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Tone Capital, LLC White Paper Series–Volume 2 

Worth Considering: Options for Your Old 401(k)  

Most companies offer options for tax 

advantaged retirement accounts to employees, 

the most common being a 401(k). Many people 

are left wondering what to do with their old 

401(k) when they leave a company to start a new 

job because they may be unfamiliar with the 

rollover process. It is not uncommon for 

individuals to have multiple 401(k) plans if they 

have changed jobs frequently. There are several 

options for rolling over and consolidating 

multiple accounts. Each rollover option has 

unique qualities with both advantages and 

disadvantages depending upon your situation: 

 
1. Cash it Out   

  

Pros Cons 

Immediate lump sum may help if in crisis Substantial taxes/penalties for early withdrawal 

Penalty free distributions in some circumstances Earnings no longer grow tax-deferred 
 

This is your worst option! Unless you are in a 

position of extreme financial difficulty and need 

the cash to alleviate the situation the penalties 

for early withdrawal (before 59 ½) are 

prohibitive. Money withdrawn may be subject to 

a 10% early withdrawal fee and will be taxed as 

ordinary income. You will end up with only a 

percentage of the value in your 401(k) and may 

have impacted the timing and quality of your 

retirement. Let’s look at an example in which you 

take a lump sum distribution on a $500,000 

401(k) balance: 

 

 

 

 

Penalty or Tax Amount

Early Withdrawal Penalty $50,000

Required Federal tax withholding $100,000

Additional federal taxes you will owe $40,000

State tax you will owe $20,000

Total You Pay: $210,000

Amount You Receive: $290,000

$210,000 
You owe$290,000

You receive

$500,000 Early Withdrawal
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As you can see, cashing out your 401(k) should 

only be considered in the case of a financial 

emergency. Even then, make sure to explore all 

other options before liquidating your 401(k); 

once done, there is no recourse to reverse that 

transaction. 

 
2. Leave it where it is   

  

Pros Cons 

No immediate action is required Company match goes away 

Benefit of tax deferred earnings remains Investment choices may be limited 

It may be best alternative from a cost standpoint Fees and costs may be excessive 
 

If your plan offers quality, low-cost investment 

options, and you have a handle on exactly what 

other fees (e.g. 12b-1, sub-transfer agent, 

trading or transaction costs, wrap fees, trustee, 

legal, audit, etc.) are being passed on to you as a 

participant, this may be your best option. 

However, those “other” fees are often well 

hidden and hard to discern even with extensive 

research. Additionally, many plans do not offer 

low-cost index funds, forcing participants into 

expensive, “actively managed” mutual funds 

that typically underperform their index 

counterparts. Here are the numbers on cost: 

 

Expense Ratios of Actively Managed and Index Mutual Funds 

 

Note: Expense ratios are measured as asset-weighted averages. Data exclude mutual funds available as investment choices in variable 

annuities and mutual funds that invest primarily in other mutual funds.  

Sources: Investment Company Institute, Lipper, and Morningstar 
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The bottom line is that when “other” fees, 

including administrative, trading, and marketing 

fees, are added on top of the expense ratios of  

 

the investment products in the plan, your all-in 

cost can be very high, especially for smaller 

companies, where that all-in cost approaches 

2%, on average.  

3. Roll it into new 401(k)  

  

Pros Cons 

Earnings grow tax deferred Investment choices may be limited 

Company match (if new company policy)  Fees and costs may be higher 

May be able to borrow against funds May be negative implications on company stock 
 

Many company plans do not allow for this type 

of transfer, which would eliminate this as an 

option. If the new company does allow for the 

transfer, then refer to option 2, and evaluate 

costs and investment options. It is worth noting, 

too, that the actively managed mutual funds 

that cost more than index funds generally 

underperform them, and over longer periods 

almost always underperform them. The table 

below tells the story, and explains why billions of 

dollars have been flowing out of “active” funds 

and into index funds. 

 

Percentage of Actively Managed Funds that Outperformed their Benchmark 

    2016 2002-2016 

Large Cap   34% 8% 

Mid Cap   11% 5% 

Small Cap   14% 7% 
 

   Source: S&P Dow Jones Indices, A Division of S&P Global 

Most actively managed mutual funds are more 

expensive and inferior. If your new plan does not 

offer low-cost, index funds, then this method 

may not be a good option. 

4. Roll it over to an IRA   
Pros Cons 

Earnings continue to grow tax deferred Can't borrow against IRA 

May be able to consolidate retirement accounts Fees could be higher depending on IRA provider 

Unlimited investment options May be negative implications for company stock 
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IRA accounts provide the same primary benefit 

that 401(k) accounts provide in that tax deferred 

earnings growth, but they provide that benefit at 

a much lower cost. As reported by the 

Government Accountability Office, participants 

in plans with under $10 million in assets pay 1.9% 

in fees, on average, and those in plans with over 

$100 million in assets pay 1.1%, on average. 

Those fees may seem small, but over time their 

effect on the value of your account is 

meaningful. 

Let’s look at an example: say you’re 38 years old 

with a $200,000 401(k) at your former employer, 

and the plan charges 1.5% in annual expenses. 

Assuming a 7% annual return, your account 

value at the end of 30 years would be more than 

$996,000; not bad! But now let’s assume you 

were able to find a lower cost alternative and 

instead pay 0.5% in annual expenses, so you are 

saving 1% per year. Assuming the same 7% 

return, you’re account value in 30 years would 

be $1,322,873, more than 32% higher! The 

importance of removing every unnecessary cost 

in your investment accounts cannot be 

overstated.    

 

 

 

 

For many, retirement accounts, and the size of 

those accounts, become the primary 

determinant in quality of life after long careers; 

decisions made now, while working, are critical. 

Let’s go back to the investor that cashed in his 

$500,000 401(k); the one that ended up with 

$290,000 after taxes and penalties. If that 

investor were, say, 53 years old, and had made 

the decision to leave the money in a retirement 

account for seven more years, assuming a 7% 

annual return and 0.5% per year in fees, that 

account would have grown to almost $777,000.  
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Keeping your nest egg sheltered in a retirement 

account is the easy decision; in which way you do 

that is worth time and research. At Tone Capital, 

we recommend investors roll their old 401(k)s 

into IRA accounts, for three primary reasons.  

The first is cost; cost-focused investing and 

transparency are pillars of our firm. Very few, if 

any, 401(k) plans can compete on a cost/fee 

basis with IRA accounts; and as discussed, it’s 

very hard to determine what exactly you are 

paying in fees to maintain your 401(k) at your 

previous employer.  

The second is flexibility with regard to potential 

 

investment choices. With an IRA account, you 

don’t have to build a portfolio around ten or 

twenty different mutual fund options (some or 

many of which may add another 1% or more to 

your cost structure) you may choose from any 

number of low-cost index funds, ETFs, individual 

stocks, and bonds.  

The third is the ability to consolidate retirement 

accounts in one place. When all of your 

retirement savings dollars are in one place, it's 

easier to manage your accounts and monitor 

your returns. The following page is a quick view 

of the IRA rollover process. 

 

 

 

 

1 2 3 4 5 6 7

1 2 3 4 5 6 7

$532,500 $567,113 $603,975 $643,233 $685,043 $729,571 $776,993

LET IT GROW!
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Step 1 

Open a Rollover IRA 
Once you’ve determined that a rollover is best for your situation, you’ll need to open a Rollover IRA 

account as a destination for the cash/assets currently in your 401(k).   

Step 2 

Fund Your New IRA 
Notify your former plan’s administrator that you want a direct rollover of your assets. Depending on the 

plan, the assets may be transferred electronically, or you may receive a check in the mail. If you receive a 

check, you have 60 days to deposit the funds into your Rollover IRA account. 

Step 3 

Invest the Proceeds 
Review the investments in your former plan with your adviser to determine the appropriateness of that 

portfolio from a risk and duration standpoint. Make changes as necessary and allocate to low-cost, index-

like products, diversifying among asset classes and globally.  

Tone Capital has extensive experience working with clients who’ve made the decision to move their 

retirement accounts out of 401(k)s and into Rollover IRAs. We can help with the legwork (and paperwork) 

and ensure that the process is done properly and without tax implications. Our principals are former 

institutional investment professionals with extensive experience in portfolio management, trading, 

operations, and compliance.  
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