PITFALLS OF TAX DEFERRED SAVING PLANS

Withdrawal Penalties
I have seen numerous instances where individuals had to make costly premature withdrawals from their tax deferred saving plans to cover “emergency” situations. In the worst scenario, one’s additional federal tax penalty alone could amount to 23%, i.e., $2,300 for every $10,000 withdrawn.

In addition to incurring a 10% penalty on the amount of the premature withdrawal, the amount withdrawn is often taxed at a higher federal tax rate due to its amount being added to any income earned that year. This could amount to an additional 13% “penalty” if your normal tax bracket is 15% and the lump sum withdrawal puts you in the 28% tax bracket.
Emergency Fund
If you have ever read any investment book, there will be one constant theme in regard to tax deferred saving plans such as 401k’s, IRA’s, etc. That theme is that you should establish an emergency fund prior to making any personal investments in any tax deferred savings plan. At minimum, it is recommended that you invest in this fund until you are able to cover at least six months of expenses.

Mutual Funds

The above type funds are an excellent place to establish your emergency fund. In addition to the diversitility and broad choices offered by these funds, many offer a check writing option. This feature alone makes this choice more preferable to fixed period investments such as Certificate of Deposits. 
If one of your primary concerns is no fluctuation in your principal, then your best choice would probably be a money market mutual fund. 
If you’re willing to risk a small amount of principal fluctuation, then a short-term fixed income bond or government fund may be your answer (note: investments in government bonds are state tax exempt). 
If you’re in a 28% tax bracket or higher, then you may want to consider a municipal bond fund (note: investments in municipal bonds are federal tax exempt and those in your state of residence are also state tax exempt.) 
There are numerous fund families, such as the Fidelity group, Janus, Vanguard, etc.  Most offer several “no load” funds with a check writing option (note: a no load fund is one without a sales charge). Most of these fund groups can be accessed through an “on line” service or via a toll free telephone number.

