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The 2003 Tax Act Sparks a Renaissance in NUA Planning
Distributions from qualifi ed plans are generally subject 
to ordinary income tax treatment that will often result in 
individuals paying ordinary income tax at a marginal rate 
of up to 35 percent. One exception to this treatment is 
for distributions from qualifi ed plans that hold employer 
securities. When an employee takes a qualifi ed lump-sum 
distribution of employer securities, the amount of the 
distribution is divided into two parts: an ordinary income 
component and a capital gain component. The ordinary 
income component is the value of the employer securities 
at the time they were contributed to the plan (i.e., their 
cost basis). The appreciation of the securities from the 
purchase date to the distribution date is referred to as 
net unrealized appreciation (NUA). Not only is the NUA 
portion taxed as long-term capital gain, but the gain is 
not recognized until the employee sells the securities. 

Example 1. David receives a lump-sum distribution 
of company stock from his qualifi ed plan that is 
currently trading at $100. The trustee’s cost basis in 
the security is $15. The difference of $85 between 
the current trading price ($100) and the trustee’s 
cost basis ($15) represents NUA. The $15 of basis 
is subject to ordinary income tax when the stock 
distribution is received from the plan. The $85 ($100 
– $15) will be taxed at the lower capital gains tax 
when David eventually sells the shares. Any further 
appreciation in the stock accruing after the date of 
distribution will also be taxed at capital gains rates 
after a one-year holding period is met (either 15 
percent or fi ve percent under the new rates enacted 
under the Jobs and Growth Tax Relief Reconciliation 
Act of 2003 (JGTRRA)
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).

From a pure tax standpoint, the best strategy would 
be to hold the stock as long as possible before selling, 
maximizing the benefi t of deferral. From an investment 
perspective, however, this strategy does carry added risk. 
In the post-Enron era, many clients have learned the 
hard way how important it is to have a well-diversifi ed 
portfolio and holding employer stock as long as pos-

sible. Not only is it dangerous to have “all your eggs 
in one basket,” but diversifi cation also would increase 
expected return for any given level of risk. Thus, while 
holding employer stock as long as possible may be the 
best possible strategy for tax purposes, it might be the 
worst possible strategy for investment purposes.

Fortunately, there are ways to diversify a portfolio 
without immediately recognizing gain, giving the tax-
payer the best of both worlds. In the context of NUA 
stock, two possibilities would be rolling all or a portion 
of the stock into an IRA or transferring all or a portion 
of it into a charitable remainder trust (CRT).

IRA. If the employee rolled the NUA stock into an 
IRA, all of the stock could be sold within the IRA and 
reinvested in a diversifi ed portfolio of the employee’s 
choosing without any current gain recognition. No tax 
would be payable until the employee started receiving 
distributions from the IRA. The downside, of course, 
would be that the full amount of each distribution 
would be taxable at ordinary income rates.

NUA-CRT. In the alternative, the employee could 
contribute the securities to an NUA-CRT. The basis por-
tion of the distribution qualifi ed plan would be subject 
to tax at ordinary income tax rates, but the taxable 
amount would be offset by an income tax charitable 
deduction for the value of the CRT remainder interest. 
The gain on the NUA portion would not be triggered 
by the charitable contribution because Reg. §1.402(a)-
1(b)(i) provides that such gain is recognized only “to 
the extent that such appreciation is realized in a subsequent 
taxable transaction.” 

When a charitable remainder trust is funded with 
appreciated securities, these assets are typically sold 
immediately to diversify the client’s concentrated in-
vestment position. Once the CRT is funded, the CRT 
will make unitrust payments to the income benefi cia-
ries in the amount indicated in the CRT document. 
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Code Sec. 664(b) dictates the character of distributions 
from the CRT under the following tier system:
1.   As ordinary income to the extent of such income 

for the trust for the current year and such undis-
tributed income of the trust for prior years

2.   As capital gain to the extent of current and prior 
capital gains

3.   As tax-exempt income
4.   As a nontaxable distribution of trust corpus

The sale of the NUA stock by the CRT obviously 
will fi x the character of a very substantial amount 
of future payments as capital gain. Beyond that, the 
character of the income recognized on the CRT dis-
tributions will depend on how the proceeds of the 
stock sale are invested. If the CRT invests entirely in 
capital gains assets, the tax rate will be equal to the 
employee’s marginal capital gains rate.

NUA-CRT vs. Rollover of NUA Stock into an IRA

How does the NUA-CRT compare with the IRA roll-
over option? The advantages and disadvantages of 
the NUA-CRT are as follows:

NUA-CRT Advantages:
Distributions taxed at capital gains rates rather 
than ordinary income rates
Charitable deduction for present value of charity’s 
remainder interest
Benefi t for charity

NUA-CRT Disadvantages:
Ordinary income must be recognized on the basis 
of the employer securities when they are taken 
out of the qualifi ed plan; no ordinary income is 
recognized on a rollover into an IRA.
At least 10 percent of the present value of the assets 
transferred to the NUA-CRT must go to charity.
The amount remaining in the NUA-CRT at the 
taxpayer’s death goes to charity, whereas the re-
sidual of an IRA goes to the taxpayer’s family 
(net of income and estate taxes).

Although the NUA-CRT was always a viable option 
under the right circumstances, JGTRRA makes it 

more favorable when compared with an IRA roll-
over because the gap between ordinary income and 
capital gains rates has widened. Capital gains rates 
have dropped by fi ve percentage points compared 
with a drop of only two percentage points for or-
dinary income.

Example 2. Assume that an employee has $100 
($0 basis) that can be diversified in either an 
IRA or an NUA-CRT. Assume further that 
the employee is in the highest marginal ordi-
nary income tax bracket of 35 percent and a 
15-percent marginal bracket for capital gains. 
The value of the charity’s remainder interest is 
set at the minimum 10-percent level. The net 
benefit to the investor is shown in Table 1.

Although appealing, this analysis does not take 
into account the fact that in the NUA-CRT sce-
nario, the employee must pay tax on the ordinary 
income portion of the stock when it comes out of 
the qualified plan. 

Example 3. Michelle, age 62 and recently 
retired, decided to roll out $500,000 of NUA 
stock that was in her profi t-sharing plan (basis 
of $60,000). Because the basis is considered 
taxable ordinary income in the year of dis-
tribution, Michelle will have to pay a $21,000 
($60,000 x 35%) tax liability if she does not 
roll the stock back into an IRA within the 
60-day time period allowed for qualifi ed plan 
distributions. When the income tax charitable 
deduction (10% x $500,000) for the transfer to 
the NUA-CRT is taken into account, however, it 
offsets all but $10,000 of the ordinary income, 
creating a net tax liability of $3,500. 

Even though the immediate ordinary income rec-
ognition in the NUA-CRT scenario has now been 
taken into account, it is still necessary to factor in 
the effect of giving away the 10-percent interest to 
charity over time. The following, somewhat sim-
plifi ed example incorporates this factor. Although 
refi nements could be made, the illustration conveys 
the basic economics of the decision.

Example 4. Assume these facts:
Michelle (age 62) has $500,000 of NUA stock in 
a qualifi ed plan.

  
  
  
  

Table 1
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Michelle either transfers the stock to an NUA-
CRT and retains a lifetime income interest or 
rolls the full amount into an IRA.
The ordinary income component of the NUA 
stock is $60,000.
In the NUA-CRT scenario, the present value 
of the remainder interest is $50,000 (10% x 
$500,000).
Both transactions are structured to produce dis-
tributions of $35,000 per year.
Assets grow at six percent in both the NUA-CRT 
and the IRA.
Assets distributed to Mi-
chelle grow at the same 
six-percent rate. See Tables 
2 and 3.

It is important to point 
out that the foregoing 
analysis illustrates only 
one of many possible fact 
situations and only takes 
into account the benefi ts to 
the family. If the taxpayer 
places a high value on help-
ing charity, the NUA-CRT 
would be the clear winner. Suppose, for example, 
that the taxpayer wanted to give the $50,000 
amount to charity anyway. In that case, it might 
make sense to compare the NUA-CRT with an IRA 
from which 10 percent was contributed to char-
ity immediately after the distribution from the 
qualifi ed plan. The result would be that the future 
value of all the amounts passing to charity would 
be reduced by 10 percent, making the NUA-CRT 
look like the preferred strategy after a relatively 
short period of time.

General Observations

Once assumptions are fi xed, whether the life 
NUA-CRT or IRA is a better strategy is a func-
tion of time—the IRA starts out ahead, but the 
NUA keeps gaining because of the more favor-
able tax rate.
Eventually there is a break-even point for the 
NUA-CRT.
The longer the taxpayer lives, the more favorable 
the NUA-CRT.
A low basis in the employer’s securities favors the 

NUA-CRT alternative; however, a higher basis 
might overwhelm the cost of the income tax 
charitable deduction.
The larger the gap between the taxpayer’s 
marginal ordinary income tax rate and the 
capital gains tax rate, the more favorable the 
NUA-CRT.
High-growth assets favor an IRA because it in-
creases the residual value passing to the taxpayer’s 
family. However, with a NUA-CRT, the high-
growth assets pass to charity, leaving nothing to 

the taxpayer’s family.
Higher Code Sec. 7520 rates seem to favor 
the NUA-CRT.

Conclusion
Advisors should give the NUA-CRT a closer 
look following JGTRRA. Whether the tech-
nique is more desirable than a rollover to an 
IRA is very fact-specifi c, however, and whether 
an NUA-CRT would make sense for a particu-
lar client will depend on the specifi c facts of 

Table 2

Table 3
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the case. The NUA-CRT will make sense even for some 
clients who are not charitably inclined. If the client is 
charitably inclined, the NUA-CRT is probably the strat-
egy of choice more often then not. Finally, although 
this column focuses on a comparison between using an 
NUA-CRT and an IRA for NUA stock, consideration 
also should be given to selling the stock immediately 
following distribution from the qualifi ed plan. For 
taxpayers who are not strongly averse to losing the tax 

deferral on the NUA portion of the plan assets, this 
might be the best strategy in the long run. Such an 
analysis will have to wait for our next issue.

1 Jobs and Growth Tax Relief Reconciliation Act of 2003 
(P.L. 108-27).
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