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Taking advantage of Net Unrealized Appreciation (NUA)

Many retirees choose to roll over 100% of their employer

qualified plan (i.e., a 401(k) or profit sharing plan) balance

to an Individual Retirement Account (IRA) as soon as they

retire. However, for retirees who have employer securities

(i.e., company stock) in their qualified plan, there are spe-

cial advantages to taking a distribution of the securities. 

A retiree has four options for handling employer securities: 

1) Retain the securities in the plan.

2) Transfer the securities to an IRA via a tax-free rollover.

3) Take 100% of the securities out via a “lump-sum distribution.”

4) Transfer a portion of the securities to an IRA via a tax-free IRA rollover 

while taking the remaining portion out via a “lump-sum distribution.”

Exercising options three or four may allow a retiree to take advantage of special tax oppor-

tunities. Before you assess whether taking a distribution of employer securities is a viable

strategy, you should understand the applicable income tax laws and their impact on your 

financial situation.
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Lump-sum distributions
Generally, when you take a distribution from a qualified
plan or IRA, the distribution is subject to taxation in the
year of the distribution. These distributions are normally
taxed at ordinary income tax rates that range from 10% to
35%, depending on your taxable income in the year of dis-
tribution (see Table 1). However, over the years, Congress
has enacted legislation that affords special tax treatment to
taxpayers who take certain distributions — including the
distribution of employer securities — from their qualified
plans. 

When all or a portion of your distribution is comprised of
company stock, this special tax treatment includes an
allowance to pay tax at the capital gains rate (versus the
ordinary income rate) on a portion of the distribution. To
utilize this benefit, however, the distribution must first
qualify as a “lump-sum distribution.”

In general terms, a “lump-sum distribution” is simply a dis-
tribution of all the assets in a qualified plan within one tax
year. To obtain special tax treatment under the lump-sum
distribution rules, however, one of the following “triggering
events” must occur:

1. The distribution must be taken from an exempt trust
(i.e., 401(k), profit sharing plan).

2. The entire balance must be paid to the retiree 
(i.e., account owner).

3. The entire distribution must take place within one tax
year (i.e., by December 31).

In addition, the qualified plan balance must be payable to
the taxpayer upon one of the following events: 

a) death
b) attainment of age 591/2
c) separation from service (employees only), or
d) disability

Net unrealized appreciation (NUA)
As noted above, distributions from qualified plans are gen-
erally subject to ordinary income tax on any amounts dis-
tributed to the taxpayer. However, when you take a lump-
sum distribution of employer securities from a qualified
plan, you are afforded special capital gains tax treatment on
that portion of the distribution that constitutes “Net
Unrealized Appreciation (NUA).”

When you take a lump-sum distribution from your quali-
fied plan, you are only required to pay income tax on that
portion of the distribution that is taxable in the year dis-
tributed. In a qualified plan with employer securities, the
taxable portion of a lump-sum distribution is the “cost
basis” of the employer securities plus the fair market value
of any other assets (e.g., cash) that have been distributed to
the taxpayer and not subsequently rolled over into another
qualified plan or IRA within a specified period. 

The “cost basis” is the amount the qualified plan paid to
purchase the employer securities over the period of years
that the retiree was a participant in the plan. 

Married filing Married Head Ordinary Assets held Assets held
jointly or filing of tax less than more than

Single surviving spouses separately household rate one year one year

$7,300 $14,600 $7,300 $10,450 10% 10% 5%

$29,700 $59,400 $29,700 $39,800 15% 15% 5%

$71,950 $119,950 $59,975 $102,800 25% 25% 15%

$150,150 $182,800 $91,400 $166,450 28% 28% 15%

$326,450 $326,450 $163,225 $326,450 33% 33% 15%

>$326,450 >326,450 >$163,225 >$326,450 35% 35% 15%

Source: IRS

Table 1: 2005 income tax rates
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• If you fail to take a lump-sum distribution at one “trigger-
ing event” (i.e., retirement), you may still be eligible to
take a lump-sum distribution if another “triggering event”
has occurred (i.e., attainment of age 591/2). However, it is
advisable to consult with your tax adviser to determine if
you are eligible to take a lump-sum distribution from the
employer qualified plan. 

• If you are under age 55 at the time of the distribution, you
will be subject to an additional 10% early withdrawal tax
on the taxable portion (i.e., the cost basis of employer
securities) of the distribution.

Estate and gift taxes
• Unlike IRAs and other qualified plans, the employer stock

distributed from an employer qualified plan can be trans-
ferred to another individual. This presents an excellent
estate planning advantage. If you are married and your
spouse does not have many assets, you may transfer the
securities to your spouse to equalize the two taxable
estates, thus lowering potential estate taxes. 

• If the retiree transfers employer stock via a gift to a
spouse or any other individuals, the individual (i.e., donee)
takes the same cost basis in the employer securities that
the retiree (i.e., donor) had in the securities (unless the fair
market value of the securities was less than the cost basis
at the time of the gift). Also, the tax attributes associated
with the employer securities (i.e., NUA) retain their char-
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What are the benefits of NUA?

One of the key benefits of receiving securities from a plan, other
than deferred taxation on the NUA portion, is that the NUA por-
tion will be taxed at the applicable capital gains tax rates.

Mr. Smith, age 62, receives a share of XYZ Corp. stock (company
stock) from his employer qualified plan that is currently trading at
$100. The employer qualified plan trustee's cost basis in the stock
is $15. The difference of $85 between the current trading price
($100) and the trustee's cost basis ($15) represents NUA. Only the
$15 of basis is subject to taxation at the ordinary income tax rates
in the year of distribution. The $85 NUA will not be taxed until the
year that the stock is sold.

Any appreciation in the employer securities from the pur-
chase date until the distribution date, otherwise known as
“net unrealized appreciation (NUA),” is not taxable at the
time of distribution. Furthermore, the portion of NUA
attributed to the employer securities distributed to the tax-
payer will not be taxed until the securities are disposed of
in a taxable transaction. (see below) 

Additional tax and investment 
considerations

Income and excise taxes
• If the company stock was purchased on behalf of the

employee by employer contributions rather than employ-
ee contributions, the special capital gains taxation oppor-
tunity only applies to lump-sum distributions from the
plan, not any subsequent (post-distribution) appreciation.
It is important, therefore, to distinguish between plans
that hold company stock purchased through employee
funding, such as 401(k) plans, salary deferral plans, and
plans in which company stock was purchased through
funds provided by the employer, such as profit sharing
plans.

• If you transfer the company stock to an IRA via a quali-
fied rollover, then you have irrevocably lost any favorable
tax treatment. It is important therefore to work with your
tax adviser to ensure that the lump-sum distribution is
handled correctly. 
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acter in the hands of the donee. Thus, if the retiree has
held on to the employer securities for greater than one
year at the time of the gift, the subsequent sale of the
employer securities by the donee should be eligible for the
long-term capital gains tax rates. 

• If you have employer stock held in your taxable estate at
the time of death, the NUA attributed to the employer
stock is Income in Respect to a Decedent (IRD). Unlike
other stock held at the time of death, the NUA portion of
the employer securities does not receive a step-up in cost
basis and will be taxable at a later date when the estate's
beneficiaries sell the stock. However, to the extent that
there was appreciation in the employer securities between
the date of distribution and the date of death, the stock
should get a step-up in cost basis for the difference in
value between the two dates.

• Because NUA becomes IRD, it is imperative that any will
and/or trust document has language that prohibits the use
of employer securities to fund a “pecuniary bequest.” If
employer securities which have NUA attributed to them
are used to fund a pecuniary bequest, then the unrealized
capital gain attributed to the NUA will be immediately
taxable at the ordinary rate.

Investment risk
Perhaps the biggest issue when taking employer securities
out of a plan is that holding a single-stock position may 
present an investment risk that outweighs the tax advantage.
There are certain strategies that can be employed to reduce
this risk while still reaping the tax rewards including:
• put and call options (known as collars or straddles)
• variable forward sales
• Charitable Remainder Trusts (CRTs)

Please refer to your investment professional for more 

information on these strategies. MFS Heritage Planning®

infosheets (available at mfs.com under “Investor
Education/MFS Heritage Planning) on these topics include:
• Distributions of employer stock from 401(k) plans 
• Using trusts as part of your estate planning
• Weighing your 401(k) options at retirement

Retirees under age 591/2

For retirees under age 591/2, there can be significant chal-
lenges obtaining the necessary cash flow during retirement.
Of particular concern is the 10% additional tax that is
assessed on the taxable portion of an early distribution
from an IRA or other qualified plan. However, if the retiree
has employer securities in his or her employer qualified
plan, then there are more options available. 

By taking a lump-sum distribution of employer securities,
and maximizing the tax advantages discussed in this 
white paper, the pre-591/2 retiree has greater flexibility in
generating cash flow during retirement at a relatively 
low tax cost.

In the context of taking employer securities out of a plan
via a lump-sum distribution, the retiree will be subject to
the 10% additional tax only on the taxable portion (i.e., cost
basis) of the distribution and only if the retiree is under 
age 55 at the time of distribution. In addition, because the
taxable portion of a lump-sum distribution is usually far
less than the fair market value of the employer securities
taken from the plan, the overall effect of the 10% addition-
al tax is mitigated. Conversely, if the retiree had simply
transferred all of the employer securities into an IRA via a
tax-free rollover and then took a distribution from the IRA,
100% of the distribution would be subject to the 10% addi-
tional tax. 

If the retiree is age 55 or older at the time of distribution,
then the 10% additional tax will not apply.

The power of converting ordinary income to capital gains
income can result in significant tax savings, thereby 

increasing after-tax cash flow to the taxpayer. — Robert Keebler[ ]



Because there are significant income and estate tax advan-
tages when you take employer securities from an employer
qualified plan, strong consideration should be given to tak-
ing a portion of the employer shares in kind from the
employer qualified plan. The number of in kind shares of
employer stock ultimately taken from a qualified plan will
depend largely on an array of tax and investment decisions.
As such, it will be important for the retiree to work with
his or her tax adviser and investment professional to deter-
mine which strategy to employ. ■
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How NUA can reduce taxes

Initial assumptions:
• Purchase price of stock in the 401(k) plan $100,000
• Value of stock upon distribution $1,000,000
• Net unrealized appreciation $900,000
• Amount taxed as ordinary income $100,000
• Amount not taxed until stock is sold $900,000

10 years later...
If the participant takes a distribution of company stock
and holds on to the stock for at least one year, then all of the
appreciation or depreciation would be treated as a long-term capi-
tal gain or loss. Ten years later, if the stock value climbes to
$2,000,000, the tax advantage of the capital gains rates would be
significant.

• Value of stock at time of sale $2,000,000
• Amount previously taxed $100,000
• Amount taxable as long-term capital gain $1,900,000
• Capital gains tax due (at 15%) $285,000

If the entire account had been rolled over into an IRA,
$1,900,000 would instead be taxed as ordinary income when it
was distributed. Using a top federal tax rate of 35%, the tax on
$1,900,000 is $665,000. By taking advantage of the favorable
capital gains rates, this individual could save as much as $380,000
in federal income taxes.

This discussion and example relate only to federal income taxes.
State and local income taxes also may be a factor. Individuals
should contact a tax or investment professional before making any
decisions regarding distributions from their 401(k).
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A prospectus for any MFS product can be obtained from your investment professional. You should read the prospectus carefully
before investing as it contains complete information on the fund’s investment objective(s), the risks associated with an invest-
ment in the fund, the fees, charges, and expenses involved. These elements, as well as other information contained in the
prospectus, should be considered carefully before investing.
The investments you choose should correspond to your financial goals, needs, and risk tolerance. For assistance determining your financial situation,
consult an investment professional.
This information is not intended to replace the advice of a qualified attorney, tax adviser, investment professional, or insurance agent.
Mr. Keebler is not affiliated with MFS or any of its affiliates. Opinions expressed are those of Mr. Keebler.
© 2005 Robert S. Keebler, CPA, MST, Virchow, Krause & Company, LLP. No reproduction in any form may be made without the express written consent of the author.
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Putting investors first

You have important goals to reach — for your investments and your

future. We understand the importance of these goals. We also believe

MFS® is uniquely positioned to help you pursue them.

For more than 80 years, investors have counted on MFS for our
• disciplined investment process
• culture of teamwork 
• global reach that brings a world of opportunity 
• tradition of innovation and leadership  

Partner with experience

MFS believes in the value of professional advice. That is why we have

always made our investment portfolios available exclusively through 

investment professionals.

When you partner with an adviser and MFS, you gain professional

guidance and the experience of a firm that has helped generations 

of investors pursue their financial goals.

For more details on investing with MFS, contact your investment
professional or visit mfs.com.
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