
The After-Tax Advantage  
of Discount Bonds

With the highest interest rates seen in over a decade, GICs have become extremely popular among yield-focused investors 
looking for limited – to no – portfolio volatility.  However, bond yields have also increased significantly, leading to many 
securities now being offered at deeply discounted values to their maturity value (i.e., $100)1. As a result, the fixed income 
market may actually offer a more attractive investment opportunity than GICs for investors from a tax perspective.

The advantage of buying a bond at a discount is that a portion of the future return will come from price appreciation (the 
difference between the discounted price and the maturity value of $100), which is treated as a capital gain. Considering the 
capital gains inclusion rate of 50%, this means that half the capital gain is tax-free while the other 50% is added to the coupon 
income and taxed as regular income. 100% of the return of a GIC comes from interest income and is taxed as regular income 
(~53% for the top tax bracket). 

For example:
•	 A bond with two years to maturity is purchased in the secondary market at a price of $96.17 and a coupon rate of 3.224%
•	 After two years:

•	 $3.83 will be realized as a capital gain ($100 – $96.17) 
•	 $6.45 is received as interest income
•	 The total pre-tax return is $10.28 ($6.45 + $3.83)

•	 Of the total return, $8.365 will be taxed as regular income: 
•	 $3.83 x 50% (inclusion rate for capital gains) + $6.45 interest income

•	 If the investor’s tax rate is 53%, the after-tax return is $5.846:
•	 $8.365 x 47% + $1.915 (non-taxable portion of the capital gain from the 50% inclusion)

•	 The cumulative two-year after-tax return would be 6.08% ($5.846 / $0.9617)
•	 The annualized after-tax return would be 2.99%: ((1+.0608)^(1/2 years)-1)

To earn the same after-tax return on a GIC, the GIC rate would have to be 6.36%, more than twice the return of the bond:  
6.36% x (1 - 53% tax rate) = 2.99% after-tax return. 

The lower the price of the bond, the higher the GIC rate needs to be to earn the equivalent after-tax return. 

To provide further perspective, Figure 1 examines the various after-tax yields on select government and corporate bonds 
compared to GICs of similar terms.

1Yields and bond prices are inversely related. So, a rise in a bond price will decrease the yield; and a fall in the bond price will increase the yield.
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Figure 1: Select Discount Bonds

Bond Bond After Tax Yield GIC F-Class After Tax Yield GIC F-Class
VW 2.05% 10 Dec 2024 3.71% 2.63% 1-year BMO GIC @ 5.60%
Saskatchewan 0.80% 2 Sep 2025 3.24% 2.59% 2-year BMO GIC @ 5.50%
BMO FF2030 2.077% 17 Jun 2025 3.74% 2.59% 2-year BMO GIC @ 5.50%
Honda 1.337% 17 Mar 2026 3.49% 2.52% 3-year BMO GIC @ 5.37%
SunLife FF2032 2.58% 10 May 2027 3.31% 2.44% 4-year BMO GIC @ 5.19%
Ontario 1.05% 08 Sep 2027 2.75% 2.44% 4-year BMO GIC @ 5.19%
RY FF2033 1.67% 28 Jan 2028 3.70% 2.46% 5-year BMO GIC @ 5.23%
Source: BMO Nesbitt Burns Portfolio Services Group

For investors looking to invest over $100,000, government bonds can offer a similar return to GICs while upgrading the quality 
of the portfolio. Further, the capital gain on the bond is only taxable when it is sold or has matured, providing a tax deferral 
advantage until maturity. For example, if a bond that matures in January 2024 is purchased today and held to maturity, the tax 
on the capital gain wouldn’t be due until the investor files their 2024 income tax return in 2025.

It is important to note that GICs remain an attractive option for tax-exempt investors, as well as individuals who prefer the 
$100,000 Canada Deposit Insurance Corporation (“CDIC”) coverage that they provide.

Please speak with your BMO Private Wealth professional for further information and to discuss whether discounted 
bonds are right for your investment strategy. 
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General Disclosure 
If you are already a client of BMO Nesbitt Burns Inc., please contact your Investment Advisor for more information. The information and opinions in this report were prepared by BMO Nesbitt 
Burns Inc. Portfolio Advisory Team (“BMO Nesbitt Burns”). This publication is protected by copyright laws. Views or opinions expressed herein may differ from the views and opinions expressed 
by BMO Capital Markets’ Research Department. No part of this publication or its contents may be copied, downloaded, stored in a retrieval system, further transmitted, or otherwise reproduced, 
stored, disseminated, transferred or used, in any form or by any means by any third parties, except with the prior written permission of BMO Nesbitt Burns. Any further disclosure or use, 
distribution, dissemination or copying of this publication, message or any attachment is strictly prohibited. If you have received this report in error, please notify the sender immediately and 
delete or destroy this report without reading, copying or forwarding. The opinions, estimates and projections contained in this report are those of BMO Nesbitt Burns as of the date of this report 
and are subject to change without notice. BMO Nesbitt Burns endeavours to ensure that the contents have been compiled or derived from sources that we believe are reliable and contain 
information and opinions that are accurate and complete. However, BMO Nesbitt Burns makes no representation or warranty, express or implied, in respect thereof, takes no responsibility for 
any errors and omissions contained herein and accepts no liability whatsoever for any loss arising from any use of, or reliance on, this report or its contents. Information may be available to 
BMO Nesbitt Burns or its affiliates that is not reflected in this report. This report is not to be construed as an offer to sell or solicitation of an offer to buy or sell any security. BMO Nesbitt Burns 
or its affiliates will buy from or sell to customers the securities of issuers mentioned in this report on a principal basis. BMO Nesbitt Burns, its affiliates, officers, directors or employees may 
have a long or short position in the securities discussed herein, related securities or in options, futures or other derivative instruments based thereon. BMO Nesbitt Burns or its affiliates may 
act as financial advisor and/or underwriter for the issuers mentioned herein and may receive remuneration for same. Bank of Montreal or its affiliates (“BMO”) has lending arrangements with, 
or provides other remunerated services to, many issuers covered by BMO Nesbitt Burns’ Portfolio Advisory Team. A significant lending relationship may exist between BMO and certain of the 
issuers mentioned herein. BMO Nesbitt Burns Inc. is a wholly owned subsidiary of Bank of Montreal. Dissemination of Reports: BMO Nesbitt Burns Portfolio Advisory Team’s reports are made 
widely available at the same time to all BMO Nesbitt Burns investment advisors. Additional Matters TO U.S. RESIDENTS: Any U.S. person wishing to effect transactions in any security discussed 
herein should do so through BMO Capital Markets Corp. (“BMO CM”) and/or BMO Nesbitt Burns Securities Ltd. (“BMO NBSL”) TO U.K. RESIDENTS: The contents hereof are intended solely for the 
use of, and may only be issued  or passed onto, persons described in part VI of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2001. BMO Wealth Management is the 
brand name for a business group consisting of Bank of Montreal and certain of its affiliates, including BMO Nesbitt Burns Inc., in providing wealth management products and services.
BMO Private Wealth is a brand name for a business group consisting of Bank of Montreal and certain of its affiliates in providing private wealth management products and services. Not all 
products and services are offered by all legal entities within BMO Private Wealth. Banking services are offered through Bank of Montreal. Investment management, wealth planning, tax 
planning, and philanthropy planning services are offered through BMO Nesbitt Burns Inc. and BMO Private Investment Counsel Inc. Estate, trust, and custodial services are offered through BMO 
Trust Company. Insurance services and products are offered through BMO Estate Insurance Advisory Services Inc., a wholly-owned subsidiary of BMO Nesbitt Burns Inc. BMO Private Wealth 
legal entities do not offer tax advice. BMO Nesbitt Burns Inc. is a member of the Canadian Investor Protection Fund and the Investment Industry Regulatory Organization of Canada. BMO Trust 
Company and BMO Bank of Montreal are Members of CDIC. BMO CM and BMO NBSL are Members of SIPC.
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