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axation can be one of the greatest 
strains on a retirement plan and 
uncertainty over future tax rates 

creates unknown variables in retirement 
planning.  One thing has remained consis-
tent for over 85 years; if saving money on 
taxes is a goal, it is advantageous to tax 
appreciated assets at capital gain versus or-
dinary income tax rates.  Internal Revenue 
Code Section 402(e)(4) offers a compelling 
opportunity to reduce tax liability for em-
ployer stock in a company retirement plan 
by utilizing Net Unrealized Appreciation 
(NUA).  

The use of NUA provides an often over-
looked opportunity to minimize taxes on 
retirement accounts.  When using the NUA 

strategy a retired employee may take an in-
kind distribution of company stock (units 
of “stock funds” of employer stock are also 
eligible) out of their retirement plan (401(k), 
ESOP, Pension plans, among others) and in-
vest the shares in a non-retirement titled 
account.  

The removal of stock from the retire-
ment plan generates ordinary income tax 
on the cost basis of the shares in the year 
removed.  The difference between the basis 
and the fair market value at sale is consid-
ered the net unrealized appreciation.  Upon 
sale this NUA is taxed at long-term capital 
gains rates, regardless of the holding pe-
riod.  Any appreciation after the distribu-
tion from the employer qualifi ed plan is 
taxed at either short or long-term capital 
gains rate depending upon the length of the 
holding period.  

Taking distributions directly from the 
employer sponsored plan or rolling the 
funds to an IRA to take distributions will 
ensure any distributions made will be taxed 
as ordinary income negating the chance to 
save a substantial amount of tax.  In to-
day’s environment the NUA strategy is a 
very compelling due to the popularity of 
company stock in retirement plans, sub-
stantial long-term gains in equity markets 
and historically favorable long-term capital 
gains rates.  Below is a real life example of 
NUA at work. 

George was an executive at a Fortune 
100 company for over 25 years.  Over time 
he accumulated approximately $500,000 
in company stock within his 401(k).  The 
shares were a result of company matching 
contributions and George’s income defer-
ral.  The cumulative cost basis, tracked 
by the plan custodian, was approximately 
$50,000.  In addition to the shares of stock 
he also held several mutual funds.  At the 
time of his retirement the total account val-
ue was $1,200,000.  He and his wife receive 
substantial pension payments and other 
earned income that place them in the 33% 
federal tax bracket.  

To maximize tax opportunities a two 
part strategy for the 401(k) assets was rec-
ommended; simultaneously rolling the 
non-company stock assets to an IRA and 
removing the stock shares and putting 
them into the family’s living trust.  This 
approach allowed George and his wife to 
pay Federal ordinary income tax at 33% on 

just the $50,000 cost basis and enjoy Fed-
eral long-term capital gains taxes of 15% 
on the net unrealized appreciation amount 
of $450,000.  This 18% tax differential 
amounted to a Federal tax savings of ap-
proximately $81,000!  

Candidates holding company stock or 
stock funds in their employer sponsored 
retirement plan should be careful not to al-
low the tax benefi ts to always dictate their 
decisions.  Often maximizing NUA without 
penalty requires the participant to hold the 
stock for a long time frame creating an un-
suitable long-term asset allocation.  NUA 
may not be a strategy for everyone; certain 
guidelines must be met to maximize the 
benefi ts without penalty.    

Net unrealized appreciation may allow 
for signifi cant tax savings and creative fi -
nancial planning options after shares have 
been removed from the employer plan.  It 
is important to realize that these rules are 
subject to change with tax code and that 
the degree of benefi t is tied to applicable 
tax rates.  As with any complex tax plan-
ning strategy it is highly advisable to seek 
the counsel of a CPA who is familiar with 
this type of intricate planning.  Capital 
gains rates have changed numerous times 
and we are currently enjoying one of the 
most favorable environments in history.  
Those able to maximize tax savings from 
the NUA strategy may wish to consider 
possible tax changes being discussed as 
the November election approaches.  If you 
would like to explore the feasibility of us-
ing NUA or other complex fi nancial plan-
ning topics you may contact the advisors of 
Ironwood Financial in their Phoenix offi ces 
at 480-776-5960. •

Disclosure: To ensure compliance with require-
ments imposed by the IRS, we inform you that 
any U.S. federal tax advice contained in this 
article is not intended or written to be used, 
and cannot be used, for the purpose of avoid-
ing penalties under the Internal Revenue Code.  
Any U.S. federal tax advice contained in this 
article was written for the purpose of promot-
ing, marketing or recommending to another 
party transactions related to the matters ad-
dressed herein.  Taxpayers should seek advice 
based on their particular circumstances from 
an independent tax advisor before implement-
ing the strategies discussed in this article.
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■ Separation from service at the employer.  
■ Participant must take a lump sum distri-

bution of the entire plan balance. 
■ NUA stock funds may NOT be rolled into 

an IRA; distribution must come directly 
from the employer sponsored plan.  If 
the NUA stock is rolled into an IRA it is 
irreversible and negates the tax benefi ts 
of the NUA strategy. 

■ Employee may be subject to a 10% 
penalty if they have not attained age 55 
and subsequent separation from service 

unless they qualify for an exception 
to the early distribution penalty based 
upon rule 72(t).

■ The step-up in cost basis at death with 
NUA stock is limited to the date-of-death 
value minus the NUA portion; the NUA 
portion is considered Income in Respect 
of a Decedent (IRD). Like any other inher-
ited security, appreciation after date of 
death is always long term capital gain, 
regardless of how long the benefi ciary 
actually holds the securities.

The requirements for NUA are as follows: 
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