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When you leave an employer, you may assume that the right move 

is to roll over your retirement funds to an IRA. 

Not so fast! 

For many people, a rollover would be a prudent decision. However, 

don’t assume that’s always the best option. In some cases, as 

strange as it may sound, taking a lump sum distribution and 

paying taxes is a smart choice. 

You may be wondering how that could be possible. 

There is a little-known provision in the tax code that can provide 

a huge income tax advantage in the right circumstances. It’s 

called Net Unrealized Appreciation (NUA), and it might mean 

that taking the distribution is a good choice for you. NUA is a 

loophole in the tax code that provides a tax shield from the growth 

company stock growth you’ve made in your 401(k), and reduces 

your future taxable income. 

Are you a candidate? There are two main qualifiers:

1. If you work for a publicly traded company, do you have 

company stock in your 401(k)? 

2. Is it highly appreciated? (Note: to find out if the stock is 

highly appreciated, look at what the cost was when the shares 

were put in the plan compare to what today’s value is of those 

shares.) 

If the answer to both questions is “yes,” then you may be a good 

candidate for the NUA tax break. 

How the NUA Tax Break Works

You withdraw the stock from the company plan and pay regular 
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income tax on it, but only on the original cost basis and not on 

the current market value. Also, if you are under age of 55 at the 

time of separation of service, you would generally owe a 10% 

penalty on the cost basis of shares distributed.

The difference (the appreciation) is the NUA. 

NUA is the increase in the value of the employer stock from the 

time it was acquired by a plan to the date of the distribution to 

you. You can elect to defer the tax on the NUA until you sell the 

stock. When you do sell, you will only pay tax at your current long 

term capital gains rate.

To qualify for the NUA tax break, the distribution must be a lump 

sum distribution. This means that you must empty the entire 

account in one tax year. The distribution must also occur after a 

triggering event. 

Triggering events include: 

• Death

• Reaching age 59 ½

• Separation from service

• Disability

If you roll over the highly appreciated stock to an IRA, you will 

lose the NUA tax break and not be able to have access to it again. 

Any distribution from your IRA will be taxed as ordinary income.

The higher the amount of appreciation, the more advantageous 

the company stock income tax break becomes. It becomes even 

more advantageous if you are age 59 ½ or older (or was age 55 

or older when you separated from service) when the distribution 

is made. This is the case because the early distribution penalty 

equal to ten percent of the taxable portion of the payout will be 

avoided. This penalty is also avoided if payment is made due to 

the participant’s death.

Triggering events include: 

• Death

• Reaching age 59 ½

• Separation from service

• Disability
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As with most IRA and tax strategies, the NUA strategy comes with 

a few “don’ts.” Any one of these could mean a loss of your ability to 

take advantage of the NUA tax benefit:

1. Don’t forget to consider NUA early when there is highly 

appreciated stock in an employer plan.

2. Don’t sell the stock too soon in the employer plan. Once it is sold 

you lose, the original basis amount. Unless you can purchase 

the stock at a lower basis amount, you have lost the NUA 

opportunity.

3. Don’t roll over the employer stock to an IRA. The rollover is an 

irrevocable decision and you cannot use NUA on stock that is in 

an IRA.

4. Don’t take distributions from the employer plan in years before 

the year you want to do the NUA. Your distribution of the stock 

in a subsequent year will not qualify as a lump sum distribution.

5. Don’t forget that you can do NUA with only some of the stock 

in the employer plan. You do not have to use NUA with all the 

stock.

6. Don’t forget to make sure that all amounts are distributed from 

the employer plan by year end. The year-end balance in the plan 

should be zero.

7. Don’t forget about your triggering events. If you miss one 

triggering event, a new triggering event gives you a new 

opportunity to use NUA.

8. Don’t let the 10% early distribution penalty get in the way. If the 

appreciation in the stock is high enough, it could be worthwhile 

to pay the penalty.

12 Things Not To Do With NUA
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9. Don’t forget to let your advisor know that the cost basis in the 

non-IRA account is the same as the cost basis in the employer 

plan. In other words, your cost basis is the amount on which you 

pay income tax.

10. Don’t forget to let your tax preparer know that you are using the 

NUA strategy. After all the work you have done, you do not want 

to end up paying income tax on the entire distribution!

11. Don’t forget to let your beneficiaries know about your NUA. If 

they inherit the NUA, they also inherit the long-term capital 

gains tax due on the NUA. There is no step-up in basis for NUA.

12. Don’t let all of these technical requirements and possible 

problems worry you. NUA is an incredible planning tool for your 

retirement. Working with a knowledgeable financial advisor can 

help ensure that all goes smoothly. 

Great Waters Financial creates tax models every day for people like 

you to see how leveraging NUA would affect your retirement. If 

you missed out on NUA by already by withdrawing or transferring 

money from your 401k, unfortunately you don’t get a do-over. But it 

probably raises the question: what else might I be missing out on? 

We offer a complimentary analysis to make sure there’s nothing 

you’re missing when it comes to your retirement. Contact our office 

to set up your no-strings-attached analysis today. 

612.360.2127
info@mygreatwaters.com
greatwatersfinancial.com

Please feel free to call or email us with any questions. 


