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of the world of lowcost investing

The unprecedented flow of funds into Vanguard’s inexpensive investment
vehicles has come as a shock to a mutual industry that has been resistant to change.
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those accounts in any given month,
according to The National Bureau of
Economic Research.
But there’s a wrinkle. Borrowers of
401(k) accounts who then leave their
employers must pay off the loans in
full, usually within 60 to 90 days. After
that deadline, outstanding balances are
considered withdrawals by the IRS and
taxed accordingly. Borrowers younger
than 59½ are also hit with a 10 percent
penalty for early withdrawal.
Flack still had the loan on her Swedish 401(k) when she left the company
for UCB. Swedish notified her about the
repayment, but she forgot. Her accountant caught the oversight months later. “I
about died,” Flack said.
To make matters worse, for a time
Flack had too little federal tax withheld
on her paychecks, driving up the bill. She
currently owes the IRS about $25,000,
and she’s paying the agency $500 a
month.
At Comprehensive Wealth Management, Lockett and Knauss looked for
ways to help Flack pay down her debt.
They also wanted to come up with a
ready source of cash that she could turn
to for unexpected expenses.
They urged her to stop buying UCB
stock under the company’s employee
stock purchase plan, in part because they
say health stocks are currently overvalued. Then they advised Flack to sell her
shares and use the proceeds to pay off
her personal line of credit.
Next, Lockett and Knauss recommended reducing Flack’s 401(k) contribution
to 5 percent from 10 percent. That would
free up about $375 a month that she
could apply to the IRS debt. Meanwhile,
she would still get the company’s full
matching contribution to her 401(k).
They told her to roll her Swedish
401(k) into her UCB 401(k), creating a
combined account worth about $119,500
that she could borrow against in a pinch.
The objective was to give Flack access to
cash until she can build a separate emergency fund.
“It’s a lifeline,” Lockett said.
Increasing her monthly IRS payments
to $875 from $500 means Flack should
be able to retire the debt within three
years. At that point, she could use money
that was going to the IRS to instead build
an emergency fund capable of covering
six months’ worth of living expenses.
Flack was reassured by what Lockett
and Knauss told her. “I was surprised by
how simple the solutions and suggestions
were,” she said.
“It felt like a big weight was lifted off
of my shoulders.”

Borrowing from 401(k)
should be a ‘last resort’
Advisers at Comprehensive Wealth
Management have
some advice for
workers who are
tempted to tap their
401(k) retirement
plans for loans:
Don’t do it.
Brian Lockett
“A 401(k) is one of
the last loan options,
in our opinion,” said Brian Lockett,
the Lynnwood firm’s vice president.
Federal regulations let workers
borrow as much as 50 percent of
their 401(k) account balance up to
$50,000. Studies show about one out
of five 401(k) accounts have outstanding loans in any given month. In 2013
the average 401(k) loan balance was
$9,500.
Borrowing against 401(k) accounts
is relatively easy, adding to the temptation. Employees fill out paperwork,
get the loans and pay them back with
payroll deductions. Default rates on
401(k) loans are extremely low, studies show.
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Employees borrow pretax money
and pay off the debt with after-tax
money, creating a hidden expense.
“It’s a costly loan,” Lockett said.
“It’s a last resort.”
— George Erb
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