taxed as interest.

Example 3 - OID bond purchased above the revised
issue price

Issue Price: $60

Revised Issue Price: $65

Purchase Price: $70

The purchase price of $70 is greater than the revised issue price
of $65, so the entire discount is attributable to the OID and is
treated as interest.

Increasing yield levels may create complicated tax scenarios
for some municipal bonds, but the after-tax yields will often
remain attractive to investors. Investors should consider all
tax implications when making investment decisions, including
additional taxes due on market discounts.
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The Baker Group is one of the nation’s largest independently
owned securities firms specializing in investment portfolio
management for community financial institutions.

Since 1979, we’ve helped our clients improve decision-
making, manage interest rate risk, and maximize investment
portfolio performance. Our proven approach of total resource
integration utilizes software and products developed by
Baker’s Software Solutions* combined with the firm’s
investment experience and advice. For more information,
contact Dana Sparkman at The Baker Group: 800.937.2257,
www.GoBaker.com, or email: Dana@GoBaker.com.

*The Baker Group LP is the sole authorized distributor for
the products and services developed and provided by The
Baker Group Software Solutions, Inc.
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INTENDED FOR USE BY INSTITUTIONAL INVESTORS ONLY. Any data provided herein is for informational purposes only and is intended solely for the private use of the
reader. Although information contained herein is believed to be from reliable sources, The Baker Group LP does not guarantee its completeness or accuracy. Opinions
constitute our judgment and are subject to change without notice. The instruments and strategies discussed here may fluctuate in price or value and may not be suitable
for all investors; any doubt should be discussed with a Baker representative. Past performance is not indicative of future results. Changes in rates may have an adverse
effect on the value of investments. This material is not intended as an offer or solicitation for the purchase or sale of any financial instruments.
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