[image: image1.emf]

The Nuances of NUA: Can an Oft-Overlooked Tax Strategy Work for You?

[image: image1.emf]“How can I reduce the amount I owe the government in taxes?” That’s the question on many a taxpayer’s mind as the April 15 filing deadline approaches.

For people who are participating in a employer-sponsored retirement plan and whose plan assets include stock in the company that employs them, capitalizing on a provision in the federal tax code pertaining to the tax treatment of appreciation in the value of company stock held in a retirement plan may substantially reduce their tax tab.

“A lot of people have company stock that has appreciated significantly,” says certified financial planner Nate Wenner, principal at Wipfli Hewins Investment Advisors in Edina, MN. “But not a lot of people know that in certain situations, they can take advantage of the unrealized appreciation of that stock.”

Here’s a closer look at this obscure and oft-overlooked provision, along with some of the situations where it makes sense to consider. 

The What: The provision applies to the net unrealized appreciation (NUA) of company stock (employer securities in IRS-speak) held inside an employee’s company-sponsored tax-qualified retirement plan. A company might, for example, have contributed shares of its own stock to an employee’s retirement plan [such as a 401(k)] to “match” an employee contribution. The value of the stock when it was contributed to the employee’s retirement plan is known as the cost basis. The appreciation is the amount the stock’s value has increased above the basis. That appreciation is considered unrealized because the owner of the stock has not realized an actual monetary gain by selling the stock.

The When and the Who: The provision typically comes into play when a person who owns low-basis company stock whose value has appreciated substantially inside a company retirement plan is about to change employers or reach age 59-and-a-half, when they can start taking distributions (pay-outs) from that retirement plan. 

The Why and the How: A person to which one of the aforementioned scenarios applies must choose how to handle any company stock within their qualified retirement plan. Say the stock, which was worth $100 when it was contributed into the plan (the basis), is now valued at $300. They can take the full value of the stock (now $300) as a lump-sum distribution and roll that into an IRA, but if they do, they likely will be obligated to pay taxes on the full amount at the ordinary income tax rate — currently as high as 39.6%.

But there’s another option, one that may save hundreds, even thousands of dollars, in taxes. That stock can be distributed directly into a taxable (non-qualified) account, and when it is, under current tax law, only the original basis amount of $100 is subject to ordinary income tax. The remaining $200 is considered net unrealized appreciation and is taxed at the much lower long-term capital gains tax rate — currently a maximum of 20%. Once transferred into the taxable account, it’s up to the account holder what to do with the company stock  — hang onto it, sell it, etc.
Bottom line: The greater the NUA amount associated with that stock, and the larger the gap between the ordinary income and capital gains tax rates, the more tax benefit such a maneuver may yield.

But be careful: strict guidelines apply to the NUA provision, including a requirement that the entire vested balance of shares held in the plan be distributed within one tax year, and that all assets from all qualified plans held with the employer be distributed. What’s more, the distribution of company stock must come as actual shares, not shares converted to cash before the distribution. 

The Need for Guidance: Given the benefits that can be gained from an NUA — and lost when such a maneuver is misapplied or executed improperly — be sure to consult a financial planner with NUA expertise before deciding how to proceed. With so many complex variables in play, including age and investment horizon, tax status and tax outlook, wealth transfer intentions, short-term cash needs, etc., “people really benefit from having someone walk them through the decision and execution process,” says Wenner.
A little self-guided research doesn’t hurt either. Start by checking out the IRS document that summarizes the NUA provision at www.irs.gov/pub/irs-pdf/p575.pdf, and talking with the retirement plan administrator at your employer. Then consult a financial advisor you trust or visit the Financial Planning Association’s national database of personal finance experts at www.PlannerSearch.org to find one in your area.
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