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You've probably heard
that if you withdraw
taxable amounts from
your 401(k) or 403(b)
plan before age 59½,
you may be socked with
a 10% early distribution
penalty tax on top of the
federal income taxes
you'll be required to pay.
But did you know that the Internal Revenue
Code contains quite a few exceptions that allow
you to take penalty-free withdrawals before age
59½?

advantage of this exception, you must withdraw
funds from your plan at least annually based on
one of three rather complicated IRS-approved
distribution methods.
Regardless of which method you choose, you
generally can't change or alter the payments for
five years or until you reach age 59½,
whichever occurs later. If you do modify the
payments (for example, by taking amounts
smaller or larger than required distributions or
none at all), you'll again wind up having to pay
the 10% penalty tax on the taxable portion of all
your pre-age 59½ SEPP distributions (unless
another exception applies).

Sometimes age 59½ is really age 55...or And more exceptions...
age 50
If you've reached age 55, you can take
penalty-free withdrawals from your 401(k) plan
after leaving your job if your employment ends
during or after the year you reach age 55. This
is one of the most important exceptions to the
penalty tax.
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Distributions described below generally won't
be subject to the penalty tax even if you're
under age 59½ at the time of the payment.

• Distributions from your plan up to the amount
of your unreimbursed medical expenses for
the year that exceed 10% of your adjusted
gross income for that year (You don't have to
And if you're a qualified public safety employee,
itemize deductions to use this exception, and
this exception applies after you've reached age
the distributions don't have to actually be
50. You're a qualified public safety employee if
used to pay those medical expenses.)
you provided police protection, firefighting
•
Distributions made as a result of your
services, or emergency medical services for a
qualifying disability (This means you must be
state or municipality, and you separated from
unable to engage in any "substantial gainful
service in or after the year you attained age 50.
activity" by reason of a "medically
Be careful though. This exception applies only
determinable physical or mental impairment
after you leave employment with the employer
which can be expected to result in death or to
that sponsored the plan making the distribution.
be of long-continued and indefinite duration.")
For example, if you worked for Employer A and
• Certain distributions to qualified military
quit at age 45, then took a job with Employer B
reservists called to active duty
and quit at age 55, only distributions from
• Distributions made pursuant to a qualified
Employer B's plan would be eligible for this
domestic relations order (QDRO)
exception. You'll have to wait until age 59½ to
take penalty-free withdrawals from Employer
• Distributions made to your beneficiary after
A's plan, unless another exception applies.
your death, regardless of your beneficiary's
age
Think periodic, not lump sums
Another important exception to the penalty tax
applies to "substantially equal periodic
payments," or SEPPs. This exception also
applies only after you've stopped working for
the employer that sponsored the plan. To take

Keep in mind that the penalty tax applies only
to taxable distributions, so tax-free rollovers of
retirement assets are not subject to the penalty.
Also note that the exceptions applicable to IRAs
are similar to, but not identical to, the rules that
apply to employer plans.
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Why Diversification Matters
When investing, particularly for long-term goals,
there is one concept you will likely hear about
over and over again — diversification. Why is
diversification so important? The simple reason
is that it helps ensure that your risk of loss is
spread among a number of different
investments. The theory is that if some of the
investments in your portfolio decline in value,
others may rise or hold steady, helping to offset
the losses.

Diversifying within asset classes
Diversification and asset
allocation are methods used
to help manage investment
risk; they do not guarantee
a profit or protect against
investment loss.

Winning asset classes over time
The following table, which shows how many
times during the past 30 years each asset class
has come out on top in terms of performance,
helps illustrate why diversifying among asset
classes can be important.
Number of winning years,
1987-2016
Cash

3

Bonds
5
For example, say you wanted to invest in
Stocks
10
stocks. Rather than investing in just domestic
stocks, you could diversify your portfolio by
Foreign
12
investing in foreign stocks as well. Or you could stocks
choose to include the stocks of different size
companies (small-cap, mid-cap, and/or
Performance is from December 31, 1986, to
large-cap stocks).
December 31, 2016. Cash is represented by
If your primary objective is to invest in bonds for Citigroup 3-month Treasury Bill Index. Bonds are
represented by the Citigroup Corporate Bond Index,
income, you could choose both government
an unmanaged index. Stocks are represented by the
and corporate bonds to potentially take
S&P 500 Composite Price Index, an unmanaged
advantage of their different risk/return profiles. index. Foreign stocks are represented by the MSCI
You might also choose bonds of different
EAFE Price Index, an unmanaged index. Investors
maturities, because long-term bonds tend to
cannot invest directly in any index. However, these
react more dramatically to changes in interest
indexes are accurate reflections of the performance
of the individual asset classes shown. Returns reflect
rates than short-term bonds. As interest rates
past performance and should not be considered
rise, bond prices typically fall.

Investing in mutual funds
Because mutual funds invest in a mix of
securities chosen by a fund manager to pursue
the fund's stated objective, they can offer a
certain level of "built-in" diversification. For this
reason, mutual funds may be an appropriate
choice for novice investors or those wishing to
take more of a hands-off approach to their
portfolios. Including a variety of mutual funds
with different objectives and securities in your
portfolio will help diversify your holdings that
much more.
Mutual funds are sold by prospectus. Please
consider the investment objectives, risks,
charges, and expenses carefully before
investing. The prospectus, which contains this
and other information about the investment
company, can be obtained from your financial
professional. Be sure to read the prospectus
carefully before deciding whether to invest.

Diversifying among asset classes
You might also consider including a mix of
different types of asset classes — stocks, bonds,
and cash — in your portfolio. Asset allocation is a
strategic approach to diversifying your portfolio.
After carefully considering your investment
goals, time horizon, and risk tolerance, you
would then invest different percentages of your
portfolio in targeted asset classes to pursue
your goal.

indicative of future results. The returns do not reflect
taxes, fees, brokerage commissions, or other
expenses typically associated with investing.

The principal value of cash alternatives may fluctuate
with market conditions. Cash alternatives are subject
to liquidity and credit risks. It is possible to lose
money with this type of investment.
The return and principal value of stocks may fluctuate
with market conditions. Shares, when sold, may be
worth more or less than their original cost.
U.S. Treasury securities are guaranteed by the
federal government as to the timely payment of
principal and interest, whereas corporate bonds are
not. The principal value of bonds may fluctuate with
market conditions. Bonds are subject to inflation,
interest rate, and credit risks. Bonds redeemed prior
to maturity may be worth more or less than their
original cost.
The risks associated with investing on a worldwide
basis include differences in financial reporting,
currency exchange risk, as well as economic and
political risk unique to the specific country.
Investments offering the potential for higher rates of
return also involve higher risk.
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Is It Wise to Trade Your Pension for a Lump Sum?

About 41 million people are
participants (active, retired,
or separated vested) of
PBGC-insured corporate
pension plans.
Source: Congressional
Budget Office, 2016

Most private employers have already replaced
traditional pensions, which promise lifetime
income payments in retirement, with defined
contribution plans such as 401(k)s. But 15% of
private-sector workers and 75% of state and
local government workers still participate in
traditional pensions.1 Altogether, 35% of
workers say they (and/or their spouse) have
pension benefits with a current or former
employer.2

In addition, companies might not include the
value of subsidies for early retirement or
spousal benefits in lump-sum calculations.4
The latter could be a major disadvantage for
married participants, because a healthy
65-year-old couple has about a 73% chance
that one spouse will live until at least 90.5

Individuals who opt for a lump-sum payout must
then make critical investment and withdrawal
decisions, and determine for themselves how
much risk to take in the financial markets. The
resulting income is often not enough to replace
the pension income given up, unless the
investor can tolerate exposure to stock market
risk and is able to achieve solid returns over
time.

tempting, but cashing in a pension could have
costly repercussions for your retirement. It's
important to have a long-term perspective and
an understanding of the tradeoffs when a
lump-sum option is on the table.

Gender is not considered when calculating
lump sums, so a pension's lifetime income may
be even more valuable for women, who tend to
live longer than men and would have a greater
chance of outliving their savings.

5

When a lump sum might make sense

A lump-sum payment could benefit a person in
poor health or provide financial relief for a
Many pension plan participants have the option
household with little cash in the bank for
to take their money in a lump sum when they
emergencies. But keep in mind that pension
retire. And since 2012, an increasing number of
payments (monthly or lump sum) are taxed in
large corporate pensions have been
the year they are received, and cashing out a
implementing "lump-sum windows" during
pension before age 59½ may trigger a 10%
which vested former employees have a limited
federal tax penalty.6 Rolling the lump sum into
amount of time (typically 30 to 90 days) to
a traditional IRA postpones taxes until
accept or decline buyout offers.3 (Lump-sum
withdrawals are taken later in retirement.
offers to retirees already receiving pension
Someone who expects to live comfortably on
benefits are no longer allowed.)
other sources of retirement income might also
By shrinking the size of a pension plan, the
welcome a buyout offer. Pension payments end
company can reduce the associated risks and
when the plan participant (or a surviving
costs, and limit the impact of future retirement
spouse) dies, but funds preserved in an IRA
obligations on current financial performance.
could be passed down to heirs.
However, what's good for a corporation's
IRA distributions are also taxed as ordinary
bottom line may or may not be in the best
interests of plan participants and their families. income, and withdrawals taken prior to age
59½ may be subject to the 10% federal tax
For many workers, there may be mathematical
penalty, with certain exceptions. Annual
and psychological advantages to keeping the
minimum distributions are required starting in
pension. On the other hand, a lump sum could
the year the account owner reaches age 70½.
provide financial flexibility that may benefit
It may also be important to consider the health
some families.
of the company's pension plan, especially for
Weigh risks before letting go
plans that don't purchase annuity contracts.
A lump-sum payout transfers the risks
The "funded status" is a measure of plan assets
associated with investment performance and
and liabilities that must be reported annually; a
longevity from the pension plan sponsor to the plan funded at 80% or less may be struggling.
participant. The lump-sum amount is the
Most corporate pensions are backstopped by
discounted present value of an employee's
the Pension Benefit Guaranty Corporation
future pension, set by an IRS formula based on (PBGC), but retirees could lose a portion of the
current bond interest rates and average life
"promised" benefits if their plan fails.
expectancies.
The prospect of a large check might be

1

U.S. Bureau of Labor Statistics, 2016

2

Employee Benefit Research Institute, 2016

3, 4

The Wall Street Journal, June 5, 2015

Society of Actuaries, 2017

6

The penalty doesn't apply to employees who retire
during or after the year they turn 55 (50 for qualified
public safety employees).

Page 3 of 4, see disclaimer on final page

Dolan Financial Services

Are you ready to retire?

Charlene K. Dolan, CFP® AIF®
Danielle S. Holmes, CRPC®
AIF®
108 Main St., Amesbury, MA
978-388-3468
978-465-3468

Here are some questions to
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whether or not you are ready
to retire.
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FINRA/SIPC, a Registered
Investment Adviser. Fixed
insurance products and services
offered through CES Insurance
Agency.
Commonwealth does not provide
legal or tax advice. Please consult
with a legal or tax professional
regarding your individual situation.

IRAs. Remember that you need taxable
compensation to contribute to an IRA.

You'll also have a longer period of time to
contribute to employer-sponsored plans like
Is your nest egg adequate? 401(k)s — and to receive any employer match or
It may be obvious, but the earlier you retire, the other contributions. (If you retire early, you may
forfeit any employer contributions in which
less time you'll have to save, and the more
you're not fully vested.)
years you'll be living off your retirement
savings. The average American can expect to
Will you need health insurance?
live past age 78.* With future medical advances Keep in mind that Medicare generally doesn't
likely, it's not unreasonable to assume that life
start until you're 65. Does your employer
expectancy will continue to increase. Is your
provide post-retirement medical benefits? Are
nest egg large enough to fund 20 or more years you eligible for the coverage if you retire early?
of retirement?
If not, you may have to look into COBRA or an
When will you begin receiving Social
Security benefits?
You can receive Social Security retirement
benefits as early as age 62. However, your
benefit may be 25% to 30% less than if you
waited until full retirement age (66 to 67,
depending on the year you were born).

individual policy from a private insurer or the
health insurance marketplace — which could be
an expensive proposition.
Is phasing into retirement right for you?

Retirement need not be an all-or-nothing affair.
If you're not quite ready, financially or
psychologically, for full retirement, consider
How will retirement affect your IRAs and
downshifting from full-time to part-time
employer retirement plans?
employment. This will allow you to retain a
The longer you delay retirement, the longer you source of income and remain active and
productive.
can build up tax-deferred funds in traditional
* NCHS Data Brief, Number 267, December 2016
IRAs and potentially tax-free funds in Roth

Will I owe income taxes when I sell my home?
In general, when you sell your
home, any amount you receive
over your cost basis (what you
paid for the home, plus capital
improvements, plus the costs
of selling the home) is subject to capital gains
taxes. However, if you owned and used the
home as your principal residence for a total of
two out of the five years before the sale (the
two years do not have to be consecutive), you
may be able to exclude from federal income tax
up to $250,000 (up to $500,000 if you're
married and file a joint return) of the capital gain
when you sell your home. You can use this
exclusion only once every two years, and the
exclusion does not apply to vacation homes
and pure investment properties.

exclude $500,000 of capital gain realized on the
sale of their home. Thus, their tax on the sale is
only $16,950 ($613,000 gain minus the
$500,000 exemption, multiplied by the 15%
long-term capital gains tax rate).
What if you don't meet the two-out-of-five-years
requirement? Or you used the capital gain
exclusion within the past two years for a
different principal residence? You may still
qualify for a partial exemption, assuming that
your home sale was due to a change in place of
employment, health reasons, or certain other
unforeseen circumstances.
Special rules may apply in the following cases:

• You sell vacant land adjacent to your
residence
For example, Mr. and Mrs. Jones bought a
• Your residence is owned by a trust
home 20 years ago for $80,000. They've used it • Your residence contained a home office or
as their principal residence ever since. This
was otherwise used for business purposes
year, they sell the house for $765,000, realizing
•
You rented part of your residence to tenants
a capital gain of $613,000 ($765,000 selling
price minus a $42,000 broker's fee, minus the
• You owned your residence jointly with an
original $80,000 purchase price, minus $30,000
unmarried taxpayer
worth of capital improvements they've made
• You sell your residence within two years of
over the years). The Joneses, who file jointly
your spouse's death
and are in the 28% marginal tax bracket, can
• You're a member of the uniformed services
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