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Net Unrealized Appreciation (NUA): Maximizing Tax Efficiency
for Company Stock in Retirement Accounts

Net Unrealized Appreciation (NUA) is a unique tax strategy available to individuals who hold
employer stock in their qualified retirement plan, such as a 401(k). This strategy allows
employees to transfer company stock out of their retirement plan and pay capital gains tax on
the stock's appreciation rather than ordinary income tax. For those who have experienced
significant growth in their company stock, NUA can provide substantial tax savings when it
comes time to retire or take a distribution.

Key Benefits of Gifting

>

Capital Gains Tax Savings: The primary benefit of NUA is that the appreciation of
company stock held in a retirement plan is subject to long-term capital gains tax rates
(currently a maximum of 20% in 2024) rather than ordinary income tax rates (which can be
as high as 37%). This tax savings can be significant, particularly For individuals in higher
income tax brackets.

Partial Tax Deferral: When the NUA strategy is used, only the cost basis of the stock (the
original price paid for the stock) is taxed as ordinary income at the time of distribution.
The appreciation in value, known as net unrealized appreciation, is not taxed until the
stock is sold, allowing for deferral of capital gains tax on the appreciated value.

Flexibility in Managing Company Stock: After transferring company stock out of a
retirement plan using the NUA strategy, individuals have the flexibility to decide when to
sell the stock, enabling them to manage capital gains taxes based on their financial needs
and market conditions.

Wealth Transfer and Estate Planning Benefits: NUA also provides benefits in estate
planning. If the individual passes away before selling the stock, beneficiaries may be able
to utilize favorable tax treatment, including a step-up in basis on non-NUA appreciation,
while still maintaining the NUA's preferential capital gains treatment.

How Net Unrealized Appreciation Works

>

Distribution of Company Stock: The NUA strategy applies when company stock is
distributed from a tax-deferred retirement plan as part of a lump-sum distribution. The
stock is transferred in-kind to a taxable brokerage account, meaning the shares are not
sold within the retirement plan, but are moved directly to the individual's non-retirement
account.
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> Taxation of Cost Basis: Upon distribution, the individual must pay ordinary income tax on

the stock's cost basis. The cost basis is the original value of the stock when it was
purchased or granted by the employer. This portion is taxed at the individual's current
income tax rate.

Taxation of Net Unrealized Appreciation: The NUA itself (the difference between the
cost basis and the market value of the stock at the time of distribution) is not taxed
immediately. Instead, the NUA is taxed as a long-term capital gain when the stock is
eventually sold. This allows for lower tax rates on the appreciation and defers the tax
liability until the sale.

Further Appreciation: Any gains beyond the NUA that occur after the stock is distributed
to a taxable account are treated as additional capital gains. The tax treatment of these
gains depends on how long the stock is held before it is sold—if held for more than a year,
they qualify for long-term capital gains rates.

Example of the NUA Strategy

. An employee has 1,000 shares of company stock in their 401(k) with a cost basis of $10 per
share (510,000 total) and a current market value of $50 per share ($50,000 total).

2. Upon taking a lump-sum distribution of the stock, the employee would pay ordinary

income tax on the $10,000 cost basis. The $40,000 of NUA ($50,000 - $10,000) would not
be taxed immediately.

When the employee sells the stock, the $40,000 of NUA is taxed at long-term capital gains
rates, potentially saving a significant amount in taxes compared to the ordinary income
tax rates.

Considerations For Using NUA

> Eligibility For NUA: Not all retirement plan participants are eligible fFor the NUA strategy.

NUA can only be used when company stock is distributed as part of a lump-sum
distribution from a qualified plan, such as a 401 (k). Partial distributions of stock do not
qualify for NUA treatment.

Cost Basis and Tax Impact: For the NUA strategy to be effective, the cost basis of the
company stock must be relatively low compared to its current market value. If the cost
basis is high, the tax savings from NUA may not justify the strategy. The Frank Duke

Method is particularly useful For managing situations where the cost basis is low, and
there is significant appreciation in the stock.
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> Market Risk: Holding company stock in a taxable account after a distribution exposes the
individual to market risk. If the value of the stock declines after the distribution, the
individual may end up paying higher taxes on the cost basis than the stock is worth at the
time of sale. The Frank Duke Method addresses this by encouraging gradual diversification
to reduce exposure to company-specific risk.

> Coordination with Other Retirement Income: The timing of NUA realization should be
carefully coordinated with other sources of retirement income, such as pensions, Social
Security, and required minimum distributions (RMDs). The Frank Duke Method can help
manage income levels to prevent pushing the individual into higher tax brackets
unnecessarily.

The “Frank Duke” Method: Enhancing the NUA Strategy

The Frank Duke Method is an advanced approach to managing the NUA strategy, designed to
maximize the flexibility and tax benefits of NUA, especially for individuals who want to
diversify out of company stock while minimizing tax liabilities. This method involves specific
planning techniques to optimize how and when NUA is realized and taxes are paid.

> Here's how it works:

Alex, a retiree from Sherwin Williams, has $1 million in his 401(k). Here's the breakdown of his
assets:

e Sherwin Williams stock valued at $500,000, with a cost basis of $100,000.

e Other assets (e.g., bonds, mutual funds) worth $500,000.

Alex wants to minimize taxes on his stock distribution using the Frank Duke Method. This is
what the process might look like:

1. Split Qualified Lump Sum Distribution (QLSD):

e Alexrolls over $500,000 of his non-stock assets (bonds, mutual funds) into a traditional
IRA. This transfer is non-taxable.

e He moves the $500,000 worth of Sherwin Williams stock into a taxable brokerage
account. Normally, Alex would owe income tax on the $100,000 cost basis of the stock.

2. 60-day Rollover:

e Within 60 days, Alex transfers $100,000 worth of Sherwin Williams stock (equal to the
cost basis) from his taxable account into his traditional IRA. This move offsets the
taxable income from the stock’s cost basis, effectively reducing his income tax burden
to zero for that year.




d

JOURNEY Journey Insights: Navigating Complexities in Wealth

3. Tax Savings:

e Without the Duke Method, Alex would owe 32% income tax on the $100,000 cost
basis, resulting in $32,000 of taxes.

e By using the Duke Method, Alex avoids this immediate tax. When he eventually sells
the Sherwin Williams stock in his taxable brokerage account, the net unrealized
appreciation (NUA) of $400,000 will be taxed at the lower long-term capital gains rate
of 15%, resulting in $60,000 of capital gains tax.

While this method can result in significant tax savings, it is complex and must be executed
precisely to avoid triggering an audit or additional taxes. The IRS has only provided specific
approval for this strateqy through private letter rulings, meaning it's a gray area that carries
some risk.

Conclusion

Net Unrealized Appreciation (NUA) is an effective tax strategy for individuals with significant
company stock in their retirement accounts. By taking advantage of the preferential tax
treatment for NUA, individuals can pay lower capital gains taxes on the appreciation of their
stock while deferring the tax liability until they sell the shares. The Frank Duke Method
enhances the NUA strategy by allowing for greater flexibility in how and when NUA is realized,
enabling individuals to manage their tax exposure more effectively and diversify their
holdings without triggering immediate tax liabilities. You should consult with a qualified tax
professional before engaging in any Net Unrealized Appreciation strategies.

Important Disclosure: The information contained in this whitepaper is intended to be general in nature
and for informational purposes only. It should not be considered as investment advice or as a
recommendation of any particular tax or investment strategy or product. Moreover, this whitepaper is
not a solicitation or an offer to provide any specific tax, estate planning or financial planning service.
Please consult with qualified tax, legal and/or financial professionals for advice specific to your
situation before engaging in any tax planning strategies.




