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Distributions of Employer Securities from Qualified Plans and the
Conversion of Ordinary Income to Capital Gain
In the post-Enron era, many clients have become quite
aware of the need to diversify their investment portfo-
lios. Although a diversified portfolio is a key vehicle
in preserving and enhancing one’s wealth, one cannot
lose focus of the tax aspects of investing. As such, too
often clients and their investment advisors feel that
they should rollover their entire qualified plan bal-
ances into an IRA to take advantage of the tax deferred,
diversified nature of such an account. However, by
doing this, the client has limited his or her options
since withdrawals from IRAs are subject to ordinary
income tax. The potential tax savings that the client
could have realized by pursuing a different qualified
plan distribution option are irrevocably lost once the
distribution has taken place. In the end, the client, his
or her investment advisor and CPA must determine
the best distribution and investment option based on
the client’s objectives and sensitivity to risk.

Code Sec. 402(e)(4) provides that when an employee
withdraws stock from a qualified plan, the employee
need only pay current income taxes on the “employer”
basis in the securities. Later, when the employee sells
the stock, the difference between the fair market value
(FMV) at the time of the distribution and the em-
ployer basis will be treated as a long-term capital gain.

The conversion of ordinary income to capital gain
income, perhaps saving 19.6 percent (39.6% – 20% =
19.6%), may seem like a panacea. However, very few
investors will want to hold predominately one stock
in their portfolio. From an investment perspective, the
best course of action will be to roll over 100 percent
of the qualified plan into an IRA. From the tax
planner’s perspective, the key will be to create a bal-
ance between the tax and investment objectives. In a
1997 private letter ruling, the IRS has allowed an
employee to rollover a portion of the qualified plan
to an IRA while withdrawing the remaining portion
of the stock in the form of an in-kind distribution
of employer securities.1

The amount of company stock one withdraws from
the pension or profit sharing plan will be determined
by a variety of factors, including the outlook for the
particular stock, the ability to collar or otherwise
hedge the stock, the assets outside of the qualified
plan, the client’s need for retirement cash flow from
the stock, the client’s age and the client’s estate plan-
ning objectives.

Outlook for the Stock

The first step is to discuss with the client and invest-
ment counsel the short- and long-term prospect(s)
for the stock. If the stock has strong prospects, it will
be important to weigh the upside potential and down-
side risk(s).

Ability to Hedge the Stock Position

From a pure tax perspective, provided the company stock
will not be sold, it is generally advantageous to roll out
100 percent of the stock from the qualified plan. Not-
withstanding the advantages of rolling stock out of the
plan, the key disadvantage is that a major portion of
one’s portfolio will consist of one stock. Even though a
particular stock has provided an excellent return to its
shareholders, the client is still subject to both “com-
pany risk” and “market risk.” Company risk is simply
the risk that the particular stock will not have earnings
performance to support long-term growth in the value
of the stock. Even if the stock continues to outperform
average company returns, there continues to be market
risk. If a client wants to avoid company risk, the em-
ployee will roll 100 percent of the stock into an IRA
and create a balanced portfolio. If a client wants to
avoid market risk, they will roll 100 percent of the stock
into an IRA and create a bond portfolio.
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This risk, however, can be reduced by entering into
a formal collar or option spread. In a no-cost collar
transaction, a major brokerage firm contracts to buy
the stock at a specified price (below the current price)
at a future point in time. In exchange, the client
agrees to sell the stock on the same future date if the
FMV of the stock exceeds a future price.

If a formal collar is not available, the client may wish
to consider using traded options to hedge this risk.

Example 1. Alex has 15,000 shares of stock with
an FMV of $1,200,000 ($80 a share). Alex decides
to rollover 10,000 shares with an FMV of $800,000
to an IRA. Alex is willing to hold 3,000 shares
for the long term and would like to protect the
remaining 2,000 shares, which he intends to sell
between age 55 and 59 1/2.

To protect the value of the stock, Alex will use ei-
ther a “call option” or a “put option.” A call option
involves the right to buy a particular stock at a pre-
determined price. If a person already owns a stock,
he or she can write what is termed a “covered call.”

Example 2. The stock is trading at $80 on May
1, 2003, and Alex is willing to sell 1,000 shares for
$85 a share in November 2003. Alex can sell the
right for a third party to purchase stock for $85
in November. This type of transaction is “a cov-
ered call,” and perhaps the third party will pay
Alex $3.50 for this right. From an investment
perspective, Alex has given up profits above $85
but has earned a call premium of $3.50. In es-
sence he has sold the stock at $88.50.

From an income tax perspective, Alex’s sale would
be taxed as a capital gain to the extent of the net
unrealized appreciation (NUA) amount available
when the stock was transferred from the plan. The
gain above the value at the time of distribution from
the plan would be taxed in accordance with the hold-
ing period from the time of rollout to the time of
sale, which ideally would be 12 months or longer.

In the above plan, Alex continues to have the risk
of the stock declining in value. In order to protect
against this risk, Alex could buy a put option. In
essence, a put option is an insurance policy against
the stock going down in value.

Example 3. The stock is trading at $80 on May
1, 2003 and Alex wants the right to sell 1,000
shares for $70 a share in November 2003. Alex

can buy the right from a third party to sell the
stock for $70 in November. This type of transac-
tion is a protective put, and perhaps the third
party will accept $1.50 for this right. From an
investment perspective, Alex has shifted the risk
below $70 for the cost of the put option.

If these two transactions are combined, Alex’s up-
side is limited to $87.00 ($85.00 + ($3.50 – $1.50))
while his downside is limited to $72.00 ($70.00 +
($3.50 – $1.50)).

Assets Outside of a Qualified Plan

If the client has substantial resources outside of the plan,
this may affect the amount of stock to distribute from
the qualified plan. For example, if the client’s nonqualified
portfolio also holds a substantial position in the em-
ployer security, rolling out stock may be the wrong
approach. In the alternative, if the client has a sub-
stantial, balanced, nonqualified portfolio, the client
may be better positioned to rollout stock from the
qualified plan.

The Client’s Age

If the client is under age 59 1/2, withdrawing stock
from the qualified plan will increase flexibility be-
cause stock withdrawn from the plan may be sold
without the 10-percent excise tax penalty.

Planning with a CRT

One way to take advantage of a concentrated,
highly appreciated investment position is to trans-
fer those assets into a Charitable Remainder Trust
(CRT). This strategy will enable the client to de-
fer tax on the sale of the highly appreciated assets
while diversifying his or her concentrated posi-
tion. However, this technique is useful only for
clients who are charitably inclined and would like
to retain cash flow from these assets in a tax effi-
cient manner.

A CRT is a split interest trust consisting of an income
interest and a remainder interest. The term of the trust
begins upon the funding of the trust by the client (who
is the grantor of the trust). In the year of the transfer,
the client is entitled to a charitable income tax deduc-
tion on his or her personal income tax return for a
portion of the value transferred to the trust. The distri-
butions from the trust will continue for a specified
number of years the client has selected or for the life or
lives of the beneficiaries he or she named in the trust
document. During the term of the trust, the income
interest is paid out to the lead beneficiary. At the end of
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the trust term, the remainder (the amount remaining
in the trust) is paid to the charity or charities desig-
nated by the grantor. The amount passing to the named
charities must be at least 10 percent of the value of the
assets initially contributed to the CRT.

There are two basic types of CRTs:
■ Charitable Remainder Unitrust (CRUT). The

income beneficiaries receive a stated percentage of
the trust’s assets each year. The distribution will
vary from year to year depending on the invest-
ment performance of the trust assets and the
amount withdrawn.

■ Charitable Remainder Annuity Trust (CRAT).
The beneficiaries receive a stated amount of the trust
assets each year. The amount received is established
at the beginning of the trust and will not change
during the term of the trust regardless of invest-
ment performance (unless inadequate investment
performance causes the trust to run out of assets).
When a charitable remainder trust is funded with

appreciated securities, these assets are typically sold
immediately to diversify the client’s concentrated
investment position. Once the CRT is funded, the
CRT will make unitrust payments to the income ben-
eficiaries in the amount indicated in the CRT
document. Code Sec. 664(b) dictates the character of
distributions from the CRT. This provision specifi-
cally provides that amounts distributed by a CRT to
beneficiaries have one or more of the following char-
acteristics in the hands of the beneficiary who receives
the distribution.

Each and every distribution follows this four-
tier system:
■ Tier 1

Step 1. Current income of the trust is taxed at
the beneficiary’s ordinary income tax rates to
the extent there is current income (yield, i.e.,
interest and dividends).
Step 2. All accumulated income of the trust
is taxed at the beneficiary’s ordinary income
tax rates to the extent there is remaining
prior income.

■ Tier 2
Step 3. To the extent there are current capital
gains and there is no tier 1 income remaining
in the distribution, the beneficiaries incur tax
at their capital gains tax rates.
Step 4. Any accumulated capital gains are taxed
to the beneficiaries at their capital gains tax rates.

■ Tier 3
Step 5. If no ordinary income or capital gain
income remains (tier 1 or tier 2), the remaining

distribution is treated as current tax-exempt
income to the extent that there is current tax-
exempt income.
Step 6. If there is no current tax-exempt income,
the distribution is treated as accumulated tax-
exempt income to the extent there is
accumulated tax-exempt income remaining.

■ Tier 4
Step 7. If all of the previous steps have been
considered, the remaining distribution will be
treated as a tax-free return of principal.

The primary reasons why a client may want to fund
a CRT include one or more of the following:
■ To diversify a highly appreciated asset into a

broadly diversified investment portfolio without
incurring a capital gain

■ To accomplish charitable objectives in a tax-effec-
tive manner without giving up the lifetime benefits
of the assets

■ To create a stream of income and maximize defer-
ral during the client’s lifetime

■ To obtain both a charitable income tax and an
estate tax deduction rather than just an estate tax
deduction available at the client’s death

■ To control timing, manner and ultimate distribu-
tions for charitable purposes

■ To provide a vehicle for establishing family par-
ticipation and tradition for multiple generations
These foregoing benefits, among others, can make

the CRT technique an outstanding tool in the client’s
overall estate and financial plan.

Example 4. Alex retired in 2002 and took a
lump-sum distribution from his qualified plan
consisting of employer stock eligible for NUA
treatment. Later that same year, Alex contrib-
uted $500,000 of the NUA stock, with a basis of
$0, into a five-year CRAT. At the time of fund-
ing, Alex set up the CRAT income interest to
produce an annual payment of $104,500 while
allowing 10 percent of the value of the NUA
stock contributed to pass to the charitable re-
mainder beneficiary at the end of the CRAT
term (assuming a Code Sec. 7520 of 5.2 percent).

In determining the investment portfolio for the
CRAT (for which it is assumed that Alex will imme-
diately divest most of the NUA stock initially
contributed to the CRAT), Alex must determine
whether he should invest in high yield, high turn-
over investments, such as corporate bonds and active
mutual funds, or invest in low turnover, moderate
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growth assets, such as index or tax-managed funds,
to produce the greatest after-tax return on his invest-
ment. (For sake of simplicity, it is assumed that the
income generated by the trust each year equals the
annual CRAT payment and that there is $250,000 of
other ordinary income.)

Figure 1 summarizes the savings Alex would real-
ize by using a tax-efficient strategy.

Estate Planning Objectives

The ability to withdraw stock also has considerable
estate planning advantages. One major advantage is
the ability to reclassify the stock as marital or com-
munity property so that the nonparticipant spouse
has enough assets to fund his or her unified credit
trust fully. In a typical situation, someone who has
worked for an employer for 30 years and has em-
ployer securities in their plan may not have
accumulated many other assets in which to classify
as marital or community property. Therefore, tak-

ing a distribution from the qualified plan can al-
low the nonparticipant spouse to fund or more fully
use his or her unified credit exemption in the case
that he or she were to die first.

Example 5. Alex and Michelle have a total estate
of $2.5 million. Two million dollars are in a quali-
fied plan owned by Alex consisting of employer
securities. Even if the other $500,000 can be clas-
sified as Michelle’s individual property, she would
not have enough assets in which to fund her $1
million unified credit trust if she were to prede-
cease Alex. However, if Alex were to take a stock
distribution of $1 million and classified the stock
as community property, Michelle would now have
enough property to fund the $1 million unified
credit trust fully.

1 LTR 9721036 (Feb. 27, 1997).

ENDNOTES

High Yield, Low Turnover,
High Turnover Moderate Growth

Investment Investment
CRT INCOME
Dividends & Interest $ 68,500 $ —
Short-Term Capital Gains $ 36,000 $ 11,500
Long-Term Capital Gains (>1 Yr) $ — $ 62,000
Long-Term Capital Gains (>5Yr) $ — $ 31,000
Total Annual Income $ 104,500 $ 104,500
INCOME TIERS
Tier 1 $ 104,500 $ 11,500
Tier 2 $ — $ 93,000
Tier 3 $ — $ —
Tier 4 $ — $ —
Total Income $ 104,500 $ 104,500
TAXABLE INCOME (Net of Deductions)
Ordinary Income—Other $ 250,000 $ 250,000
Ordinary  Income—CRT $ 104,500 $ 11,500
Capital Gains Income—CRT $ — $ 93,000
Total Taxable Income $ 354,500 $ 354,500
INCOME TAXATION
Ordinary Income Tax—Federal $ (107,596) $ (73,338)
Capital Gains Tax—Federal $ — $ (18,600)
Income Tax—State (@ 3%) $ (10,635) $ (10,635)
Total Taxes $ (118,231) $ (102,573)
After-Tax Income $ 236,269 $ 251,927
Difference $ — $ 15,658

Figure 1
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