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Over the last 10 years the types of retire-
ment plans offered by companies have
changed. The old defined benefit plans that
guaranteed a stated benefit if one worked for
the company for many years are rapidly dis-
appearing. In their place, companies are
offering defined contribution plans that pro-
vide a benefit based on the amount accumu-
lated in the plan at retirement. With a
defined contribution plan, the employee
assumes the risk that the accumulated “nest
egg” will be large enough, along with Social
Security and other retirement savings, to
fund a secure retirement. A typical defined
contribution plan is an optional 401(k) plan.
Research indicates that 25 percent of employ-
ees who are eligible to participate in a 401(k)
plan do not do so, often because they do not
understand the benefits. This publication
shows you how to make the most of 401(k)
plans when they are offered by your employ-
er.

When should one start saving for
retirement?

More and more people in their
midtwenties see the need to put aside
funds for retirement. The numbers
tell us that this is a good age to

begin because if one starts this early, he or she
needs to save only 5 percent of pay to fund a
financially secure retirement. Because these
funds have many years to compound, they
will produce a sufficient balance by retire-
ment age. Waiting until the midthirties
increases the amount needed to 9 percent or
almost double, and waiting until the midfor-
ties increases the amount needed to 18 per-
cent, or double again, simply to accumulate
the same amount as those starting earlier.
Those in their fifties need to save 43 percent,
an amount that is not possible for most work-

ers. If you find yourself in
this situation, you probably
need to save as much as you
can and plan on working
past the normal retirement

age.

What is a 401(k)
plan?

A 401(k) is a
v o l u n t a r y,  t a x -
deferred defined
contribution retire-
m e n t  p l a n  f o r
employees of compa-
nies and nongovern-
mental tax-exempt

organizations. State
o f  M a r y l a n d

employees are
also eligible to

participate in
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the funds based on the beneficiary’s life
expectancy. A word of caution—not all cus-
todians know the rule on using the benefi-
ciary’s life expectancy. For a more detailed
discussion on withdrawals, request Fact
Sheet 692, “Retirement Planning—
Withdrawals from Individual Retirement
Accounts” from your local Cooperative
Extension office. The rules are the same for
401(k)s.

Because these rules are very complex, it is
wise to obtain expert tax counsel before mak-
ing a decision. Also remember to review your
beneficiary choices from time to time to
make sure they are up to date. Naming a
benef ic iary two generat ions younger
than yourself  could keep that money
growing tax-deferred for  many years
after your death because the account can
continue to grow with withdrawals based on
the younger beneficiary’s age.

Summary
Here are 12 thoughts to keep in mind:
1. Start now to plan for your retirement.
2. Your retirement income will be pooled

from several sources, such as Social
Security, an employer’s pension, your
IRA, and a 401(k) plan. All of these
sources may be necessary to maintain
your current lifestyle in retirement.

3. Tax-deferred savings are preferable to
regular savings when saving for retire-
ment.

4. Contribute the most you can to your
401(k), striving to reach the maximum
allowed each year.

5. Your employer will probably match
your contributions to your 401(k). Take
advantage of this—it’s like “free”
money.

6. The younger you are, the more risk you
can assume.

7. A substantial portion of your 401(k)
investments should be in stocks rather
than fixed income investments.

8. Modify the risk on your retirement sav-
ings and 401(k) by diversifying your
assets in stocks, bonds, and fixed
income investments.

9. Avoid removing funds from your 401(k)
before retirement. In an emergency, bor-
rowing is preferable to “hardship” with-
drawals.

10. When leaving a job or retiring, if you
cannot leave your 401(k) where it is, roll
it over into an IRA.

11. Allow your funds to grow tax deferred
for as long as possible.

12. Elect the method of withdrawal before
reaching age 70. Term certain is general-
ly the best choice.
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a 401(k) plan. The term 401(k) stands for a
section in the Internal Revenue Code, which
explains the tax advantages.

How does a 401(k) plan work?
Employees who enroll in the plan desig-

nate the amount they want to contribute on
a pretax basis. Because your contribution is
deducted from your income before income
taxes are calculated, you will pay fewer taxes.
For example, in a 28 percent tax bracket, for
every $100 contributed only $72 will come
out of your paycheck. The remaining $28 is
your current tax savings. Your employer will
tell you the maximum percentage of your
salary you can contribute, often as much as 6
percent. Regardless of the percentage, the
maximum dollar amount you can contribute
is $9,500 annually. This amount will be
adjusted for inflation periodically.

While a matching contribution from the
employer is not required, most companies
match at least 25 cents of every dollar you
contribute. Some employers match dollar for

dollar up to a
m a x i m u m
a m o u n t .
When your
e m p l o y e r
matches, it

is wise to

contribute enough to receive the full match
because this is “free” money. State of
Maryland employees receive no match. The
funds that both you and your employer con-
tribute grow untaxed until you retire many
years from now. Your contribution is deduct-
ed directly from your paycheck so you are
not likely to miss the funds.

However, if you are making minimum pay-
ments on your credit cards or will have to
increase the amount of credit you use to con-
tribute the maximum to a 401(k), consider
contributing only the amount your employer
will match until you get your spending and
debts under control. It makes little sense to
borrow at 18 percent, a common credit card
rate, when contributions over the employer’s
match do not earn that much. A strategy to
reach the maximum is to increase contribu-
tions up to the employer’s match as rapidly
as possible, then as you receive raises, save
one-half your raises and pay off debt with the
rest.

Whether the employer’s match is vested
immediately or not depends on the compa-
ny’s plan. If a company defers vesting the
match, the employee does not have access to
the employer’s contribution if he or she
leaves the company before a specified period
of time. Either cliff vesting or graded vesting
is commonly used. Cliff vesting means that an
employee does not have access to the
employer’s contribution until he or she has
been in the plan for 5 years while employed
by the company. Graded vesting means that
the employer’s contribution becomes 20 per-
cent vested each year starting with the third

year and ending with the seventh year. If
your company is generous, contributions

can vest more rapidly. Employees can
start a 401(k) at age 21 or after 1

year of service.

Investing in a 401(k)
plan
Once you request information

about a 401(k) plan, you will be given
three pieces of information: (1) an
enrollment form, (2) a summary plan
description, and (3) information on
specific investment options. The sum-

mary plan description details the plan’s
rules and regulations including amounts

used one time by
those who are at least
age 59 1⁄2. This tax
break will be available
only until December
31, 1999. To figure
your taxes using this
method, divide the
lump sum by 5, check
the tax rate on the
single taxpayer sched-
ule, and multiply that
amount by 5. The
taxes are then paid
with your regular
annual tax return.
Those born on or
before January 1,
1936, can use 10-year forward averaging,
applying the tax rates in effect in 1986. Any
capital gains earned by these individuals
before 1974 will be taxed at the 20 percent
rate that was in effect in 1986. Five-year for-
ward averaging can save a considerable sum
in taxes.

If your retirement income is adequate
without your 401(k), you can leave it alone
until you reach age 70 1⁄2. In fact, your first
payment can be delayed until April 1 of the
year after you turn 70 1⁄2. However, if you wait
that long, you must take the second payment
by December 31 of the same year. If you do
not start taking your money out before you
reach age 70 1⁄2, you must make a very impor-
tant decision. You must advise the adminis-
trator of your 401(k) plan which of two with-
drawal methods you want to use. The with-
drawal methods are called term certain and
recalculation. If you fail to make a choice, the
custodian will automatically choose recalcu-
lation, the method that causes the highest
tax liability for your survivors. With term cer-
tain you take out 1/x of the balance each
year. The fraction is based on your life
expectancy or a joint life expectancy with
your spouse or another person. Request IRS
Publication 590, “Individual Retirement
Arrangements,” for tables based on single and
joint life expectancies. At age 70 you can
expect to live an additional 16 years, so if you
are using only your life expectancy, the first
year (at age 70) you would withdraw 1/16th,
the next year at age 71, 1/15th, and so forth.
For example, if you have $75,000 in your

IRA, at age 70 you would need to withdraw
$4,687.50 ($75,000 ÷ 16 = $4,687.50), and at
age 71, you would use the remaining balance
divided by 15. Using this method, your sur-
vivors can continue to take the money out
using the same schedule you were using.

With the recalculation method, life
expectancy tables decrease by less than 1 year
each year, because the longer you live, the
longer you can expect to live. Using the same
life expectancy as above, the first year at age
70 the fraction of the balance you can take
out each year would be 1/16, at age 71,
1/15.3, and at age 72, 1/14.6. Joint life
expectancies with the owner at age 70 and
spouse at age 67 start at 1/122. Using the
recalculation method, your surviving spouse’s
life expectancy must be used after your death.
Also, with this method, once your spouse
dies, the entire balance must be distributed
by the end of the year following your
spouse’s death, rather than on the schedule
using a joint life expectancy.

As you retire, it would be wise to check
your tax-deferred plans to make sure they
allow the term certain method. Not all plans
do. If not, you would then be able to locate
and transfer funds to an IRA that allowed the
term certain method.

Should you die before withdrawals begin,
your spouse as beneficiary can roll the
account over into his or her own account.
Any other beneficiary could choose from
three options: (1) take all the funds at once
and pay the taxes now in a higher tax brack-
et, (2) take the funds over 5 years, or (3) take
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account. Alternatives include rolling the
money over into an Individual Retirement
Account (IRA) or transferring your funds to
your new employer’s plan. In either case,
make sure the funds transfer directly from
one plan to another. If the check is written to
you, rather than to the new plan, your previ-
ous employer is required to withhold 20 per-
cent for the payment of income taxes. To roll
over the full amount, you would need to add
from personal funds the 20 percent your
employer withheld, in order to avoid the 10
percent penalty mentioned in the previous
paragraph. You also must roll the funds over
within a 60-day time limit. In this do-it-your-
self situation, you then apply for a credit of
the amount withheld on your income tax
form.

Layoffs, temporary illness, disability,
or leaving to care for someone who is
ill

If you have lost your job, are temporarily
too ill to work, or must stay home to take
care of a loved one, you may need your
401(k) funds for current expenses.
Withdrawing these funds will be very expen-
sive. Twenty percent will be withheld for pay-
ment of taxes and, if you are under age 59 1⁄2,
you will pay a 10 percent penalty on the
amount withdrawn, leaving only 70
percent for current use. If your
tax liability is greater than 20

percent, you may end up paying additional
taxes as well. The message is that 401(k)
money is for retirement. If at all possible,
leave the money in place until you reach
retirement age. Should you become perma-
nently disabled before age 55, you can take
your 401(k) money without the 10 percent
penalty. If you can wait until age 55 to per-
manently leave the labor force, you also can
take the funds without penalty. You will still
have to pay income taxes on the total
amount withdrawn.

If you must quit before age 55, you can
avoid the penalty by taking more or less
equal withdrawals for at least 5 years or until
you reach age 59 1⁄2, whichever is later. After
that time you can cease withdrawals until
you reach age 70 1⁄2. There are three methods
to determine the size of your payments. They
can be based on your life expectancy, on a
reasonable rate of interest along with your
life expectancy, or on an annuity table. The
younger you are, the smaller the payments.
In addition, you forgo the compounding
from leaving your funds in the tax-deferred
account.

Removing funds from your 401(k)
at retirement

Once you reach age 59 1⁄2, you may
take money from your 401(k)
plan whenever you choose. The
funds can be left in the employ-
er’s plan or rolled over into an
IRA. You may wish to take only
the amount of money you need
to supplement other retirement
income. Remember, the less you
take out at the beginning of
retirement, the more will be avail-
able later on. Let’s say you need a
lump sum to take a special trip or
start a part-time business. This too
is possible. The rest can then
remain in the plan. If you decide
to take a partial lump sum and
roll the rest into an IRA, you must
roll over at least 50 percent of the
total.

Another option is to take all of
the funds from your 401(k) at
once. A special tax break, called 5-
year forward averaging, may be

employees can contribute, employer matches,
vesting rules for employer contributions, dis-
tribution rules, and grievance procedures.
The information on investment options may
be a short description of each option or a
prospectus if mutual funds are offered.

Where to put tax-deferred funds
Once you decide on the amount to invest,

the next step is to elect a place to put this
money. Since January 1, 1994, companies
offering 401(k) plans have been relieved of
much of their fiduciary duties if they offer at
least three asset classes, such as a money mar-
ket fund, bond fund, and stock fund. Some
companies offer a whole menu of mutual
fund types, along with company stock and a
Guaranteed Investment Contract (GIC),
which has a guaranteed interest rate. Most
companies have at least six choices.

Be aware that tax-deferred plans are long-
term investments. This means you can afford to
take greater risks. Consider investing the major
portion of your funds in stocks, since historical-
ly they have out-performed other investment
options. The portion invested in stocks may
change over your working life. Those in their
twenties might consider investing 75
to 80 percent in the stock
market, in their thir-
ties and forties,
70 percent, in
their fifties, 60
percent, and in
their sixties, 50
percent. While
you may think
this is a risky
strategy, the
longer you hold
on to stocks, the
less risk of loss of
principal and the greater chance your funds will
grow to a level that will adequately finance
your retirement lifestyle. To survive market
downturns, you may want to invest 15 to 25
percent in bond funds and the remainder in a
money market fund. If your company stock is
an investment option, experts advise limiting
your investment to 25 percent of your total
401(k) stock allocation. This assumes that you
are working for a profitable company; if not,
limit the percentage even further.

Equity mutual funds
Many plans offer mutual funds with a vari-

ety of objectives and risks. Your choice of
mutual fund depends on the amount of risk
you want to assume. The following types of
funds are commonly offered by companies.
Growth funds invest in both small and large
companies that pay few or no dividends.
Socially conscious funds invest in companies
that do not harm health or the environment.
Value funds buy undervalued stocks. Growth
and income funds invest in dividend paying
stocks. A balanced fund invests in stocks and
bonds. An index fund invests in stocks found
in a particular stock index, such as the
Standard and Poor’s 500 (S&P 500) stock
index. An S&P 500 index fund provides the
approximate return of the stock market as a
whole. The prospectus for each of these types
of funds explains the risks. Depending on
your risk tolerance, you may want to vary the
proportion of funds you put into several of
these options.
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Fixed income alternatives 
A Guaranteed Investment Contract is a

contract between an insurance company and
the tax-deferred plan. The interest on the
account is guaranteed for a specific period of
time, however, the funds themselves are not.
The funds are invested in mortgages and
bonds, which mature at the same time as the
contract. In addition to GIC’s, tax-deferred
plans frequently offer a series of bond funds.
Some common examples are corporate bond
mutual funds, and U.S. Treasury Agency bond
mutual funds with various maturity lengths.
When purchasing a bond fund, remember to
check the maturity of bonds held in the port-
folio. A fund containing bonds that will
reach maturity in 5 to 10 years is common
and not as risky as a fund containing longer
term bonds. In addition, most 401(k) plans
offer a money market mutual fund with a
maximum maturity of only 90 days. For addi-
tional information on mutual funds, request
Fact Sheet 656, “Mutual Funds,” from your
local Cooperative Extension office.

Information on how your 401(k)
investments are performing

Within 6 weeks of the end of each quarter,
the company managing your 401(k) plan will
send you a statement of your account. This
quarterly statement contains an itemized
account of contributions, beginning bal-
ances, ending balances, loans (if any), income
earned, and capital gains and losses. Review
these statements carefully for accuracy.
Compare the contributions with the amounts
on your pay stubs. If your employer makes a
match into the same funds you are investing
in, the two contributions may be combined.
If this is the case, you may want to note the
amount of your contributions on your state-
ment because your contribution vests imme-
diately while your employer’s may not. This
information will become valuable should you
decide to leave the company. You may need
to stay a little longer if the employer’s contri-
butions are about to vest.

In addition to statements, you will also
receive periodic reports on investment
options. If this report is only a summary and
you are offered a more detailed report, be
sure to request the detailed report and review
it carefully. Remember, your tax-deferred plan

is like any other investment. You may need
to adjust your 401(k) portfolio from time to
time to keep your desired allocation between
stocks and fixed income investments in the
desired balance.

Taking money out of a 401(k) plan
in an emergency

Sometimes your best-laid plans go astray
and you need money. Can you raid your tax-
deferred plan? While the best advice is to
leave retirement funds alone, there are occa-
sions when a loan or an outright withdrawal
may be necessary. Most employers allow
loans from a 401(k), subject to several rules.
While no taxes or penalties are due if you
borrow from your plan, usually you cannot
borrow the total value of your plan. The
IRS rule says you may borrow
(1) $50,000 with
adjustments for

any outstanding loans, or (2) one-half of your
vested total. For example, if your account
value was $80,000, you could borrow
$40,000. If the account value was $150,000,
you could borrow $50,000. However, if the
vested balance in your account is $10,000 or

less, you can borrow the total even
though it is more than half. For

example, if you have an
$11,000 vested account, you

could borrow $10,000 of it.
Because you are borrowing
more than 50 percent in
this case, your employer
could require you to put
up some collateral. When
you only borrow 50 per-
cent, no collateral is

required because the other
half serves as the collateral.
When borrowing from

your plan, you must repay the
loan within 5 years unless you

have borrowed the money for the
purchase of a primary residence. You

must pay the money (principal and
interest) back in approximately
equal installments at least quar-
terly over the term of your loan
(5 years). The interest you pay
on your loan is  credited to
your account. When you final-
ly withdraw the interest  in
retirement you will need to
pay taxes on it. In addition,

the interest you pay cannot
be taken as an itemized

deduction for  tax
purposes unless

i t  i s  home
m o r t g a g e
interest and
you have
not made
s a l a r y
reduction
( b e f o r e
tax) contri-
butions to
your 401(k).
T h e  r e q -

uirement that
salary reductions

not be taken prob-

ably restricts most 401(k) home mortgage
borrowers from deducting the interest.

If your employer does not allow you to
borrow, another option is a “hardship” with-
drawal. The only advantage of a “hardship”
withdrawal is that you are not required to
leave your job to get to your money.
However, getting to these retirement savings
will be expensive. You will need to pay
income taxes on the amount withdrawn and,
if you are under age 59 1⁄2, you will be assessed
a 10 percent penalty. In a 28 percent income
tax bracket, you would lose 38 percent of the
amount you withdrew. That means if you
withdrew $10,000, you would actually have
only $6,200. You also would have to meet
two hardship conditions: (1) that the distri-
bution is necessary in light of immediate and
heavy financial need, and (2) that funds are
not reasonably available from other sources.
To meet the “immediate and heavy” require-
ment, the funds must be used for (1) pay-
ment of medical expenses for you or your
dependents, (2) purchase of a principal resi-
dence, (3) payment of educational expenses
for you or your dependents, or (4) payments
to prevent eviction or mortgage foreclosure.
The “existence of other resources” condition
uses a “safe harbor” test that requires the bor-
rower to meet two criteria: (l) the borrower
can borrow only the amount needed to fund
the immediate and heavy financial need, and
(2) the borrower has used all available
resources including borrowing at reasonable
terms, using easily liquidated assets, or using
insurance reimbursements. In addition to
meeting these criteria, the borrower must
cease to contribute to tax-deferred plans for
12 months. In other words, this is the last
source for money available to the borrower.
As you can see, you would have to be in dire
straits to take a “hardship” withdrawal.

Leaving a job before retirement
age

Changing jobs
If you are making a career move, you must

make a decision as to what to do with your
401(k). If you are leaving your employer on
amicable terms, you may want to leave your
funds with that employer. This may be possi-
ble if you have more than $3,500 in the
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Fixed income alternatives 
A Guaranteed Investment Contract is a

contract between an insurance company and
the tax-deferred plan. The interest on the
account is guaranteed for a specific period of
time, however, the funds themselves are not.
The funds are invested in mortgages and
bonds, which mature at the same time as the
contract. In addition to GIC’s, tax-deferred
plans frequently offer a series of bond funds.
Some common examples are corporate bond
mutual funds, and U.S. Treasury Agency bond
mutual funds with various maturity lengths.
When purchasing a bond fund, remember to
check the maturity of bonds held in the port-
folio. A fund containing bonds that will
reach maturity in 5 to 10 years is common
and not as risky as a fund containing longer
term bonds. In addition, most 401(k) plans
offer a money market mutual fund with a
maximum maturity of only 90 days. For addi-
tional information on mutual funds, request
Fact Sheet 656, “Mutual Funds,” from your
local Cooperative Extension office.

Information on how your 401(k)
investments are performing

Within 6 weeks of the end of each quarter,
the company managing your 401(k) plan will
send you a statement of your account. This
quarterly statement contains an itemized
account of contributions, beginning bal-
ances, ending balances, loans (if any), income
earned, and capital gains and losses. Review
these statements carefully for accuracy.
Compare the contributions with the amounts
on your pay stubs. If your employer makes a
match into the same funds you are investing
in, the two contributions may be combined.
If this is the case, you may want to note the
amount of your contributions on your state-
ment because your contribution vests imme-
diately while your employer’s may not. This
information will become valuable should you
decide to leave the company. You may need
to stay a little longer if the employer’s contri-
butions are about to vest.

In addition to statements, you will also
receive periodic reports on investment
options. If this report is only a summary and
you are offered a more detailed report, be
sure to request the detailed report and review
it carefully. Remember, your tax-deferred plan

is like any other investment. You may need
to adjust your 401(k) portfolio from time to
time to keep your desired allocation between
stocks and fixed income investments in the
desired balance.

Taking money out of a 401(k) plan
in an emergency

Sometimes your best-laid plans go astray
and you need money. Can you raid your tax-
deferred plan? While the best advice is to
leave retirement funds alone, there are occa-
sions when a loan or an outright withdrawal
may be necessary. Most employers allow
loans from a 401(k), subject to several rules.
While no taxes or penalties are due if you
borrow from your plan, usually you cannot
borrow the total value of your plan. The
IRS rule says you may borrow
(1) $50,000 with
adjustments for

any outstanding loans, or (2) one-half of your
vested total. For example, if your account
value was $80,000, you could borrow
$40,000. If the account value was $150,000,
you could borrow $50,000. However, if the
vested balance in your account is $10,000 or

less, you can borrow the total even
though it is more than half. For

example, if you have an
$11,000 vested account, you

could borrow $10,000 of it.
Because you are borrowing
more than 50 percent in
this case, your employer
could require you to put
up some collateral. When
you only borrow 50 per-
cent, no collateral is

required because the other
half serves as the collateral.
When borrowing from

your plan, you must repay the
loan within 5 years unless you

have borrowed the money for the
purchase of a primary residence. You

must pay the money (principal and
interest) back in approximately
equal installments at least quar-
terly over the term of your loan
(5 years). The interest you pay
on your loan is  credited to
your account. When you final-
ly withdraw the interest  in
retirement you will need to
pay taxes on it. In addition,

the interest you pay cannot
be taken as an itemized

deduction for  tax
purposes unless

i t  i s  home
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interest and
you have
not made
s a l a r y
reduction
( b e f o r e
tax) contri-
butions to
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salary reductions

not be taken prob-

ably restricts most 401(k) home mortgage
borrowers from deducting the interest.

If your employer does not allow you to
borrow, another option is a “hardship” with-
drawal. The only advantage of a “hardship”
withdrawal is that you are not required to
leave your job to get to your money.
However, getting to these retirement savings
will be expensive. You will need to pay
income taxes on the amount withdrawn and,
if you are under age 59 1⁄2, you will be assessed
a 10 percent penalty. In a 28 percent income
tax bracket, you would lose 38 percent of the
amount you withdrew. That means if you
withdrew $10,000, you would actually have
only $6,200. You also would have to meet
two hardship conditions: (1) that the distri-
bution is necessary in light of immediate and
heavy financial need, and (2) that funds are
not reasonably available from other sources.
To meet the “immediate and heavy” require-
ment, the funds must be used for (1) pay-
ment of medical expenses for you or your
dependents, (2) purchase of a principal resi-
dence, (3) payment of educational expenses
for you or your dependents, or (4) payments
to prevent eviction or mortgage foreclosure.
The “existence of other resources” condition
uses a “safe harbor” test that requires the bor-
rower to meet two criteria: (l) the borrower
can borrow only the amount needed to fund
the immediate and heavy financial need, and
(2) the borrower has used all available
resources including borrowing at reasonable
terms, using easily liquidated assets, or using
insurance reimbursements. In addition to
meeting these criteria, the borrower must
cease to contribute to tax-deferred plans for
12 months. In other words, this is the last
source for money available to the borrower.
As you can see, you would have to be in dire
straits to take a “hardship” withdrawal.

Leaving a job before retirement
age

Changing jobs
If you are making a career move, you must

make a decision as to what to do with your
401(k). If you are leaving your employer on
amicable terms, you may want to leave your
funds with that employer. This may be possi-
ble if you have more than $3,500 in the
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account. Alternatives include rolling the
money over into an Individual Retirement
Account (IRA) or transferring your funds to
your new employer’s plan. In either case,
make sure the funds transfer directly from
one plan to another. If the check is written to
you, rather than to the new plan, your previ-
ous employer is required to withhold 20 per-
cent for the payment of income taxes. To roll
over the full amount, you would need to add
from personal funds the 20 percent your
employer withheld, in order to avoid the 10
percent penalty mentioned in the previous
paragraph. You also must roll the funds over
within a 60-day time limit. In this do-it-your-
self situation, you then apply for a credit of
the amount withheld on your income tax
form.

Layoffs, temporary illness, disability,
or leaving to care for someone who is
ill

If you have lost your job, are temporarily
too ill to work, or must stay home to take
care of a loved one, you may need your
401(k) funds for current expenses.
Withdrawing these funds will be very expen-
sive. Twenty percent will be withheld for pay-
ment of taxes and, if you are under age 59 1⁄2,
you will pay a 10 percent penalty on the
amount withdrawn, leaving only 70
percent for current use. If your
tax liability is greater than 20

percent, you may end up paying additional
taxes as well. The message is that 401(k)
money is for retirement. If at all possible,
leave the money in place until you reach
retirement age. Should you become perma-
nently disabled before age 55, you can take
your 401(k) money without the 10 percent
penalty. If you can wait until age 55 to per-
manently leave the labor force, you also can
take the funds without penalty. You will still
have to pay income taxes on the total
amount withdrawn.

If you must quit before age 55, you can
avoid the penalty by taking more or less
equal withdrawals for at least 5 years or until
you reach age 59 1⁄2, whichever is later. After
that time you can cease withdrawals until
you reach age 70 1⁄2. There are three methods
to determine the size of your payments. They
can be based on your life expectancy, on a
reasonable rate of interest along with your
life expectancy, or on an annuity table. The
younger you are, the smaller the payments.
In addition, you forgo the compounding
from leaving your funds in the tax-deferred
account.

Removing funds from your 401(k)
at retirement

Once you reach age 59 1⁄2, you may
take money from your 401(k)
plan whenever you choose. The
funds can be left in the employ-
er’s plan or rolled over into an
IRA. You may wish to take only
the amount of money you need
to supplement other retirement
income. Remember, the less you
take out at the beginning of
retirement, the more will be avail-
able later on. Let’s say you need a
lump sum to take a special trip or
start a part-time business. This too
is possible. The rest can then
remain in the plan. If you decide
to take a partial lump sum and
roll the rest into an IRA, you must
roll over at least 50 percent of the
total.

Another option is to take all of
the funds from your 401(k) at
once. A special tax break, called 5-
year forward averaging, may be

employees can contribute, employer matches,
vesting rules for employer contributions, dis-
tribution rules, and grievance procedures.
The information on investment options may
be a short description of each option or a
prospectus if mutual funds are offered.

Where to put tax-deferred funds
Once you decide on the amount to invest,

the next step is to elect a place to put this
money. Since January 1, 1994, companies
offering 401(k) plans have been relieved of
much of their fiduciary duties if they offer at
least three asset classes, such as a money mar-
ket fund, bond fund, and stock fund. Some
companies offer a whole menu of mutual
fund types, along with company stock and a
Guaranteed Investment Contract (GIC),
which has a guaranteed interest rate. Most
companies have at least six choices.

Be aware that tax-deferred plans are long-
term investments. This means you can afford to
take greater risks. Consider investing the major
portion of your funds in stocks, since historical-
ly they have out-performed other investment
options. The portion invested in stocks may
change over your working life. Those in their
twenties might consider investing 75
to 80 percent in the stock
market, in their thir-
ties and forties,
70 percent, in
their fifties, 60
percent, and in
their sixties, 50
percent. While
you may think
this is a risky
strategy, the
longer you hold
on to stocks, the
less risk of loss of
principal and the greater chance your funds will
grow to a level that will adequately finance
your retirement lifestyle. To survive market
downturns, you may want to invest 15 to 25
percent in bond funds and the remainder in a
money market fund. If your company stock is
an investment option, experts advise limiting
your investment to 25 percent of your total
401(k) stock allocation. This assumes that you
are working for a profitable company; if not,
limit the percentage even further.

Equity mutual funds
Many plans offer mutual funds with a vari-

ety of objectives and risks. Your choice of
mutual fund depends on the amount of risk
you want to assume. The following types of
funds are commonly offered by companies.
Growth funds invest in both small and large
companies that pay few or no dividends.
Socially conscious funds invest in companies
that do not harm health or the environment.
Value funds buy undervalued stocks. Growth
and income funds invest in dividend paying
stocks. A balanced fund invests in stocks and
bonds. An index fund invests in stocks found
in a particular stock index, such as the
Standard and Poor’s 500 (S&P 500) stock
index. An S&P 500 index fund provides the
approximate return of the stock market as a
whole. The prospectus for each of these types
of funds explains the risks. Depending on
your risk tolerance, you may want to vary the
proportion of funds you put into several of
these options.
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a 401(k) plan. The term 401(k) stands for a
section in the Internal Revenue Code, which
explains the tax advantages.

How does a 401(k) plan work?
Employees who enroll in the plan desig-

nate the amount they want to contribute on
a pretax basis. Because your contribution is
deducted from your income before income
taxes are calculated, you will pay fewer taxes.
For example, in a 28 percent tax bracket, for
every $100 contributed only $72 will come
out of your paycheck. The remaining $28 is
your current tax savings. Your employer will
tell you the maximum percentage of your
salary you can contribute, often as much as 6
percent. Regardless of the percentage, the
maximum dollar amount you can contribute
is $9,500 annually. This amount will be
adjusted for inflation periodically.

While a matching contribution from the
employer is not required, most companies
match at least 25 cents of every dollar you
contribute. Some employers match dollar for

dollar up to a
m a x i m u m
a m o u n t .
When your
e m p l o y e r
matches, it

is wise to

contribute enough to receive the full match
because this is “free” money. State of
Maryland employees receive no match. The
funds that both you and your employer con-
tribute grow untaxed until you retire many
years from now. Your contribution is deduct-
ed directly from your paycheck so you are
not likely to miss the funds.

However, if you are making minimum pay-
ments on your credit cards or will have to
increase the amount of credit you use to con-
tribute the maximum to a 401(k), consider
contributing only the amount your employer
will match until you get your spending and
debts under control. It makes little sense to
borrow at 18 percent, a common credit card
rate, when contributions over the employer’s
match do not earn that much. A strategy to
reach the maximum is to increase contribu-
tions up to the employer’s match as rapidly
as possible, then as you receive raises, save
one-half your raises and pay off debt with the
rest.

Whether the employer’s match is vested
immediately or not depends on the compa-
ny’s plan. If a company defers vesting the
match, the employee does not have access to
the employer’s contribution if he or she
leaves the company before a specified period
of time. Either cliff vesting or graded vesting
is commonly used. Cliff vesting means that an
employee does not have access to the
employer’s contribution until he or she has
been in the plan for 5 years while employed
by the company. Graded vesting means that
the employer’s contribution becomes 20 per-
cent vested each year starting with the third

year and ending with the seventh year. If
your company is generous, contributions

can vest more rapidly. Employees can
start a 401(k) at age 21 or after 1

year of service.

Investing in a 401(k)
plan
Once you request information

about a 401(k) plan, you will be given
three pieces of information: (1) an
enrollment form, (2) a summary plan
description, and (3) information on
specific investment options. The sum-

mary plan description details the plan’s
rules and regulations including amounts

used one time by
those who are at least
age 59 1⁄2. This tax
break will be available
only until December
31, 1999. To figure
your taxes using this
method, divide the
lump sum by 5, check
the tax rate on the
single taxpayer sched-
ule, and multiply that
amount by 5. The
taxes are then paid
with your regular
annual tax return.
Those born on or
before January 1,
1936, can use 10-year forward averaging,
applying the tax rates in effect in 1986. Any
capital gains earned by these individuals
before 1974 will be taxed at the 20 percent
rate that was in effect in 1986. Five-year for-
ward averaging can save a considerable sum
in taxes.

If your retirement income is adequate
without your 401(k), you can leave it alone
until you reach age 70 1⁄2. In fact, your first
payment can be delayed until April 1 of the
year after you turn 70 1⁄2. However, if you wait
that long, you must take the second payment
by December 31 of the same year. If you do
not start taking your money out before you
reach age 70 1⁄2, you must make a very impor-
tant decision. You must advise the adminis-
trator of your 401(k) plan which of two with-
drawal methods you want to use. The with-
drawal methods are called term certain and
recalculation. If you fail to make a choice, the
custodian will automatically choose recalcu-
lation, the method that causes the highest
tax liability for your survivors. With term cer-
tain you take out 1/x of the balance each
year. The fraction is based on your life
expectancy or a joint life expectancy with
your spouse or another person. Request IRS
Publication 590, “Individual Retirement
Arrangements,” for tables based on single and
joint life expectancies. At age 70 you can
expect to live an additional 16 years, so if you
are using only your life expectancy, the first
year (at age 70) you would withdraw 1/16th,
the next year at age 71, 1/15th, and so forth.
For example, if you have $75,000 in your

IRA, at age 70 you would need to withdraw
$4,687.50 ($75,000 ÷ 16 = $4,687.50), and at
age 71, you would use the remaining balance
divided by 15. Using this method, your sur-
vivors can continue to take the money out
using the same schedule you were using.

With the recalculation method, life
expectancy tables decrease by less than 1 year
each year, because the longer you live, the
longer you can expect to live. Using the same
life expectancy as above, the first year at age
70 the fraction of the balance you can take
out each year would be 1/16, at age 71,
1/15.3, and at age 72, 1/14.6. Joint life
expectancies with the owner at age 70 and
spouse at age 67 start at 1/122. Using the
recalculation method, your surviving spouse’s
life expectancy must be used after your death.
Also, with this method, once your spouse
dies, the entire balance must be distributed
by the end of the year following your
spouse’s death, rather than on the schedule
using a joint life expectancy.

As you retire, it would be wise to check
your tax-deferred plans to make sure they
allow the term certain method. Not all plans
do. If not, you would then be able to locate
and transfer funds to an IRA that allowed the
term certain method.

Should you die before withdrawals begin,
your spouse as beneficiary can roll the
account over into his or her own account.
Any other beneficiary could choose from
three options: (1) take all the funds at once
and pay the taxes now in a higher tax brack-
et, (2) take the funds over 5 years, or (3) take
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Over the last 10 years the types of retire-
ment plans offered by companies have
changed. The old defined benefit plans that
guaranteed a stated benefit if one worked for
the company for many years are rapidly dis-
appearing. In their place, companies are
offering defined contribution plans that pro-
vide a benefit based on the amount accumu-
lated in the plan at retirement. With a
defined contribution plan, the employee
assumes the risk that the accumulated “nest
egg” will be large enough, along with Social
Security and other retirement savings, to
fund a secure retirement. A typical defined
contribution plan is an optional 401(k) plan.
Research indicates that 25 percent of employ-
ees who are eligible to participate in a 401(k)
plan do not do so, often because they do not
understand the benefits. This publication
shows you how to make the most of 401(k)
plans when they are offered by your employ-
er.

When should one start saving for
retirement?

More and more people in their
midtwenties see the need to put aside
funds for retirement. The numbers
tell us that this is a good age to

begin because if one starts this early, he or she
needs to save only 5 percent of pay to fund a
financially secure retirement. Because these
funds have many years to compound, they
will produce a sufficient balance by retire-
ment age. Waiting until the midthirties
increases the amount needed to 9 percent or
almost double, and waiting until the midfor-
ties increases the amount needed to 18 per-
cent, or double again, simply to accumulate
the same amount as those starting earlier.
Those in their fifties need to save 43 percent,
an amount that is not possible for most work-

ers. If you find yourself in
this situation, you probably
need to save as much as you
can and plan on working
past the normal retirement

age.

What is a 401(k)
plan?

A 401(k) is a
v o l u n t a r y,  t a x -
deferred defined
contribution retire-
m e n t  p l a n  f o r
employees of compa-
nies and nongovern-
mental tax-exempt

organizations. State
o f  M a r y l a n d

employees are
also eligible to

participate in

Retirement Planning—
Investing in 401(k) Tax-Deferred Retirement Plans

Fact Sheet 716

Patricia M. Tengel
family resource management specialist
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the funds based on the beneficiary’s life
expectancy. A word of caution—not all cus-
todians know the rule on using the benefi-
ciary’s life expectancy. For a more detailed
discussion on withdrawals, request Fact
Sheet 692, “Retirement Planning—
Withdrawals from Individual Retirement
Accounts” from your local Cooperative
Extension office. The rules are the same for
401(k)s.

Because these rules are very complex, it is
wise to obtain expert tax counsel before mak-
ing a decision. Also remember to review your
beneficiary choices from time to time to
make sure they are up to date. Naming a
benef ic iary two generat ions younger
than yourself  could keep that money
growing tax-deferred for  many years
after your death because the account can
continue to grow with withdrawals based on
the younger beneficiary’s age.

Summary
Here are 12 thoughts to keep in mind:
1. Start now to plan for your retirement.
2. Your retirement income will be pooled

from several sources, such as Social
Security, an employer’s pension, your
IRA, and a 401(k) plan. All of these
sources may be necessary to maintain
your current lifestyle in retirement.

3. Tax-deferred savings are preferable to
regular savings when saving for retire-
ment.

4. Contribute the most you can to your
401(k), striving to reach the maximum
allowed each year.

5. Your employer will probably match
your contributions to your 401(k). Take
advantage of this—it’s like “free”
money.

6. The younger you are, the more risk you
can assume.

7. A substantial portion of your 401(k)
investments should be in stocks rather
than fixed income investments.

8. Modify the risk on your retirement sav-
ings and 401(k) by diversifying your
assets in stocks, bonds, and fixed
income investments.

9. Avoid removing funds from your 401(k)
before retirement. In an emergency, bor-
rowing is preferable to “hardship” with-
drawals.

10. When leaving a job or retiring, if you
cannot leave your 401(k) where it is, roll
it over into an IRA.

11. Allow your funds to grow tax deferred
for as long as possible.

12. Elect the method of withdrawal before
reaching age 70. Term certain is general-
ly the best choice.
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