
How to Avoid Early 
Withdrawal Penalties

To increase the likelihood that tax-

preferred savings actually will be used 

for retirement, Congress included a 10% 

penalty tax on IRA and 401(k) distributions 

occurring before the account owner reaches 

age 59½. The penalty applies in addition 

to the regular income tax on the distribu-

tion. For example, someone in the 15% tax 

bracket who takes a $10,000 premature dis-

tribution would owe $1,500 in ordinary tax 

and $1,000 as an early withdrawal penalty, 

leaving just $7,500 in after-tax proceeds.

 Fortunately, there are exceptions that 

allow some taxpayers to dodge the penalty 

(but not the ordinary income tax).

 Series of substantially equal periodic pay-

ments. A series of payments for the life 

of the taxpayer or for the joint lives of a 

taxpayer and a designated beneficiary will 

avoid the penalty. The payment stream may 

begin at any age. However, if the payout 

terms are modified within the later of five 

years of inception or the taxpayer’s reach-

ing age 59½, the penalty will be applied, 

plus interest, to all the taxable amounts 

received. 

 Separation from service. A taxpayer 

who separates from service and is at least 

55 years old will not owe a penalty on 
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Six Predictors of Happiness in Retirement

A study of adult development has been carried out at Harvard for roughly the last 

century. Three groups have been tracked: 268 Harvard graduates born about 1920; 

90 middle-class gifted women born about 1910; and 456 socially disadvantaged men 

from inner cities born about 1930. Some of the results of the study were reported in 

Business Insider [https://www.businessinsider.com/things-that-make-people-live-longer-

happier-lives-2018-8].
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Tax planning

The IRS Launches  
a Cryptocurrency Crackdown.

beginning of 2011, one bitcoin was worth 

just $0.30. Demand grew during that year, 

so that by June 8, 2011, a bitcoin was 

worth $31.50. The price then fell back to 

$4.77 during the subsequent months. 

 Since then the value of bitcoins has 

fluctuated widely, reaching an all-time 

Cryptocurrencies are digital payment 

systems that use a peer-to-peer net-

work to facilitate payments. Members of 

the network can use an open-source cryp-

tographic protocol to verify payments. 

The first cryptocurrency was bitcoin,  

created in 2009. The idea of digital money 

took several years to catch on. At the 
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Happiness in retirement . . . continued
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high of $19,783.06 each on December 17, 

2017. More recently, they have traded in 

the $10,000 area.

Tax issues

In 2014 the IRS made clear that bitcoin and 

similar cryptocurrencies are not money for 

tax purposes; they are property. As such, 

they have a tax basis, and the transfer of 

cryptocurrency for value may generate 

taxable gain or loss. It’s not clear that the 

cryptocurrency owners have been comply-

ing with the tax laws in this regard.

 Example. John bought $1,000 worth 

of bitcoin years ago, and today it is worth 

$10,000. John uses the bitcoin to purchase 

something today that is valued at $10,000. 

John will need to report a $9,000 capital 

gain on his Form 1040.

 The IRS obtained a court order for the 

customer data held by Coinbase, a crypto-

currency exchange. Data was provided on 

all customers who had transactions worth 

$20,000 or more from 2013 through 2015. 

About 13,000 customer accounts were 

documented.

 That data may have been the source 

for a series of warning letters that the IRS 

began sending to some 10,000 cryptocur-

rency owners in July. Three versions of the 

letter were made public. The mildest one 

outlines the tax requirements for owning 

and exchanging cryptocurrency. The most 

severe asks the recipients to declare under 

penalty of perjury that they are in compli-

ance with all tax law requirements.

 IRS Commissioner Chuck Rettig said, 

“Taxpayers should take these letters very 

seriously. The IRS is expanding efforts 

involving virtual currency.” n

 

Crackdown . . . continued

 Data on these three groups were collected throughout their lives. As they reached 

their 70s, the retirees were classified as “Happy-Well,” “Sad-Sick,” or “Prematurely 

Dead.” What life events made a person more likely to fall into one category or the other? 

What did those in the “Happy-Well” category have in common?

 No smoking or drinking. Heavy smokers were ten times more likely to be prematurely 

dead, where “heavy” means three packs of cigarettes a day. However, the effects on 

health still could be discerned among pack-a-day smokers, even if they quit by age 45. 

Drinking was found to create stress in one’s life, rather than relieving it. 

 More education. Some of the inner city men went on to college, despite their dis-

advantages. Interestingly, their health at age 70 was roughly the same as that of the 

Harvard grads. Those who did not pursue their education aged prematurely; their health 

at age 70 was similar to that of the Harvard grads at age 80.

 A happy childhood. Whether a mother made a child feel loved was a better predictor 

than class of achieving a high income. Having a strong, stable father figure (in contrast 

to an impoverished father) tended to inoculate men to future pain.

 Strong relationships. Some of the men and women 

who started out with wealth and talent nevertheless 

were not doing well in their 70s. Those who suc-

ceeded often had greater emotional intelligence, an 

aptitude for building and maintaining the relation-

ships in their lives. 

 Coping skills. Having mature responses to life’s 

challenges was found to be common among the 

“Happy-Well” and almost absent among the “Sad-

Sick.” Among the mature responses are altruism, 

suppression (turning lemons into lemonade), and 

humor (not taking oneself too seriously). Poorer 

outcomes came from being passive-aggressive, liv-

ing in denial, acting out, and retreating into fantasy.

 Generativity. Giving back to the community 

enriches the giver as much as it enriches the com-

munity. From the study:

 “Among all three samples generative men and 

women at 50 were three to six times as likely to 

be among the Happy-Well in old age as among the 

Sad-Sick . . . . In all three Study cohorts mastery of 

Generativity tripled the chances that the decade of the 70s would be for these men and 

women a time of joy and not of despair.”

 All of these observations seem unremarkable, intuitively clear, but it’s nice to have 

the science behind them. n

Keys to happiness?

• No smoking or drinking

• More education

• A happy childhood

• Strong relationships

• Coping skills

• Generativity



Crackdown . . . continued

cable trusts for his children, the Kevan 

Millstein trust in 1988 and the Al-Jo trust 

in 1987. At that time the lifetime federal 

gift tax exemption was only $600,000, 

and the top gift tax rate was 55%. 

 Kevan was the trustee of both trusts. 

Perhaps to maximize the amount passing 

to the children free of federal estate and 

gift taxes, these were designed as grantor 

trusts, so that Norman remained respon-

sible for paying the income taxes associ-

ated with them. 

 All was well until 2010, when 

Norman’s wealth was diminished to the 

point that he could no longer pay the 

income taxes. He asked Kevan for reim-

bursement of the tax payments, which 

was refused. Kevan did arrange for a 

modification of the Kevan Millstein trust 

to relieve his father of future income 

taxes, but the beneficiaries of the Al-Jo 

trust were not similarly generous. 

 Norman filed suit, asking for equi-

table reimbursement of federal and state 

income taxes. He had paid over $5.2 mil-

lion in income taxes for the Kevan trust 

in 2013, and $1.2 million for the Al-Jo 

trust in 2013-2015.

 The lawsuit was dismissed for failure to 

state a cause of action upon which relief 

could be granted. Ohio trust law is clear 

that such relief is not permitted without 

the cooperation of the beneficiaries or the 

trustee. What’s more, said the Court, “Even 

if we were to allow appellant to use equity 

to circumvent the clear intent of the legis-

lature, it is well established that equity will 

not aid a volunteer.” Norman brought this 

on himself.

 It’s important in estate planning to 

remember that “irrevocable” means “for-

ever.” Perhaps in 1987 Norman thought 

he would never run out of money. But 22 

years later, he did just that.

Looking ahead

With the increase in the amount exempt 

from federal estate and gift taxes since 

2017, the focus in wealth management 

planning has shifted to the income tax. 

Grantor trusts may gain in popularity for 

this reason. But before embarking upon 

any wealth management strategy, especially 

those that are permanent, it is vital  

to obtain the services of an experienced  

estate planner. n

One of the major issues for keeping 

wealth in the family has long been 

the federal estate and gift tax. The tax rate 

today is 40%, but historically it has been as 

high as 70%. The exemption amounts were 

far lower in the past than they are today. 

To gain control over this tax exposure, 

some families have created irrevocable 

trusts for the younger generation. Funding 

such a trust will trigger federal gift tax 

exposure, but it freezes the value of family 

wealth for these tax purposes. Subsequent 

asset appreciation may pass to beneficiaries 

without additional transfer taxes.

 If an irrevocable trust has been estab-

lished, there is another strategy to be con-

sidered. The trust may be designed so that 

the grantor of the trust remains responsible 

for the trust’s income taxes. Why do this? 

Because the IRS has held that even though 

the payment of the trust’s income tax obli-

gation will enrich the trust beneficiaries, it 

will not be a taxable gift to them. In effect, 

millions more may be transferred to benefi-

ciaries gift tax free.

An example 

The grantor trust strategy appealed to 

Norman Millstein. He created two irrevo-

Caution on 
Grantor 
Trusts



Avoid penalties . . . continued

Teamwork (1982) by 

Robert Pummill (b. 

1936). Oil on canvas, 

36 x 48 in., signed and 

dated. Pummill did 

not become a full-time 

painter until the age of 

41, several years after 

moving to Texas. Since 

then he has become 

recognized as one of 

the foremost Western 

artists. He says: “My choice of Western subject matter is the result of a lifelong fascination 

with the life of the cowboy and the drama of opening and development of the 

American West.” Teamwork is a monumental showcasing of men hard at work in an early 

20th-century oil field. Horses are set against the gentle light of the setting sun as they 

trudge through snow-covered fields. The painting is unusual in Western art for depicting 

an industrial scene in a winter setting. Teamwork fetched $40,000 at auction.
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amounts received from the employer’s 

retirement plans. 

 Disability. If one is no longer able to 

work, the 10% penalty won’t apply to 

retirement plan distributions. However, if 

the taxpayer is able to engage in any gainful 

activity, even though diminished, he or she 

is not considered disabled.

 Medical expenses. To the extent that the 

retirement distributions are used to pay 

deductible medical expenses, the penalty is 

avoided. However, the deduction for medi-

cal expenses is limited to amounts in excess 

of 10% of adjusted gross income.

 Medical insurance premiums. 

Unemployed taxpayers may use retirement 

plan money to pay for their health insur-

ance without penalty.

 Qualified higher education expenses. 

College costs for the taxpayer, the spouse, 

or their children or grandchildren may be 

paid penalty-free from retirement accounts. 

Such costs include tuition, fees, books,  

supplies, and equipment. 

 First-time homebuyers. Up to $10,000 

may be withdrawn without penalty for the 

purchase of a principal residence.

 Qualified Domestic Relations Orders 

(QDRO). Transfers incident to divorce  

generally won’t be penalized.

 Other exceptions to the penalty rule 

include active duty military, ESOP divi-

dends, and distributions due to a tax levy. 

This is a complicated area of the tax law, so 

taxpayers should seek professional counsel 

before making any distribution decisions.

Another cost of early withdrawals

The lost opportunity for tax-deferred 

investment earnings can be larger than 

many people realize. That can lead to a 

financially insecure retirement.

 Example. Barbara is 50 years old and 

has $100,000 in her 401(k) plan. She’s 

been earning an average of 8% per year on 

the account. Should that continue—and 

an 8% return is a reasonable average, his-

torically speaking, though it is not guar-

anteed—her account will grow to over 

$317,216 when she reaches age 65, even if 

she makes no more contributions. 

 Unfortunately, Barbara has an immedi-

ate need for $10,000. To be able to have 

$10,000 to spend after paying a 15% income 

tax and the 10% penalty tax, Barbara will 

have to ask for a hardship withdrawal of 

$13,334. That leaves $86,666 in her 401(k) 

account. That sum will grow to $274,919 at 

age 65, assuming the same 8% return. 

 Thus, the real cost of $10,000 today for 

Barbara is $42,297 less to draw on as  

retirement begins. n

The accompanying Wealth Management letter was prepared by Merrill Anderson. Merrill Anderson is an indepen-
dent company and is not affiliated with Monte Financial Group, LLC. Monte Financial Group, LLC while deeming 
such information reliable does not guarantee the accuracy thereof. This Wealth Management letter carries no 
official authority, and its contents should not be acted upon without professional advice.
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