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YOU HAVE WORKED HARD to build up your 401k, but now you’re facing an unexpected 
expense or a financial hardship and you’re tempted to cash out early. Before you decide 
to withdraw your funds, it’s crucial to understand the potential consequences. 

A 401k retirement savings plan allows an employee to set aside pre-tax dollars from 
their paychecks. The money in a 401k grows tax-free until it is withdrawn, usually after 
retirement. However, if you withdraw money from your 401k, a traditional or a Roth 401k, 
before you turn 59-and-a-half years old, you incur a 10 percent early withdrawal penalty. 
That’s in addition to the taxes on the withdrawal, which the IRS treats as ordinary income. 

TAX IMPLICATIONS 
If you’re considering cashing out your 401k, it’s essential to factor in the tax implications. 
You’ll want to calculate how much you’ll owe in taxes on your withdrawal and compare 
that to the amount of money you need. Remember that if you’re under age 59 and a half, 
you’ll also owe a 10 percent early withdrawal penalty. Early withdrawal might also leave 
you subject to other fees, such as an administrative fee for processing the withdrawal or 
closing your account.

Some 401k plans also have restrictions that apply to early withdrawals. For example, you 
could be subject to a vesting schedule based on years of service that determines how 
much of your employer’s contributions to your plan you are entitled to. 

Before you cash out your 401k, be sure to read the fine print and understand all the fees 
and penalties associated with early withdrawals.

TAX BRACKET IMPLICATIONS 
Your tax bracket is determined by your income, and it’s essential to understand how that 
will affect your 401k withdrawal. 
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For example, if you’re single and your taxable income is $40,000, you’re in the 12 percent 
tax bracket. If you withdraw $10,000 from your 401k, you would potentially owe $1,200 
in taxes plus the 10 percent early withdrawal penalty, a total of $2,200. However, your 
withdrawal has moved you into the 24 percent tax bracket, so you’ll owe $2,400 in taxes 
on your withdrawal plus the 10 percent early withdrawal penalty, a total of $3,400.

Your taxable income includes money you earn from your job plus other sources of 
income, from rental properties or investments for example. Be sure to factor in all your 
income when calculating your tax bracket and the taxes you would owe by withdrawing 
funds from your 401k.

ALTERNATIVES TO CASHING OUT
If you’re facing financial hardship and you need to access your funds, there are 
alternatives to cashing out your 401k. One option, if your plan allows it, is to take out 
a loan against your 401k. With a 401k loan, you borrow money from your account and 
pay it back with interest over time. While you’ll owe interest on the loan, it may be less 
expensive than paying taxes and penalties on a withdrawal. 

A word of caution about 401k loans: If you leave your employer and are no longer an 
active participant making contributions, the remaining loan balance is not forgiven. 
Unless you’re able to pay it off in full, or the plan has other post-employment payment 
options, it is typically considered a taxable distribution. You will receive a 1099 and incur 
the tax consequences, just as if it were a withdrawal.

EARLY WITHDRAWAL PENALTY EXCEPTIONS
The best way to avoid 401k early withdrawal penalties is to leave your funds in your 
account until you reach retirement age. However, if you need to access your funds 
earlier, there are some exceptions to the early withdrawal penalty, although you will still 
incur the income tax obligation:

• If you become disabled, you can withdraw money from your 401k without penalty.

• You could consider a hardship distribution. Hardship distributions are for an 
“immediate and heavy financial need” such as major medical expenses, catastrophic 
damage to your home, or to avoid foreclosure or eviction. You can withdraw money 
from your account without penalty, but you’ll still owe taxes on the withdrawal. 
However, not all 401k plans offer hardship distributions, so be sure to check with your 
plan administrator.

• Under an IRS provision known as the Rule of 55, you can withdraw money from your 
401k without penalty if you leave your job at age 55 or older.

LONG-TERM CONSEQUENCES
Cashing out your 401k early can have long-term consequences on your retirement 
savings. When you withdraw money from your account, you’re reducing the amount of 
money that can grow over time in a tax-advantaged way. Additionally, you’ll miss out on 
any potential investment gains you’d earn by keeping your funds in the account.
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Furthermore, if you withdraw a significant amount of money, you may have a difficult 
time catching up on your retirement savings. The longer you wait to start saving again, 
the more challenging it can be to reach your retirement goals.

IS IT WORTH THE COST TO CASH OUT EARLY?
In most cases, cashing out a 401k early is not worth the cost. Taxes, penalties, and fees 
could have a long-term negative impact on your retirement savings. Instead, consider 
alternatives like 401k loans or hardship distributions, or look for other ways to reduce 
your expenses or increase your income. It’s essential to consider all options and make an 
informed decision.

If you’re unsure about the best course of action for your 401k, ask your financial advisor. 
A financial advisor can help you understand the potential costs and benefits of different 
options and develop a plan to meet your financial goals.
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Investment advisory services are offered through HBK Sorce Advisory LLC, doing business as HBKS® Wealth Advisors. NOT FDIC INSURED - NOT 
BANK GUARANTEED - MAY LOSE VALUE, INCLUDING LOSS OF PRINCIPAL - NOT INSURED BY ANY STATE OR FEDERAL AGENCY

Kerri Goldsmith is a financial advisor based in the Fort Myers, Florida, HBKS® Wealth 
Advisors office. She is a member of the firm’s financial planning committee and also works 
with the Retirement Plan Unit specializing in the design, implementation and servicing of 
qualified retirement plans for all sizes and types of organizations. She has been with the 
firm since 2009. 
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IMPORTANT DISCLOSURES
The information included in this document is for general, informational purposes only. It does not contain any investment advice and does not address 
any individual facts and circumstances. As such, it cannot be relied on as providing any investment advice. If you would like investment advice 
regarding your specific facts and circumstances, please contact a qualified financial advisor.

Any investment involves some degree of risk, and different types of investments involve varying degrees of risk, including loss of principal. It should 
not be assumed that future performance of any specific investment, strategy or allocation (including those recommended by HBKS® Wealth Advisors) 
will be profitable or equal the corresponding indicated or intended results or performance level(s). Past performance of any security, indices, strategy 
or allocation may not be indicative of future results.

The historical and current information as to rules, laws, guidelines or benefits contained in this document is a summary of information obtained from 
or prepared by other sources. It has not been independently verified, but was obtained from sources believed to be reliable. HBKS® Wealth Advisors 
does not guarantee the accuracy of this information and does not assume liability for any errors in information obtained from or prepared by these 
other sources.

HBKS® Wealth Advisors is not a legal or accounting firm, and does not render legal, accounting or tax advice. You should contact an attorney or CPA if 
you wish to receive legal, accounting or tax advice.


