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1  

THE 401(K) PLAN 

JUST WHAT IS A 401(K) PLAN? 
 
401(k) plans are qualified defined contribution retirement plans that contain a cash-or-
deferred arrangement  (CODA).  We will first explain what these terms mean in normal 
everyday language. 
 
A retirement plan is any plan maintained by an employer, an employee organization 
(i.e. union), or both that is designed to provide employees with retirement income and 
that allows employees to defer receipt of income until the end of their employment or 
even later. 
 
Defined contribution means that the amount of contributions, but not of benefits, is pre-
established, with the ultimate amount of benefits depending on both the amounts 
contributed and the rate of return realized on the plan’s assets.  To that extent, the risk 
of a defined contribution benefit plan is borne by the employee, not the employer:  If 
investment returns are poor, the employee’s ultimate benefits will be low, and the 
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employee will have no recourse to his or her employer who, in turn, will have no 
obligation to supplement those benefits. 
 
Conversely, a defined benefit plan is one in which a predetermined amount will be 
paid to retirees; here, contributions are not pre-established since the amounts that will 
have to be contributed will vary depending on the returns realized on investments.  In 
these plans, risk is borne by employers, not employees; if investment returns are too low 
to fund the payment of predetermined benefits, employers will have to ante up the 
difference through higher contributions to the plan. 
 
On the other hand, participants bear a different kind of risk in defined benefit plans, 
namely inflation risk.  While the nominal amount of their potential retirement benefits 
may have been pre-established, the purchasing power of those potential benefits is 
not, with the result that if the inflation rate is high, they might end up with the dollars 
they were promised and yet discover that those dollars wouldn’t buy nearly as much as 
they thought they would.  Conversely, in defined contribution plans, although the 
absolute level of benefits would always have been indeterminate, it is more likely that 
purchasing power (or real benefits) would have been maintained since investment 
returns likely would have tracked or exceeded the inflation rate. 
 
Qualified means that the plan receives special tax treatment because is has met 
certain requirements of the Internal Revenue Code: in essence, contributions to a 
qualified plan are tax-deductible by employers when made, but employees may defer 
paying taxes on those contributions until they actually are received by them in the form 
of benefits.  Earnings on such qualified funds also accumulate on a tax-deferred basis. 
 
Finally, a cash-or-deferred arrangement or CODA means that an eligible employee has 
the right to decide whether he wants his employer to contribute a specific amount to 
the plan on his behalf or to pay him an equivalent amount in cash. 
 
In a nutshell, what this all means is that in a 401(k) plan, you may direct your employer 
to deduct a specific amount from your salary, to contribute that amount to your 401(k) 
plan instead, and to invest it in your behalf.  That amount is the defined contribution 
and also is known as your elective contribution.  Your employer will get a tax deduction 
for that contribution, just as if he or she had paid it directly to you as salary, but you 
won’t have to pay taxes on it until you actually receive it ( or whatever amount it has 
grown into), presumably years later at retirement.  Meanwhile, those contributions will 
be invested on your behalf, and you won’t have to pay taxes on the earnings on those 
investments either until you actually receive them.  It is these tax-deductible features 
(for your employer) and tax deferral features (for you) that are a consequence of the 
plan’s being qualified. 
 
In 1998, approximately 305,000 different corporations maintained 401(k) plans for their 
employees, and approximately 24.5 million Americans participated in those plans.  
Total assets of these plans, as of year-end 1997, approximated $550 billion, and the 
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average participant’s account balance exceeded $25,000.  The average annual 
contribution by an employee was approximately $3500. 
 
 

THE STAND-ALONE 401(K) & MATCHING 401(K) 
 
A 401(k) plan may stand alone, which means that it permits elective contributions only, 
or it may permit additional employer contributions, and/or it may allow additional after-
tax employee voluntary contributions.  Additional employer contributions often take 
the form of matches of some or all of an employee’s elective contributions. 
 
For example, an employee might agree to match the first half of whatever an 
employee contributed.  Thus, an employee earning, say, $30,000 who contributed 10 
percent of his salary to a 401(k) plan, would see a total of $4,500 contributed on his 
behalf  ($3,000 deferred from his salary and an additional $1,500 match from his 
employer).   But in the years the contributions were made, he only would pay taxes on 
$27,000 (his $30,000 salary minus the $3,000 he contributed; taxes on the $4,500, as well 
as on all the subsequent earnings on the $4,500 would be deferred until distributions to 
him actually were made, generally after he retired). 
 
In certain situations, employees also might make additional voluntary contributions that 
would not be tax-deferrable in the years in which they were made.  But any earnings 
on those contributions could be deferred until such time as distributions actually took 
place. 
 
The amounts that may be contributed into a 401(k) plan are subject to four restrictions.   
 

1.  The Internal Revenue Service has established a dollar limit on 
contributions per employee.  That limit is adjusted annually in line 
with increases in the cost of living.  (This limit was $8475 in 1991, 
$10,000 in 1998 and increasing from the current $10,500 to $15,000 
in annual steps by 2005). 

 
2.  In addition to the dollar limit that the IRS establishes annually, the 

Code provides that total additions to an employee’s defined 
contribution plans (which includes 401(k) plans) may not exceed 
the lesser of $30,000 of 25 percent of an employee’s 
compensation.  Total additions, for this purpose, include employer 
contributions, employee contributions, forfeitures, and some 
amounts relating to medical benefits.  Since 401(k) contributions 
are deducted from compensation for tax purposes, this effectively 
means that 401(k) contributions are limited to 20 percent of 
compensation before such elective contributions.  For example, an 
individual earning  $40,000 (before elective contributions to a 
401(k) plan) would be limited under this provision to making 
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contributions of no more than $8,000 (since 20 percent of $40,000 
equals  $8,000).  Note that this figure may also be derived by 
calculating 25 percent of compensation less elective contributions, 
that is, $40,000 minus $8,000 equals $32,000, and 25 percent of 
$32,000 equals $8,000. 

 
3.  The law limits the extent to which the percentage of elective 

contributions made on behalf of highly compensated employees 
may exceed the percentage of elective contributions made on 
behalf of non-highly compensated employees.  For this purpose, 
the term highly compensated was defined in 1994 as including 
those earning $66,000 annually or more.  (This amount will be higher 
in future years since it is indexed to the inflation rate).  The actual 
annual percentage deferred by the former group may not be 
more than double the percentage deferral of the latter group, if 
the difference is no more than two percentage points. 

 
4.  Finally, because of the last restriction that bars companies from 

giving a substantially greater percentage of benefits to higher paid 
than to lower paid workers, a company itself may establish a 
limitation within its plan providing, for instance, that elective 
contributions may not exceed some fixed percentage of an 
employee’s gross compensation.  That could have reduced the 
particular employee would have been permitted to contribute in 
1998 to approximately $9240, but it could not have increased it to 
any more than that.  If, for example, an employee earned $45,000 
in 1998, and his company’s 401(k) plans limited elective 
contributions to 8 percent, he could have contributed a maximum 
of $3600 rather than $9240.  But if he earned $130,000, he could no 
have contributed $10,400 even though 8 percent of $130,000 
equals $10,400; in this case, he still would have been limited to 
$9240. 

 
 

CONTRIBUTIONS 
 
401(k) plans may be established to invest in just one or a number of different asset 
classes.  At one extreme are plans that may be set up to allow plan participants to 
invest only in stock of the employer’s company, or only in money market instruments, or 
only in some other single asset class.  Much more typical, however, are those plans that 
provide participants with a menu of choices from at least three or four different asset 
classes, usually including money market instruments, common stocks, bonds, and a 
guaranteed investment contract.  Sometimes, the choices may be even greater 
including, for example, international stocks, small capitalization stocks, junk bonds, or 
balanced funds. 



 5 

 
When a 401(k) plan is established to invest in just one asset class, such as company 
stock, the actual investment process may be handled internally, i.e., by an officer or 
employee of the sponsoring corporation functioning, in this instance, in the sole interest 
of plan participants.  Since no great investment expertise would be required to make 
monthly purchases, say of company stock for a 401(k) plan, that kind of internal 
management could be acceptable for small single option plans.   
 
When a plan is established to invest in several different asset classes, however, the 
services of a professional investment management organization, such as a bank, 
insurance company, or mutual fund management company generally are retained.  In 
fact, the investment services of such a professional investment management 
organizations usually are integrated with the accounting, record keeping, and 
reporting functions that often are assumed by the same organization. 
 
Such inherently more complex plans generally allow participants to select from among 
a family of mutual funds or commingled accounts, all of which are managed by the 
bank, insurance company, or mutual fund manager that was retained for that purpose.    
In some cases, more than one organization might be retained.  Thus, a mutual fund 
management company might be hired to manage stocks, bonds, and cash 
equivalents, and an insurance company retained to provide a guaranteed investment 
contract (GIC) option.  Or if company stock is to be a choice, an outside manager 
may be retained to manage all investments except company stock, while purchases of 
company stock may be handled internally.  In the very largest plans, participants might 
be given even more choices, including the opportunity to select from families of funds 
managed by two or even more different management companies. 
 
When several choices are provided, plan participants generally have the right to invest 
different percentages of their assets in different funds.  A conservative investor, for 
instance, might choose to invest 50 percent in a bond fund, 25 percent in a GIC 
contract, and 25 percent in a money market fund; a middle of the road investor might 
invest 50 percent in a common stock fund and 50 percent in a small capitalization 
stock fund. 
 
Increasingly, plans have been offering more and more options to employees.  This 
positive trend has been encouraged by the U.S. Dept of Labor, which decreed that as 
of January 1st, 1994, 401(k) plan participants will be considered to be in control of their 
accounts and plan sponsors (i.e., employers) will be relieved of much of their fiduciary 
responsibilities if the following three criteria are met. 

 
1.  Plan participants must be given a choice of investing in at least 

three different asset classes, such as a money market fund, a 
common stock fund, and a bond fund.  Simply providing a choice 
of three common stock funds would not satisfy this test, however, 
since the three options would not be sufficiently different. 
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2.  Employees must be provided with information on all of these 
options in order that they might make intelligent informed choices 
in their own self-interest.   

 
3.  Plant participants must be provided with the opportunity to transfer funds 

among these choices at least four times a year. 
 
By permitting employees to select from several different asset classes those specific 
investments that they deem most suitable for themselves, considering the point where 
they are in their own financial life cycle, the level of risk they are willing to assume and 
their own investment predilections, these plans allow for a degree of investment 
personalization or individualization that clearly can be in the participants’ best interest.  
But that would only be the case if the plan participants also were provided with 
adequate information about their options and had the knowledge to evaluate that 
information intelligently. 
 
By allowing participants to switch from one asset class to another at least quarterly, 
these plans also enable participants to change their asset allocations as their 
circumstances change, or as they believe appropriate in light of their own perception 
of evolving economic or market conditions.  Again, this can be a big plus. 
 
But these options (to select from a large menu of choices and to transfer frequently 
from one asset class to another) can be a two-edged sword.  If plan participants are 
uninformed or unduly emotional or financially naïve, they may end up making all the 
wrong choices at all the wrong times.  
 
Investors in 401(k) plans are generally provided with valuations of their holdings at least 
quarterly.  Depending on the technological reporting expertise of the management 
organization retained, valuations may even be available as frequently as daily through 
the use of Touch Tone telephone services.   
 
Your tax deferred elective contributions into a 401(k) plan and any after-tax voluntary 
contributions that you might be permitted to make, as well as all of the earnings 
generated by those contributions, are non-forfeitable.  That means that they belong to 
you in their entirety and cannot be taken back by your employer under any 
circumstances. 
 
Under certain circumstances, an employer’s matching or non-elective contributions to 
a plan also may be non-forfeitable.  However, those contributions usually are made 
subject to a vesting schedule, in which case you might forfeit some or all of those 
matching grants if you were to leave your job within less that 5 to 10 years.  Thus, an 
employer who chose to “match” half your contributions could establish, for instance, a 
five-year vesting schedule for those contributions.  For example, an employee earning 
$30,000 annually elected to contribute $3,000 annually and his employer matched an 
additional $1,500, if the employer also made his match subject to five years vesting, (20 
percent annually), only $300 of the $1,500 annual match would vest in each of the next 
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five years.  Thus, if the employee lest his job after three years, his $3,000 elective 
contribution would not be forfeitable, but he would retain only $900 (60 percent) of his 
employer’s original $1,500 match; the remaining $600 of his employer’s match would 
have to be forfeited.   
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2 

THE TIMES OF YOUR LIFE: 

PART A:   YOUR INVESTMENT LIFECYCLE 
 
Our bodies and minds change over the course of our lives.  Our interests, goals, desires 
and risk tolerance is very different at 40 then they are at age 20.  At age 60, these 
things are radically different then they were at age 40.  This process goes on throughout 
the course of our lives.  Our financial plans also must change over the course of our 
lives to reflect these changes in our view of life and our circumstances.  It is the 
evolution of these plans over time, which is called “Life-cycle investing”.  The various 
stages of this cycle are as follows: 
 
 

STAGE ONE: YOUR EARLY YEARS 
 
Young adults, generally in their twenties, who are just starting out on their own, have 
some tremendous advantages as investors as well as some enormous disadvantages.  
Both these advantages and disadvantages should enter into their financial plans.  First 
the disadvantages. 

1.  Typically, young adults don’t have much money to invest.  Unless 
they were fortunate enough to have a trust fund or to have 
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inherited some wealth, it’s likely that they are starting out with 
virtually nothing.  Their net worth may even be negative because 
they may be hindered with college student loans to pay off. 

 
2.  Their current earnings are not likely to be very high.  Chances are 

that they are beginning their careers in trainee or entry-level 
positions, which pay minimum wages.  On limited salaries, they 
may be hard pressed just to cover their day to day expenses, let 
alone set anything aside for investment. 

 
3.  So they don’t have much to begin with and they don’t have much 

cash flow.  But it gets even worse.  These are also the years in which 
they have major start-up expenses (in addition to possible college 
related debt repayment): a wardrobe suitable for that first job, 
furniture for that first apartment, a savings account to provide for 
emergencies. 

 
Few assets.  Debt repayment obligations. Minimal cash flow. Significant start-up 
expenses.  The disadvantages are obvious and it’s tough to see what the advantages 
are.  But there are four advantages. 
 

1.  Many young adults just starting out don’t have any obligations to 
anyone other than themselves.  Chances are they are not married 
and have no children.  Nor are there yet aged parents they must 
concern themselves about.  What money they can manage to 
accumulate, they can spend however they choose.  On clothes or 
books, a new bicycle or a VCR, on entertainment, or, on 
investments.  (Soon enough they will learn how quickly these days 
of freedom will vanish.  When they marry, begin a family, buy a 
house, and begin considering the needs of others than 
themselves). 

 
2.  The fact that they have little to invest (and therefore, little to lose) 

also allows them to assume substantial risk with less concern.  After 
all, suppose they manage to put together a small stake, invest it 
very aggressively, and lose it all: that would represent no great 
disaster since the amount they would have invested would have 
been so small to begin with.  (even if it did represent 100 percent of 
their funds set aside to invest). 

 
3.  Additionally, since their earning power is so low, it almost assuredly 

will rise over time (both as a result of inflation and as a result of their 
own efforts as they advance in their careers.)  What this means is 
that if they should lose all their currently investable funds, they will 
be able to replace all the money they lost from their future 
earnings with little difficulty. 
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4.  Finally, time is on their side.  With many years of life ahead of them, 

they stand to benefit substantially from the magic of compounding 
(this is one of the most important reasons for starting an investment 
program early; by doing so, not only does the money you initially 
invest earn a return, but that return earns a return, and that return 
on the return earns a return, etc. etc. year in and year out). 

 
To illustrate, assume that you were paid $22,000 per year on your first job and that you 
received raises of 15 percent annually during; your first five years on the job, 10 percent 
annually during the next five, and 5 percent annually thereafter.  (The higher 
percentage raises in the earliest stages of your career reflect the fact that your 
increases were from a small base and that this was the period in which you were 
progressing from an entry level or trainee position to that of becoming a full-fledged 
productive member of your company’s work force).  Assume further, that beginning 
with your second year on the job, you contributed 10 percent of each year’s wages to 
your 401(k) retirement plan and that you realized a 10 percent return on your portfolio 
annually.    
 
Now suppose in any one year you were to lose your entire investment.  How long would 
it take you to replenish your investment fund from your wages alone?  (Assuming that all 
of your future wages could be  devoted to that purpose).  If you lost all your money in 
the second year of your career, you could recoup your entire loss by saving just your 
next one month’s salary.  If the total loss occurred in your fifth year, you still could 
replenish your fund in its entirety by saving your nest four month’s wages.  But if a total 
loss occurred in the 19th year of your career, say at age 40, it would take you more than 
two years to recover, despite the fact that by then you would be earning more than 
five times as much as you had when your first started out.   
 
This means that probably at no other time in your life will you be able to afford to take 
as much risk as when you are just starting out.  In all likelihood, responsible to no one but 
yourself, with little to lose, and with a lifetime of presumably rising earnings ahead of 
you, even the possibility of losing 100 percent of your investable funds in one 
speculative venture may be considered with tranquility. 
 
If you are ever going to take the chance of making it big in the securities markets, now 
it the time to try.  Common stocks, including small capitalization growth companies and 
foreign equities, are reasonable investments in your beginning years. 
 
 
 
 

STAGE TWO: YOUR FAMILY YEARS 
 
The next stage of your financial lifecycle is much more difficult.   
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By the time you reach your late twenties, you will have come a long way from where 
you were when you were just starting out.  In all probability, you will have progressed in 
your career, having received several raises and having become much better 
established in your job or profession.  If you were saddled with college student loans, 
you may have paid them off by now.  You may have furnished your first apartment, 
established a savings account cash reserve for emergencies, and begun an 
investment program.   
 
Even more importantly, however, you may have married or have become involved in a 
long-term relationship that you expect to lead to marriage.  You may be planning a 
family and budgeting for the purchase of a house.  If your partner is also employed, 
you may discover that even if two can’t live quite as cheaply as one, you are still able 
to save (and invest) more money together than you could have managed separately. 
 
Or at least you may be able to do that for a while.  Once children come along, your 
combined income may decline if one of you stays at home, while your expenses soar 
with the purchase of a house, additional insurance, another car, and your children’s 
expenses.  Anticipating this, it would be appropriate for you to reconsider how the 
assets in your 401(k) plan and any other investment portfolios you might have are 
allocated. 
 
When you were first starting out, you could afford to take the biggest risks of your life in 
terms of investments.  But such investments would no longer be appropriate once you 
married, decided to raise a family and established specific goals of home ownership 
and providing for your children’s education.  Or at least no more than a very small 
fraction of your funds should remain committed to highly speculative investments. 
 
Since you would still be relatively young, had an appropriate cash reserve and 
adequate insurance to guard against emergencies, and could look forward to 
decades of productive earning power ahead of you, however, you still could afford to 
be relatively aggressive in your 401(k) plan and could emphasize investments in 
common stocks, including smaller capitalization emerging growth companies.  To be 
sure, you’d be nowhere near the point of having to shift to fixed income securities or 
cash equivalents for safety.  But having established specific goals and having assumed 
responsibilities to others than yourself, you no longer could afford to risk losing 
everything in the hopes of making a big killing.  Now if you were to try and fail, it would 
take much longer to recoup and could seriously jeopardize not only your own life but 
also those of your spouse and children. 
 
 

STAGE THREE:  YOUR MIDDLE AGE 
 
When you reach your middle years (roughly equivalent to your forties), you’ll be 
approximately midway through your productive working career;  you will have been 
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working for about 20 years, and in another 20 years you’ll at least be contemplating 
entering retirement.  If your children are not already in college, they’re probably 
approaching college age.  Your parents are aging and you may have to start 
considering whether you’ll need to be of financial assistance to them. 
 
In these circumstances, you ought to consider adjusting your 401(k) plan and other 
investment portfolios again, acquiring higher quality dividend-paying blue-chip stocks 
and some fixed income securities to provide greater balance and safety and reduce 
the volatility of your portfolio.  But your portfolios still should remain heavily weighted in 
equities as an inflation hedge. 
 

STAGE FOUR: THE LATER WORKING YEARS. 
 
A decade later (now in your fifties), your circumstances will again be very different, and 
it will be appropriate for you to take a fresh look at your financial situation.  Your 
children may have graduated from college and embarked on their own careers and 
your financial obligations to them may be been greatly reduced.  (On the other hand, 
grandchildren may also be one the way and you may want to make some provisions 
for them.)  Your earnings are probably peaking and the value of your 401(k) plan and 
other investment portfolios (assuming you had the foresight to begin investing early) 
may well be worth hundreds of thousands of dollars.  But you may be planning to retire 
in only another 10 years or so which means that you won’t have a lot of time left in 
which to increase the value of your assets and that you couldn’t afford to incur much 
risk of losing what you’ve already accumulated (since there also won’t be many years 
left in which to recoup any losses). 
 
Under these circumstances, you should make every effort to maximize your savings and 
investments and, at the same time, consider making changes in your 401(k) plan and 
other retirement portfolios.  One thing you might do would be to increase the 
component of fixed income securities with staggered maturities in your accounts.  
Another would be to review your equity holdings, pruning your portfolio of any highly 
speculative investments you might have missed.  But while making sure that your equity 
investments are concentrated in relatively high-quality issues, you shouldn’t eliminate 
common stocks entirely; since inflation would be likely to continue, you still ought to 
maintain at lease some equity exposure as an inflation hedge. 
 
 
 
 

STAGE FIVE:  YOUR RETIREMENT 
 
When you finally do retire, you may not find it necessary to make any significant further 
modifications in your investment portfolio.  In light of the changes you made in your 
pre-retirement years, your 401(k) plan and other retirement accounts already will have 
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been very conservatively structured and heavily weighted toward fixed income 
securities, with some high-quality equities as an inflation hedge. 
 
 

A SUMMARY OF LIFE-CYCLE INVESTING  
 
Essentially, the fundamental principle underlying life-cycle investing is that an 
investment program that might be appropriate for a single 20-year old with 
responsibilities to no one other than himself might not be appropriate for a 40-year old 
married parent of two and that neither of those programs might be appropriate for a 
62-year old contemplating retirement within three years.  In sum, the younger you are, 
the more working years remaining to you in your career, and the fewer the number of 
working years remaining to you, and the greater your responsibilities to others, the less 
the investment risk you ought to assume. 
 
Since equity investments provide higher potential returns but are inherently riskier than 
fixed income investments, this translates into a broad recommendation that younger 
investors shift toward a mix of equities and fixed income securities, and that older 
investors (those who are retired or on the verge of retirement) invest primarily in fixed 
income securities.   
 
Within these broad parameters, of course, even finer distinctions may be made in terms 
of relative risk and reward, with small capitalization stocks, for instance, generally being 
riskier (and providing greater potential returns) than large capitalization issues, and with 
short-term fixed income securities generally proving safer than long-term bonds.  
Depending on your age and circumstances and the number of 401(k) plan alternatives 
available to you, therefore, you might consider these finer distinctions in structuring your 
own (401(k) portfolio.   
 
We suggested earlier that investors in their thirties might consider committing all of their 
401(k) assets to balanced funds.  Alternatively, we proposed that they might invest one-
fourth of their assets in small capitalization funds and three-fourths in large 
capitalization funds.  Or, we allowed how they might invest one-quarter in long-term 
bond funds and three-quarters in balanced funds or large capitalization stock funds. 
 
But why should one investor choose one course of action and another choose a 
different path?  There may be many reasons.  For one, their financial circumstances 
might vary greatly.  Although they may be roughly of the same age, one might still be 
unmarried, relatively wealthy, and earning a considerable income in a secure job, 
while the other might be less affluent, be drawing a smaller income from a less secure 
position, and be married with two children.  Obviously, under such circumstances, 
notwithstanding their comparable ages, the former would be in a position to incur the 
greater risk while the latter would be wise to opt for a more conservative investment 
strategy. 
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Looking at this another way: If the bulk of 40-year-old investors’ retirement plan assets 
are in their 401(k) plans, if they intend to retire, for instance, at age 65, and if, when they 
do retire, there will be few if any other sources of income available to them to provide 
for their retirement, then these investors would be well advised to structure their 401(k) 
plan portfolios more conservatively than would investors of similar age who had 
substantial other retirement assets upon which to draw.   
 
Similarly, 55-year-old plan participants who didn’t expect to begin drawing upon their 
401(k) plan assets until they were 70 ½, (when they would legally be required to do so) 
could afford to be more aggressive in managing their 401(k) plan portfolio than would 
55-year-old investors who expected to be drawing on their 401(k) plan assets by age 65 
or even earlier. 
 
What all of this means, of course, if that we are not simply proposing a strict life-cycle 
investing approach to 401(k) plan management but, rather, a modified life-cycle 
approach, i.e., one that takes account not only of plan participants’ ages and the 
number of years remaining until their “official” retirement but also one that considers 
the availability of other retirement assets upon which they might draw and the reality of 
just when they might actually have to begin drawing upon the assets in their 401(k) 
plans. 
 
 

AN OVERVIEW OF RISK TOLERANCE 
 
It is all very well for you to structure your 401(k) investment portfolio on the basis of your 
objective determination of what the most appropriate asset mix is for you in terms of 
your age, marital status, financial position, job security and life goals, i.e., all the factors 
that should enter into your own life-cycle investing analysis.  It is even better for you to 
modify that portfolio in light of the relative strengths, weaknesses, and performance 
records of the managers of the different funds offered by your plan and better yet if 
you can fine-tune that portfolio by considering economic and market conditions or by 
delegating that responsibility to your investment managers.  But non of that is enough if 
you find that you’re very uncomfortable with what you end up with, either because 
your portfolio is not aggressive enough or because it is too risky for your taste. 
 
The fact is that some individuals are very uncomfortable with risk; they would prefer to 
accept smaller but more assured returns than to run the risk of loss, even if incurring just 
a little more risk would greatly increase the probability of their realizing substantially 
higher returns.  On the other hand, there are those who would prefer to shoot for high 
returns, even if that necessitated their incurring such considerable risk that they were 
more likely to realize sizable losses. 
 
You may think that you know whether you have a high or low tolerance for risk, but 
don’t be too sure.  According to Kenneth MacCrimmon, a professor at the University of 
British Columbia and co-author of a study on risk-taking behavior, “almost everybody 
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would like to see themselves as a risk-taker.”  But when Professor MacCrimmon 
compared the self-assessments of more than 500 executives in their willingness to incur 
risks and the risks they had actually taken, he discovered that there actually was a 
considerable difference. 
 
There are also a lot of other misconceptions about our attitudes toward risk.  Many 
believe, for instance, that we become more risk-adverse as we grow older, that 
wealthy individuals are less risk-adverse than the poor of the middle class, and that 
men are more prone to take risks than are women.  But, in fact, none of these beliefs 
are necessarily true. 
 
There are methods of determining your personal tolerance for risk not the least of which 
is your past investing history.  We would recommend that you take the time to do some 
serious self-evaluation and reflection on your own risk tolerance level.  Here are some of 
the different types of investment risk taker profiles and some of the investment 
strategies that you might consider once you have determined where you are most 
comfortable: 
 
 

The Conservative Investor:   
 

Your temperament appears to be that of a basically conservative 
investor who would be most comfortable avoiding risk-even knowing that 
this may entail your sacrificing some potential return overtime.  In general, 
you probably would find that you would sleep better owning a portfolio 
weighted toward fixed income securities than one heavily concentrated 
in equities.  Among fixed income securities, you should favor government 
securities and investment grade corporate issues rather than speculative 
grade issues, and your predilection should be toward issues with short or 
intermediate-term, rather than long-term maturities.   

 
On the equity side, you should emphasize large capitalization blue-chip 
companies, even though that means that you will forego the potentially 
superior returns that you might otherwise have realized by investing in 
smaller capitalization, emerging growth, or foreign equities. 
 
When a conservative investor retires, his 401(k) plan may be worth 
somewhat less than it otherwise would have been, had he adopted a 
more aggressive stance, but he will have avoided bit fluctuations in the 
market value of his holdings over the years and almost assuredly, still 
would have a substantial retirement nest egg. 
 

The Middle-of-the-Road Investor:  
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You are basically a middle-of-the-road investor who is willing to incur a 
reasonable level or risk, provided that the risk you incur is commensurate 
with your potential return.  You are equally comfortable owning stocks or 
bonds and are willing to base your asset allocation decisions largely on 
(1) your own financial rather than emotional requirements, (2) your 
judgement regarding the relative values of different asset classes at 
different points in time, and (3) the quality of the different investment 
managers who would be responsible for managing your money.  You 
would not be willing to “bet the farm” on anything, even for a potentially 
very high return, but neither would you want to avoid sound growth 
opportunities either, just because a more conservative investor might 
deem them somewhat risky. 

 
While you are probably more comfortable owning big capitalization 
household name blue-chip stocks than small capitalization, emerging 
growth, or foreign equities, you certainly would be willing to commit at 
least a small portion of your assets to those riskier assets classes too.   
Similarly, while you prefer government and investment grade corporate 
bonds of short-or-intermediate term maturities, you’d also be willing to 
invest in long-term bonds, or even junk bonds, in moderation. 

 
Upon your retirement, you as a middle-of-the-road investor, likely would 
discover that your 401(k) plan was worth somewhat more than it 
otherwise would have been worth had you adopted a more conservative 
investment strategy throughout your career but not quite as much as it 
would have been worth had you adopted a more aggressive stance.  
You trade-off would have been, however, that you would have incurred 
greater risk than had your conservative counterpart, albeit not nearly as 
much risk as had his more aggressive coworkers. 

 
 

The Aggressive Investor  
 

You are an aggressive investor who is comfortable assuming a high level 
of risk in seeking above average investment returns.  You are much more 
at home with equities than with fixed income securities and you probably 
are happy to invest in small capitalization, emerging growth companies, 
and foreign securities, as well as in big capitalization blue-chip issues.  
Where your conservative friends perceive risks, your see opportunities. 
Among fixed income securities, you favor longer maturities and more 
speculative issues, rather than short, or intermediate-term government 
securities or investment grade corporate issues.  Those issues are riskier, to 
be sure, but they also hold forth the promise of higher potential returns. 
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As an aggressive investor, you probably would be able to retire with more 
than either your conservative or middle-of-the-road counterparts 
(assuming that each of you invested the same amounts at the same times 
throughout your careers).  That is because your more speculative 
investments (particularly in small capitalization funds in your twenties, 
thirties, and forties) probably provided higher returns than did your co-
workers’ relatively more conservative investments.  But there would be no 
guarantee that you would end up with more than they did.  The very 
investments that might have generated superior returns were also the 
riskiest, and they might not have worked out as you expected, causing 
you to fare more poorly than your counterparts. 

 
 
 
 
 
 
 

 



 18 

3 

WITHDRAWING MONEY FROM A 401(K) 

DISTRIBUTION 
 
Distribution from a 401(k) plant may only be made under the following circumstances: 
 

! Death, disability, retirement, or other termination of service. 
 
! Attainment of the age 59 ½… 
 
! Participant hardship (subject to strict guidelines)… 
 
! Certain unusual situations involving termination of a plan without 

the establishment of a successor defined contribution plan or the 
merger of sale of the company. 

 
When distributions from 401(k) plans are made, they may be eligible for 5 or 10 year 
income averaging or capital gains treatment, or they may be taxed, in part or whole, 
as ordinary income.  This is a very complicated area of the Tax Code, with your options 
dependent on a number of factors, including the number of years you participated in 
the plan before distribution is to be made, the manner in which those distributions are 
to be made, and your age.  If you are approaching the point where you anticipate 
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receiving distributions soon, you should be sure to consult with your accountant or tax 
attorney before arranging to accept those distributions. 
 
In the event that you leave your job before retirement, you may or may not be 
permitted to leave your 401(k) plan with your former employer.  If you can, no 
additional contributions could be made into that plan, but it would continue to 
generate a tax-deferred return on the assets already in place.  Of course, if your new 
employer offered a 401(k) plan, you could participate in that plan, too, 
notwithstanding the continued existence of the plan that you previously established 
with your former employer.   
 
If you are not permitted to leave your 401(k) plan with your former employer, or if you 
simply prefer not to, you might instead receive a lump sum distribution from that plan, 
which you might be able to roll over into your new employer’s qualified retirement plan 
or into your own IRA.  In either event, the transfer from one plan to the other would incur 
no additional tax liability if it were handled correctly. 
 
Under certain circumstances, a 401(k) plan participant may borrow as much as 50 
percent of the vested interest in his plan up to a maximum of $50,000.  These loans are 
subject to a large number of restrictions, however, beginning with the fact that such 
loans only may be made from plans that have made provisions for them.  
Approximately two thirds of all plans have such loan provisions, according to a 1991 
survey. 
 
Interest rates charged on such loans generally are competitive or lower than bank 
rates, but the interest paid is not tax-deductible.  The accounts themselves serve as 
collateral for the loans, but spousal consent may be required and repayment 
schedules are strict. 
 
 

403(B) PLANS 
 
403(b) plans are very similar to 401(k) plans in that they too, are qualified defined 
contribution retirement plans established by employer to provide employees with 
retirement income and allow empl9oyees to defer receipt of income until the end of 
their employment or even later.  However, these plans differ from 401(k) plans in the 
following respects: 
 

! Most important, they are available only to employees of schools, 
churches, and certain other tax-exempt organizations.  Employees 
of these organizations simply are not allowed to participate in 
401(k), and 403(b) plans are the alternative that the government 
has provided. 
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In most cases, therefore, choosing between a 401(k) plan and a 403(b) plan will be a 
non-decision since the choice will have been made for you.  If you are employed as a 
schoolteacher or a secretary at a church, you may be offered the opportunity to 
participate in a 403(b) plan, but you won’t be offered a chance to participate in a 
401(k).  If you’re a furniture salesman or work for an aerospace or automotive 
company, you may be given an opportunity to participate in a 401(k) plan, but no 
403(b) plan will be offered to you.  In these cases, the only choice you’ll have to make 
is whether or not to participate in whichever one is offered to you. 
 
There is one exception: if you hold two jobs, one, for instance, during the day as a 
computer programmer and a second at night as a schoolteacher, you may be offered 
the opportunity to participate in a 401(k) plan through your computer company 
employer and in a separate 403(b) plan through the school where you teach.  In that 
event, you might choose to participate in neither, either, or both.  Participation in both 
could prove particularly beneficial. 

 
! Another small difference between 401(k) plans and 403(b) plans is 

that investors in 403(b)s are permitted to make slightly larger 
contributions than are permitted in 401(k)s. 

 
! Additionally, money that was in 403(b) plans prior to January 1, 

1987 would not have to be withdrawn until the plan-holder turned 
75. 

 
! In so far as money contributed to a 403(b) plan after January 1, 

1987, is concerned plan-holders who work in a church or 
government job must begin withdrawals by age 70 ½ or at 
retirement, which ever comes later.  Other employees with 403(b) 
plan, however, would not have to begin making withdrawals by 
age 70 ½  (just as is true of 401(k) plan holders). 

 
! Finally, as noted, the Internal Revenue Code provides that, under 

certain circumstances, distributions from 401(k) plans may be 
eligible for 5 or 10 year income averaging or capital gains 
treatment.  There is no such provision regarding distributions from 
403(b). 

 
 

CONTRIBUTIONS – MAXIMIZING YOUR RETIREMENT 
 
As discussed before, the amount that you will be able to invest in your 401(k) plan will 
vary depending on the following factors: 
 

! Your income, 
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! The relationship between the amount of contributions made by 
highly compensated versus non-highly compensated employees, 

 
! Your allowable maximum individual contributions under the law, 
 
! And, the terms of the particular plan your company has 

established. 
 
Under present law, this means that total additions to an employee’s defined 
contribution plans (which includes 401(k) plans) may not exceed the lesser of $30,000 or 
25% of an employee’s compensation in any given year.  And since 401(k) contributions 
are deducted from compensation for tax purposes, this means that 401(k) contributions 
are limited to 20% of compensation before such elective contributions.  In addition, the 
law specifically provides that the maximum you could have contributed to a 401(k) 
plan in 1998 was $10,000, an amount that will be adjusted upward annually in line with 
the rate of inflation in future years. 
 
This annual contribution is a meaningful sum and is a strong argument for investing in a 
401(k) plan.  Considering that the maximum amount you currently may invest in a 401(k) 
plan could be more than four times as great as what you might invest in your own IRA.  
And while the amount you can contribute to your IRA has been fixed by law, the 
amount you will be allowed to contribute to your 401(k) plan is expected to continue to 
increase year after year after year. 
 
 

MATCHING CONTRIBUTIONS 
 
If your goal is to invest as much as possible for your future retirement, many 401(k) plans 
provide you with another terrific opportunity that does not exist in other kinds of plans: 
the opportunity to receive matching contributions from your employer (the equivalent 
of a raise or a bonus) simply by participating in a 401(k), which you probably would 
have wanted to participate in anyway. 
Employer matches work like this: employers agree to contribute to your 401(k) plan, in 
your behalf, an amount of money equivalent of proportionate to the amount of your 
own contribution.  This may be accomplished several ways. 
 
In the very best plans, your employer’s contribution may be a 100 percent match. For 
example, if you contribute 4%, your employer will contribute an additional 4%, if you 
contribute 10%, your employer will contribute another 10%, and so on. 
 
In other plans, however, your employer may agree only to match a portion (i.e. one-
half) of your contribution.  In such instances, if you were to contribute 4 percent, your 
employer would contribute 2 percent; if you contribute 7 percent, your employer would 
contribute 3 ½ percent, and so on. 
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In yet another situation, your employer might agree to match your contributions in their 
entirety, but only up to a certain amount, say 5 percent of your salary.  In such 
instances, if you contributed 3 percent, your employer would contribute another 1.2 
percent, if you contributed 7 percent, your employer would contribute another 3.5 
percent.  But, if you contributed any more than that, say 8, 9, 0r 10 percent, your 
employer’s contribution would be limited to 3.5 percent. 
 
Finally, your employer could make a company match (of whatever amount) 
contingent on your investing in a particular one of the options available to you through 
the 401(k) (generally, this could be company stock).  In such situations, you would get 
the match on whatever 401(k) funds you invested in your company’s stock but not on 
whatever other amounts you might invest in stocks, bonds, GICs, money market 
instruments or any of the other 401(k) choices available to you.  Whether to take 
advantage of such an opportunity or not would depend on your particular 
circumstances. 
 
If they wish, employers may provide that their matches to 401(k) plans are immediately 
100 percent vested and therefore, nonforfeitable by employees, but more often they 
make those contributions subject to a vesting schedule instead.  This means that if you 
leave their employ before becoming fully vested in the pan, you would forfeit some of 
all of the benefits attributable to your employer’s matching contributions (although 
benefits resulting from your own contributions would, of course, remain nonforfeitable).    
In providing that their matching contributions be subject to a vesting schedule, 
employers hope to reduce employee turnover by creating an additional incentive for 
employees to remain on the job. 
 
Employers may not establish any vesting schedule they wish, however.  For example, 
they could not provide that you would only become vested in annual 5 percent 
increments over a period of 20 years nor that you would become fully vested after 10 
years but would not be vested at all before that.  Rather, vesting schedules must fulfill 
one of the following two legal minimum requirements. 
 

1.  Five year “cliff” vesting.  Your 401(k) plan may provide that you 
will not be vested at all in the benefits attributable to your 
employer’s matching contributions for five years but that you will 
be fully vested after five years of service.  This means that if you left 
your job after only three or four years, you would forfeit any 
benefits attributable to your employer’s matching contributions, 
but if you left after five years, all those benefits would be yours to 
keep. 

 
2.  Seven year graded vesting.  Alternatively, your plan may provide 

that you would not be totally vested for seven years.  In that case, 
you would have to become at least partially vested long before 
then.  This schedule provides that if you were to leave your job 
before completing three years of service, all of your employer’s 
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matching contributions could be forfeitable.  If you were to leave 
after at least three but within less than four years, however, you 
would have to be at least 20 percent vested, which means that 
you would have to be permitted to keep at least one-fifth of your 
employer’s matching contributions and one-fifth of the earnings on 
those contributions; if you were to leave after four years but in less 
than five, you would have to be at least 40 percent vested; if you 
were to leave after five years but in less than six, you’d have to be 
at least 60 percent vested; and if you were to leave after six years 
but in less than seven, you’d have to be at least 80 percent vested.   

 
Note that both of these schedules refer to years of service, i.e., years of employment, 
not years of plan participation.  Thus, if your plan provided for a one-year waiting 
period before you were permitted to participate, you would be fully vested under five 
year cliff vesting after participating in the plan for just four more years, not five 
(assuming you joined at your earliest possible opportunity).  And if your plan provided 
for seven-year graded vesting, you would become vested in at least 20 percent of the 
benefits attributable to your employer’s matching contributions after only two years in 
the plan, not three.  Under seven-year graded vesting, you’d also become fully vested 
after six years in the plan, rather than seven (also assuming you signed on at your 
earliest opportunity). 
 
Indeed, if you only began to participate in your company’s 401(k) plan after you’d 
worked at your company for five years, you’d immediately be fully vested not only in 
the benefits attributable to your own contributions but also to those resulting from your 
employer’s matching contributions if the plan utilized a five-year cliff vesting schedule.  
If it used a seven-year graded vesting schedule, you’d immediately be 100 percent 
vested in your own contributions and 60 percent vested in your employer’s matching 
contributions and would become 100 percent vested in your employer’s matching 
contributions in just two more years. 
 
Employers may, of course, make their vesting schedules more generous than this and, 
in fact, many do, but, except for multi-employer plans established pursuant to 
collective bargaining agreements, they may not make them more onerous.  (In that 
exceptional case of multi-employer plans, 10-year cliff vesting is permitted). 
One popular approach employed by many plan sponsors has been to provide for 
vesting over five years in 20 percent annual increments; from the point of view of the 
employee, that combines the benefits of five year cliff vesting (total vesting after five 
years) with the benefit of graded vesting (partial but increasing vesting during each of 
the first four years), while from the point of view of the employer, it still creates an 
incentive for employees not to leave. 
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4 

THE TEN COMMANDMENTS OF 401(K) INVESTING 

Let’s start with the two most important rules of successful 401(k) investing: 
 

1. Start saving (and investing) as early as possible. 
 
2. Save (and invest) as much as possible. 

 
These rules should be fairly self-explanatory.  There are eight additional rules for 
successful 401(k) planning that are worth a closer inspection: 
 

3. Personalize your retirement investment plan. 
 

4. Avail yourself of tax-deferral opportunities. 
 

5. Invest for maximum potential total return. 
 

6. Invest in equities if possible. 
 

7. Diversity your investment holdings. 
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8. Review and modify your portfolio to adjust to changing 
circumstances. 

 
9. Utilize professional management. 

 
10. Attempt to provide for emergency access to your retirement funds. 

 
Now, we will go into greater detail regarding each of these additional rules in order to 
assure your complete understanding of each one: 
 
 

PERSONALIZE YOUR RETIREMENT INVESTMENT PLAN 
 

A retirement investment plan might be well designed and make perfect 
sense for your brother-in-law or your neighbor or your co-worker and yet 
be totally inappropriate for you for a number of reasons.  You may, for 
example, be initiating your plan at a much earlier or later age than your 
neighbor is beginning his and that alone would directly affect how much 
you should contribute to your plan and what asset classes you ought to 
invest in.  Or you might have much more grandiose or much more modest 
aspirations regarding how you hope to live in your retirement years and 
that, too, would have a tremendous effect on how much you should be 
investing and in what asset classes. 

 
Or you might have a lot more or a lot less money to work with than your 
neighbor does, either because your income is much higher or much lower 
than his or hers or because your current financial requirements are much 
greater or less than his or hers are.  Perhaps he or she is supporting aged 
parents or paying alimony and child support from a prior marriage while 
supporting a family of six, whereas both your parents and those of your 
spouse are deceased or independently wealthy; you never were married 
before; and you are the parent of an only child and have no intention of 
raising any more; or vice versa. 
 
Or maybe your risk tolerance is simply much higher than your co-worker’s 
so that you might be willing to invest in speculative asset classes in the 
hopes of generating higher returns whereas he or she wouldn’t.  Or, 
again, it could be the other way around: you might be unwilling to make 
such investments even if it could be proven to your satisfaction 
objectively that it would be economically sensible for you to do so; in your 
judgement, the emotional cost you might incur as the value of your 
portfolio fluctuated sharply during interim periods might far overweight 
your potential increase in returns.  But only you can make that decision.   
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Or it might be simply that your cousin, your neighbor or your friend works 
for a company that provides very generous pension benefits, whereas 
your company is much more frugal.  Or that the asset classes in which 
they can invest through their companies’ 401(k) plans are much more 
diversified or at least very different from those available to you. 

 
For any or all of these reason, as well as many more, you might find that a 
program designed for another just wouldn’t work for you, just as someone 
else’s custom tailored suit might be elegant and finely made but wrong 
for you because it just didn’t fit.  Thus, just as you might be better off with a 
much less expensive suit that at least fits or, better yet, an equally well 
made suit that was designed just for you, you would be better off with a 
retirement investment plan designed with you in mind. 

 
Of course, it is easy to say that you should individualize or personalize your 
retirement investment program, but you may find that that’s more easily 
said than done.  Indeed, in at least some respects, you will not be able to 
individualize your plan.  A part of your retirement income, for instance, 
may be expected to come from Social Security benefits, and there’s not 
much you’ll be able to do that will affect the level of those benefits. 

 
The amount you will receive from that source will depend on the law, the 
inflation rate, and your career earnings, and you couldn’t very well ask 
the government to invest the funds that will generate your particular 
benefits differently from everyone else’s in order that you might realize 
higher returns, even if you were willing to incur the incremental risk that 
that might entail.  (Actually, social security funds only may be “invested” 
in government securities, which really means that the government simply 
lends money to itself and the whole social security program is nothing 
more than a “pay as you go” plan, with benefits a function of taxes and 
political considerations, rather than investment returns. 

 
Similarly, if you are a participant in a traditional defined benefit or profit 
sharing plan provided by your company, you probably won’t have much, 
if any, say as to how assets in that plan are allocated nor the specific 
investments that are made, which means that you won’t be able to do 
much to affect your level of benefits from that source either.  

 
But, as we have seen, your company pension and social security benefits 
probably won’t be enough to assure you of a comfortable retirement, 
and you will have to supplement those benefits with income generated 
from a plan or plans you set up yourself during your working years.  And it 
is those plan, whether 401(k), 403(b), IRA, or whatever, that generally will 
provide you with the opportunity to individualize in your own best interest. 
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In those plans; within limits, you generally will be able to determine the 
level of your contributions and your allocation of funds to different asset 
classes.  A default position may be suggested to you, to commit all your 
assets to just one balanced mutual fund, for instance, and while that 
sometimes may make sense, more often you will be better off 
personalizing or individualizing your portfolio to a greater degree in order 
to reflect your personal needs, objectives, and risk constraints. 

 
What might you do?  While you probably won’t be able to determine 
which specific securities should be bought or sold for your account, you 
generally will be able to decide which asset classes to invest in and in 
what proportions, which managers to retain (when offered a choice of 
more than one), and when to shift your funds from one asset class or from 
one manager to another.  And these decisions can have a substantial 
impact on the returns you will realize, the benefits you ultimately will 
receive, and your peace of mind, both before and after retirement.   

 
You investments in a SEP, Keogh, or a company’s defined benefit or 
defined contribution plan generally are lumped together with those of all 
other participants whose interests may or may not coincide with your 
own.  In those situations, not only won’t you usually have any control over 
what’s bought or sold, but you won’t even have a say in the allocation of 
your funds or what asset classes your funds are invested in. 

 
One of the biggest advantages of 401(k) plan investing, however, is the 
control it gives you over your own investments.  To be sure, in 401(k) plans 
you usually can’t pick individual stocks or bonds either, but you generally 
will be allowed to decide which asset classes you want to invest in.  And 
you usually will be able to establish whatever asset allocation you deem 
most appropriate for yourself. 

 
Indeed, although some 401(k) plans still provides plan participants with 
only limited options for investing their funds, the vast majority now allow 
and encourage employees to choose from among an array of cash 
equivalent, fixed income, equity, and specialized products.  These might 
include money market funds, guaranteed investment contracts (GIC’s), 
company stock, common stock index funds, and balanced funds, as well 
as actively managed commingled or mutual funds concentrating in blue 
chip equities, emerging growth or small capitalization stocks, government 
securities, corporate bonds of varying maturities, high yield (“junk”) bonds, 
and foreign or international securities.  Additionally, participants are 
usually not limited to investing in only one or two of these asset classes but 
are often given a choice of four or more, being permitted to allocate 
their assets among them as they deem appropriate. 
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This is a tremendous advantage provided by 401(k) plan investing since it 
allows you to individualize your portfolio in a way that sharply distinguishes 
it from those of your co-workers whose interest might not coincide with 
your own.  If your plan provides you with even just four options, say, a 
money market funds, a fixed income funds, an equities fund, and a small 
capitalization stock fund and if it simply allows you to invest in any or all of 
those funds in increments of 25 percent, you’ll be able to structure your 
own portfolio in 35 different ways.   

 
 

WATCH FOR AND TAKE PART IN TAX-DEFERRAL OPPORTUNITIES 
 

In general, investment portfolios are established with after tax dollars, and 
the returns on those plans are themselves, taxable.  If you set up a home 
purchase fund or a college education fund, for instance, in all likelihood, 
the monies that you contribute to those plans will have come from your 
salary or wages, AFTER you paid taxes on them.  Then, whatever income 
may be earned in those plans, whether from interest, dividends, or capital 
gains, would itself be taxable. 
 
There are exceptions, two minor and one major, to this general taxability 
principle.  The first minor exception is that you could invest in tax-free 
instruments, such as municipal bonds in any of these funds.  If you did, the 
interest that you would receive on those securities would not be taxable, 
although any capital gains still would be.  But the reason that this 
exception is only of minor interest is that the securities and credit markets 
are relatively efficient, which means that the GROSS interest returns 
realizable on non-taxable securities generally are comparable to the NET 
after-tax returns available from taxable issues of comparable risk.  So this is 
not a big loophole. 
 
The second minor exception relates to the possibility of establishing trust 
funds or otherwise transferring college education funds from a parent in a 
high-tax bracket to a minor child in a lower bracket, in order to reduce, if 
not entirely eliminate, taxes payable on the investment income of such 
funds.  This did work for a while, but the loopholes in the tax laws that 
permitted it have since been closed, which is why today it is only of minor 
interest. 
 
This brings us to the major exception, which really is of considerable 
importance in the area of retirement planning.  As a matter of public 
policy (and recognizing that social security certainly won’t be enough), 
the U.S. government has ought to encourage individuals to provide for 
their future retirements by establishing their own retirement plans in their 
pre-retirement years.  To that end, various provisions have been written 
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into the tax laws providing for the establishment of all sorts of retirement 
accounts with important tax-deferral features.  Included in this category 
are IRAs, Keogh plans, SEPs, 403(b) plans, and of course, 401(k) plans.  
These plans differ among themselves in several respects, but they have 
three important features in common.  First, subject to certain limitations, 
monies contributed to such plans may be deducted from income for tax 
purposes in the years in which contributions are made.  Second, taxes are 
not payable on the earnings of any of these plans until those earnings 
actually are withdrawn.  And third, all of these plans are retirement plans, 
which means that they may not be established for any other purposes, 
such as providing for a college education, home purchases, or whatever. 
 
 

Now the question is: should you establish your own retirement fund within the 
framework of one or more of these not only legally approved but actually federally 
encouraged tax-deferred funding vehicles, or should you not bother and just establish 
your plan on your own, ignoring any tax-deferral opportunities?  The answer is clear: 
under all circumstances, it will pay you to take advantage of these tax-deferral 
opportunities.  In the long run, it will make an enormous difference, allowing you to 
accumulate a much larger retirement nest egg than otherwise would have been the 
case.  This is so for three reasons: 
 

1. Since initial contributions may be deducted from income for tax 
purposes, your initial tax bite will be reduced, allowing you to 
contribute more money to your plan to begin with.  Eventually, you 
will have to pay taxes on these funds but “eventually” may be 20, 
30 or even 40 years away.  Meanwhile, you effectively would have 
received an interest-free loan from the U.S. government with the 
right to invest the proceeds of that loan in your own self-interest. 

 
2. No taxes will be payable on the earnings of the plan until they, too, 

are withdrawn.  Eventually, of course, these taxes will have to be 
paid but, as we said, “eventually” is a long time away.  And this 
only means that your interest-free loan will grow larger and larger 
over time. 

 
3. Finally, when it does come time for you to pay the taxes you 

deferred, current laws allow you to do so over a period of years 
during your retirement when your tax bracket presumably will be 
lower than it was at the time your original tax-deferred 
contributions were made and lower than it was during all the years 
in which those contributions were compounding in value.  And 
under certain circumstances, you might be able to take 
advantage of special income averaging or capital gains provisions 
in the tax laws that also could reduce your tax liability.  (Of course, 
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there is always the risk that more punitive tax laws will be passed in 
the future.) 

Let’s see how this might work for you if you were earning $23,600 at age 
25 (when you began a tax deferral retirement plan), if you received 5 
percent annual salary increases until you retired at age 65 and if you 
contributed 5 percent of your earnings to your retirement plan annually.  If 
you plan generated a return of 10 percent annually (as we assumed), you 
would be able to retire at age 65 with a nest egg of $1,000,479. 

 
Results would be far different, however, if the plan were not tax-deferred.  
You still would have retired at age 65 with a $1million nest egg if, over the 
years, you had treated the taxes payable on the earnings of your plan as 
just another living expense and had paid those taxes out of ordinary 
income.  But that may have been easier said than done. 

 
In the first decade, when such taxes would have amounted to no more 
than a few hundred dollars a year, you might have been able to absorb 
that expense with little difficulty.  But in the final two decades proceeding 
your retirement, when taxes on those earnings would have risen to 
thousands of dollars annually, that might not have been so easy.  So in 
those years, you may have had to dip into the plan itself to pay those 
taxes. 
 
Indeed, if we assume that taxes (including state taxes) on plan earnings 
approximated 30 percent and if those taxes were paid out of the plan 
itself, that would have had the effect of reducing the plan’s after-tax 
annual return from 10 to 7 percent.  And if that happened, you would 
have ended up not with $1 million, but with only half that amount.   
Now, let’s look at what would have happened if you had established a 
401(k) plan or some other tax-deferred retirement plan instead.  For 
starters, you would have been able to contribute more to your retirement 
plan every year without adversely affecting our standard of living.  
Assume, for example, that you were in the 30 percent tax bracket (federal 
and state) and had been contributing 5 percent to a taxable retirement 
plan annually.  Then, by subtraction, we could conclude that you were 
spending 65 percent of your income annually (65 percent in expenses + 
30 percent in taxes + 5 percent in plan contributions = 100 percent).  In 
dollars in the first year it would be: $15,340 in expenses + $7,080 in taxes + 
$1,180 in plan contributions = $23,600. 

 
If, instead of contributing to a taxable plan, however, you had 
contributed to a tax-deferred 401(k) account, you could have deducted 
the amount of your retirement plan contribution from your taxable 
income and not have had to pay any taxes on it.  In the 30 percent tax 
bracket, you could contribute $1,686 to your retirement plan in t hat first 
year, rather tan $1,180.  By deducting that $1,686 from your taxable 
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income, your taxes would have been reduced from $7,080 to $6,574, 
savings of $506.  And it was that $506 tax savings that, when added to the 
$1,180, would have permitted you to contribute the larger total of $1,686 
to your retirement plan. 

 
Note that this would have had no effect on your spending.  Whether you 
invested $1,180 in a taxable plan or $1,686 in a tax-deferred 401(k) 
account, you still would have the same $15,340 left to provide for current 
consumption. 

 
Moreover, you would be able to do this every year.  In fact, you actually 
would be able to contribute approximately 7.14 rather than 5 percent, of 
your income each year to a tax-deferred retirement plan while still having 
the same amount of disposable income left to spend. 

 
But the situation gets even better.  You would not have to pay any taxes 
on any of the earnings in the tax-deferred account until you actually 
began making withdrawals from the plan in retirement, so that you would 
not have to withdraw any monies from the plan in your pre-retirement 
years in order to pay taxes.  And that would allow all of your retirement 
funds to continue to compound in value over time.   

 
As a result of 40 years of compounding, a tax-deferred 401(k)-retirement 
plan would be worth nearly three times as much as a taxable plan in your 
65th year, or $1,429,107 as opposed to $509,210.  (Actually, it’s not quite 
that good sine you would have to pay taxes on that tax-deferred 
$1,429,107 eventually, whereas taxes already would have been paid on 
the $509,210.  But even if you ultimately had to pay taxes at the same 30 
percent rate in effect when you were younger, that would only reduce 
the value of this plan by $428,732, and your portfolio still would be worth 
over $1 million). 
 
Moreover, the chances are that taxes would be payable at a much lower 
rate than 30 percent and then not all at once, and the value of that tax-
deferred portion of the plan would continue to compound to your 
benefit.  And if, when taxes eventually were payable, your effective tax 
rate were, say, 20, instead of 30 percent, that would increase the value of 
your account by yet another $142,911, even without allowing for the 
benefit of continued compounding. 

 
401(k) plans, just as Keogh, SEPs, 403(b) s, and other qualified defined 
benefit and defined contribution plans are, of course tax-advantaged: 
you pay no taxes on contributions to those plans nor on earnings on those 
contributions until benefits actually are received.  And this is true no 
matter what tax bracket you might be in. 
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IRAs are similarly tax-advantaged but not if you’re an active participant in 
a qualified retirement plan and your income exceeds certain pre-
determined levels.  So, in addition to the advantages of being able to 
accept larger contributions more conveniently, 401(k) plans would 
appear to have an edge over IRAs in terms of the tax advantages they 
provide too. 

 
 

INVEST FOR MAXIMUM POTENTIAL TOTAL RETURN 
 

This rule seems obvious, Shouldn’t one ALWAYS invest for maximum total 
return?  After all, why should one ever seek to realize a LESSER return than 
he otherwise might achieve?   
 
Yet, there are actually many instances in which one should NOT invest for 
maximum total return.  The primary reason is that a direct correlation exists 
between risk and reward, so that the greater the reward one seeks the 
greater the risk that generally must be assumed.  Hence, if risk is a limiting 
factor, one might decide to follow an investment course leading to a LESS 
than maximum total return in order to avoid incurring an unacceptable 
level of risk.   

 
Additionally, there are other securities and portfolio attributes, such as 
liquidity, that relates inversely to potential return.  Usually, some price must 
be paid for liquidity, for instance, so that if liquidity is an important 
portfolio consideration, some return may be sacrificed to that end as well. 
 
It is for these reasons that rolling over short term money market instruments 
for a number of years generally will produce a lower average annual 
total rate of return than would investing in a static portfolio of longer term 
fixed income securities, even those of the same issuer.  Since the credit 
risk inherent in short-term instruments generally is less than that of longer 
term securities (all other things being equal) and since their liquidity 
usually is higher, short-term interest rates typically are lower than long term 
rates, producing a lower average annual total return over time.  If you are 
investing to accumulate assets to provide for a vacation or a down 
payment on a house in just a few years, you might willingly accept a less 
than maximum rate of return in order to assure the liquidity of your funds 
and limit the risk that market reverses might wreak havoc with your plans 
at just the wrong moment.  Or if you are well into retirement, you might do 
the same thing, recognizing that you might not have many years left in 
which to make up any losses you might incur by adopting a more 
aggressive market approach. 
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Recognizing these realities, many investors focus not on absolute return, 
but on relative risk-adjusted total return, when structuring their investment 
programs.  In other words, they try to maximize total return, but only within 
the context of some specific risk level, knowing that they probably could 
achieve a higher return if they were willing to accept greater risk, but 
unwilling to assume such incremental risk.  And, in the examples given 
above (investing in a vacation fund or a home purchase fund or in the 
later years of retirement), such a conscious sacrifice of potential absolute 
return in order to minimize risk and maximize liquidity certainly is sensible. 

 
Such considerations are NOT nearly as important in the early years of 
structuring retirement plans, however.  If you expect to require all the 
money in your portfolio shortly (as, for example, from a home purchase 
fund) or if you expect to be making regular withdrawals relatively soon 
(such as from a retirement fund when you are very close to or already in 
retirement), these concerns over risk and liquidity are wise.  But that is 
generally not the case in the early or even middle years of your retirement 
planning, although this distinction is often overlooked. 
 
If you are in your twenties, thirties, or forties (or even early fifties), you will 
have anywhere from 10 to more than 40 years before you will have to 
start making withdrawals from your retirement fund.  In such situations, the 
assumption of some risk is not nearly as dangerous, since time is on your 
side, and the higher potential return trade-off makes it worthwhile.  Even if 
you should lose money in some years by adopting a more aggressive 
investment strategy, there likely would be enough other years in which 
your returns would be sufficiently above average to more than offset 
those losses. 

 
Additionally, liquidity need not be of major concern.  If you were to 
purchase bonds maturing at staggered intervals beginning in the first year 
of your retirement, for example, what would it matter to you if the prices 
of those bonds were above or below what you paid for them in the 10th 
year before they were due to mature? 
 
All of this being the case, your goal in a retirement fund should be to 
invest in a manner to maximize return, without undue concern over risk (as 
measured by interim price fluctuations) or liquidity.  Indeed, even a small 
increase in the annual return you realize in your retirement plan could 
have an enormous impact on the total value of that plan after a period 
of years.   
 
 

INVEST IN EQUITIES IF POSSIBLE 
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While it is true that highly speculative venture capital investments (or 
commodities or risk arbitrage deals, for that matter) wouldn’t represent 
appropriate investments for your retirement plan, common stocks 
generally would.  Admittedly, equities are riskier holdings than money 
market instruments, GICs, or other fixed income securities or cash 
equivalents.  Of course equities were riskier holdings, too, in that they 
fluctuated more widely in price than did those fixed income alternatives.  
But that higher risk affects only those investors with relatively short-time 
horizons; those with longer horizons discovered that, over time, the 
incremental risks of equity ownership were more than offset by the higher 
returns.  Most 401(k) plans provide you with an opportunity to seek 
maximum total return by concentrating your funds in equities, rather than 
money-market instruments, fixed income securities, balanced funds, or 
GIC’s.  This is an opportunity most long-term investor should seize. 

 
Ironically, however, despite such overwhelming evidence of the long 
term put performance of equities relative to fixed income securities and 
cash equivalents, many investors, unduly concerned over risk and 
liquidity, have persisted in investing the bulk of their retirement funds in 
bank certificates of deposit, GICs, corporate and government bonds, or 
bond funds.  And, in general that has been a big mistake. 

 
 

DIVERSITY YOUR INVESTMENT HOLDINGS 
 

Risks come in many varieties.  There is market risk, for example, or the 
possibility that the securities market may decline and take your stocks and 
bonds down with it.  There is credit risk, or the chance that the company 
whose bonds you purchased might default on its obligations to pay 
interest and repay principal when due.  There is reinvestment risk, which is 
the chance that that interest rates may decline, with the result that funds 
that become available upon the maturation of high-yield (based on cost) 
fixed income securities could not be rolled into new bonds at equivalently 
attractive rates. 

 
There is business risk or that chance that the company in which you 
invested (whether by purchasing its stocks or its bonds) will fare poorly, 
lose competitive position, or even go bankrupt, causing you to lose some 
or even all of your original investment.  And there is inflation risk, or the 
possibility that the overall price level will rise so steeply over time that 
even if your investments appreciate in nominal terms, they may not 
appreciate in real terms. 
We have already mentioned that the relative risk of investing in common 
stocks rather than fixed income securities in retirement plans is worth 
incurring.  In effect, our reasoning was that the market fluctuations, which 
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inevitably occur during normal business and credit cycles, need not be a 
major concern if one’s time horizon is long enough.  And historically, the 
returns generated by common stocks have greatly exceeded those from 
money-market instruments and fixed income securities over long enough 
periods of time. 

 
To be sure, there will be interim bear markets during which times your 
investment holdings may be worth less than they were a year or two 
earlier, or even decline below what you originally paid for them.  But since 
time immemorial, bear markets have been followed by bull markets and 
after 20 or 30 more years, common stock prices invariably have stood 
above their levels decades earlier. 
Moreover, this has been true not only in nominal terms, but also in real  
(inflation adjusted) terms.  That is, over extended period, common stocks 
have provided investors with total returns that not only have been positive 
but also have generally exceeded the rate of inflation. 

 
What is true of any overall asset class, in this case common stocks, 
however, is not necessarily true of each component of that class.  In other 
words, while stocks in general may be expected not only to appreciate 
over time, both in nominal and in real terms, not every single stock in 
which you might invest will do likewise.  Some stocks, unfortunately, may 
advance, but not as fast as the inflation rate, so that while they may 
appreciate in nominal terms, they still may decline in real terms.  Worse 
yet, some may actually decline in value, even in nominal terms. And in 
the worst of all possible worlds, some may become totally worthless. 

 
The solution to this problem is to diversify your holdings.  By purchasing a 
large number of different common stocks, you will reduce greatly the risk 
that your total equity portfolio might become worthless, decline in 
nominal value, or simply fail to keep pace with inflation.  Even if one or 
two of your holdings do decline, those losses likely will be more than off-
set by gains in the others.  Indeed, for portfolios with relatively long-time 
horizons that are very broadly diversified, these risks may be reduced to 
close to zero. 

 
 

DIVERSIFICATION OF YOUR 401(k) PLAN 
 
Diversification of the investments in your 401(k) plan can be 
accomplished on three levels.  First, you probably will be able to diversify 
your overall portfolio by asset class, manager or both by allocating your 
assets among several different options.  As we have noted, although 
some 401(k) plans provide plan participants with only limited choices in 
which to invest, nearly three-quarters allow employees to diversify their 
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holdings among at least three different options, such a money-market 
funds, GICs, company stocks, and both actively and passively managed 
foreign and domestic stock and bond funds. 
 
Second, you generally will be able to diversify your funds within each 
asset class since the options provided by most plans usually consist of 
commingled or mutual funds, rather than discrete securities (other than 
company stock).  Usually these commingled or mutual funds are 
themselves broadly diversified.  Passively managed funds are necessarily 
broadly diversified in order to replicate the indices they are designed to 
track, but even actively managed (those in which the goals are to 
outperform their respective market indices) generally are diversified within 
their own universes. 
 
Finally, you will be able to diversify your portfolio over time, through an 
automatic program of dollar cost averaging..  This would result from the 
fact that the contributions to your plan (both your own and your 
employer’s matches, if any) would be made automatically at regular 
intervals. 
 
The advantage of dollar cost averaging is that you would purchase more 
shares of your employer’s stock, or more shares of the mutual fund, or 
more units of the commingled fund in which you elected to invest, when 
the prices of those shares or units were low than you would when they 
were high.  As a consequence, your average share cost would be lower 
than it would have been had you purchased the same number (rather 
than the same dollar value) of shares each time. 
 
 

REVIEW AND ADJUST YOUR PORTFOLIO PERIODICALLY 
 

We have suggested the your 401(k) portfolio be heavily exposed to 
equities in order to maximize potential return and that it be well diversified 
in order to limit risk.  But that does not mean that you should be 100 
percent invested in common stocks at all times, nor that your stocks, once 
purchased, never should be sold. 

 
Substantial equity exposure makes the most sense throughout most of 
your retirement years, certainly through your twenties, thirties, and forties, 
and probably into your fifties, as well.  But as you come closer to use of 
the retirement funds, your portfolio mix should be modified to reduce your 
risk exposure so that a shift of some assets from equities into fixed income 
securities begins to make more sense.  And once you have retired, you 
asset mix probably should be adjusted still further in the direction of 
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greater fixed income exposure, depending on the size of your estate, tax 
considerations, and other important factors. 

 
There are other reasons, which could justify your making changes in your 
portfolio besides the simple passage of time.  Perhaps those responsible 
for managing your account have done a poor job and you think a new 
investment management team might do a better one.  Or perhaps a 
major change in market conditions or a sharp rise or decline in the level of 
interest rates significantly altered the relative attractiveness of different 
asset classes.  Under such circumstances, changes in your financial plan 
may or may not be called for, but a review of your holdings certainly 
would be in order. 

 
How well do 401(k) plans score on this important issue of accommodating 
your need to make portfolio changes from time to time?  Fortunately, very 
well indeed. 

 
401(k) plans have been offering more and more options to employees, 
and they have improved their flexibility in permitting the making of 
portfolio changes.  Both of these positive trends were encouraged by the 
Labor Department, which decreed that employees would be considered 
to be in control of their accounts if: 

 
1. They were given a choice of investing in at least three different 

asset classes, 
 

2. they were provided with information on all of these options in order 
to make intelligent decisions, and… 

 
3. they were permitted to transfer funds among these choices at least 

four times a year. 
 

As a result, the overwhelming majority of 401(k) plans now do allow 
portfolio changes at least quarterly. 

 
 

ALWAYS USE PROFESSIONAL MANAGEMENT 
 

Investing can be fun.  Reading financial publications, company reports, 
investment advisory services, and brokerage house recommendations 
with an eye toward selecting stocks in which to invest can be 
challenging, enjoyable, and even a profitable hobby.  And you may do it 
very well if you have adequate background and training and sufficient 
time to devote to it.   

 



 38 

Similarly, it can be fun to paint or panel your basement, to build a new 
porch or repair your leaking roof.  And you might take justifiable pride in 
doing these jobs well. 

 
But just because you enjoy making some home improvements and can 
do it well, doesn’t mean that you would be likely to undertake a major 
project as replacing all the wiring in your house or all of the pipes.  For big 
jobs like that, you surely would turn to professional electricians or 
plumbers. 

 
Therefore, when it comes to structuring your overall retirement investment 
plan, it makes the most sense for you to utilize the services of professional 
money managers.  Intrinsically, they may not be any smarter than you 
(just as those electrician and plumbers may not be any smarter than you), 
but that is their job.  And just as you shouldn’t consider being your own 
portfolio manager where large sums of money and your entire future are 
at stake.  Of course, there is no reason why you couldn’t still invest small 
amounts for yourself, it that’s something you enjoy doing. But you should 
distinguish such fun investing from your serious retirement program. 

 
In addition to professional expertise, there are three other important 
benefits you would realize by utilizing professional portfolio management 
for your retirement plan.   

 
First, your plan almost assuredly would be adequately diversified as an 
automatic by-product of professional management.  Thus, if you decide 
to invest in common stocks in your retirement plan and alternatives are 
available to you, you’d generally be better off if you didn’t try to select 
individual stocks on your own, but rather invested in a professionally 
managed mutual fund or other commingled account instead.  Inevitably, 
that fund or account would be diversified so that you would realize the 
advantages of both professional management and diversification all in 
one. 

 
Second, if you invested in a balanced mutual fund or commingled 
account, whose policy it was to adjust its asset allocation of stocks, 
bonds, and cash in light of changing market conditions, then the 
professional managers of that fund also would be relieving you of at least 
some of the responsibility of deciding when to change your portfolio mix.   
Of course, any changes they made would only reflect their judgement as 
to the relative attractiveness of different asset classes at different times in 
the abstract and wouldn’t take into consideration changes in your own 
personal circumstances.  You would still be responsible for that. 

 
Finally, you would probably benefit from economies of scale.  The 
professional manager of a mutual or commingled fund can buy and sell 
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bocks of securities for your retirement plan in conjunction with his 
transactions for other investors in his fund.  Consequently, the commission 
charges applicable to the small proportion of those trades attributable to 
your own account usually would work out to be lower than the 
commission you would have incurred had you attempted to replicate 
your share of those transactions in a personal account of your own. 

 
In most 401(k) plans, the investment decision making process has been 
delegated to professional investment managers, including mutual fund 
management companies and the investment management affiliates or 
subsidiaries of banks or insurance companies.  This is as it should be.  
Professional investment management companies have the experience, 
expertise, and resources that an individual, acting on his own, necessarily 
would lack, and your interests are well served as a result of such 
delegation. 

 
 

EMERGENCY SITUATIONS 
 

Under all but the most extreme circumstances, the funds you set aside for 
your ultimate retirement should be allowed to remain where they are until 
you actually do retire, or even longer.  If, instead, you look upon your 
retirement plan as nothing more than another savings account, to be 
drawn upon as desired, you will discover that when the time does come 
to retire, you’ll have a lot less money to live on than you expected.  Even 
if the funds you withdrew from time to time during your working years 
eventually were repaid, you would have lost the very important benefit of 
compounding that, as we have seen, can have a huge impact on the 
final value of your retirement funds.  Additionally, penalty taxes paid on 
premature withdrawals from retirement plans could further deplete your 
assets. 
 
Under most circumstances, then, you definitely should NOT look upon your 
retirement plan as a source of funds to be tapped at whim, to whatever 
degree you legally might be able to do so.  But having said that, what 
should you do in the even of a real emergency?  Suppose that you or a 
loved one were to suffer a catastrophic accident or illness against which 
you were not fully insured.  Or suppose you lost your job and found that it 
took you much longer than ever had expected to find a new one.  What 
would you do then?   

 
In such situations, of course, you first would turn to whatever emergency 
funds you had set aside for such purposes and then would dip into, 
possibly even deplete, your general savings.  Next, you might borrow 
some money from close friends or relatives or even take out an equity 
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loan or a second mortgage on your home.  But suppose doing all that still 
was not enough.  In that event, you might find that the ONLY asset left for 
you to tap was your retirement fund and, under such circumstances, it 
could make sense for you to do so. 

 
But would you be able to?  Some sources of potential retirement income, 
such as your Social Security account, simply wouldn’t be available to you 
even in the event of most emergencies.  Your company’s qualified 
retirement plan, on the other hand, may not allow you to make an 
outright withdrawal, but may allow you to take out a loan equivalent to a 
portion of the value of your interest in the plan, subject to a strict 
repayment schedule and reasonable interest charges. 

 
What you really should be concerned about, however, is your potential 
access to the assets in those retirement accounts you may have set up to 
supplement your potential social security benefits and your employer’s 
pension plan.  That would include your IRA, your 401(k), or any other 
retirement account you might have established. 

 
If all of your supplemental retirement money were in a taxable account 
that you had set up on your own, you would have no difficulty taking out 
any money you may need or want early. After all, such a fund would only 
be a “retirement fund” in your own eyes; it would have been accorded 
no preferential legal or tax treatment to distinguish it from any other bank 
account or mutual fund account or investment portfolio you may have, 
so that you could liquidate all or any part of it whenever you wished.  But 
if you were to set up your retirement fund in that way just to have easy 
potential access to your money in the event of emergency, you’d by 
paying an enormous price in terms of the loss of tax benefits that you 
would incur.  And psychologically it could be a bad thing; too, making it 
all too easy for you to deplete your fund long before you retired.  We 
would not recommend it. 

 
If your supplementary retirement funds were all in IRA’s, instead, you’d 
realize the benefits of being able to defer taxes (within limits), but you still 
would be permitted to make withdrawals at any time, even before 
retirement.  Unfortunately, however, IRA regulations provide that you’d 
have to pay 20 percent federal withholding taxes and 10 percent penalty 
taxes on premature withdrawals, diminishing the relative attractiveness of 
this option too. 

 
Most 401(k) plans also permit outright pre-retirement “hardship” 
withdrawals, under special circumstances, although here too, 20 percent 
withholding taxes and 10 percent penalty taxes (on withdrawals made if 
you are under 59 ½ years of age) would have to be paid.  And many 
401(k) plans also permit you to borrow against them. 
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In fact, in the event of emergency, there are three ways in which you 
might be able to get at your 401(k) funds before retirement: 
 

1. You could leave your job and take the money in your plan with you 
rather than allowing it to remain where it was or rolling it into your 
new employer’s 401(k) plan or into an IRA you set up yourself; 

 
2. You could apply for a “hardship” withdrawal; or 
 
3. You could borrow against the value of your assets in the plan. 

 
Under most circumstances, the first of these approaches would be 
unrealistic.  It is unlikely that you would choose to leave your job 
voluntarily at a time of personal emergency simply to gain access to the 
funds in your 401(k) plan.  To do so might actually worsen your economic 
plight, rather than improve it. 

 
There are some instance in which you might be forced to leave your job, 
however, and should that occur, it’s nice to know that the very fact of 
your separation would enable you to gain early access to the assets in 
your 401(k) plan.  Suppose, for instance, that you were forced to leave 
your job because of illness (your own, or that of a loved one for whom you 
had to assume the role of primary caregiver).  Or suppose that you were 
laid off or fired from your job and were unable to find another one for an 
extended period.  In either of those cases, you might discover that all you 
had to fall back on were the funds in your 401(k) plan, and it would be 
comforting to know that under those circumstances, they could be make 
available to you. 

 
Whenever employees leave their jobs before retirement, they have to 
decide what to do with the funds in the former employers’ 401(k) plans.  
When they are not simultaneously confronted by some emergency, that 
may be a difficult decision, but it is not necessarily an unpleasant one.  
Sometimes they are permitted to leave their funds in their former 
employers 401(k) plans an, if their separation was amicable, that may be 
an easy and acceptable solution.  Often, however, they prefer to sever 
their connections with their former employers entirely, choosing not to 
leave their 401(k) plan assets there, even when they have the right to do 
so. 

 
Under those circumstances, or when they are not offered the opportunity 
of leaving their funds in their former employers’ 401(k) plans, there are 
three options available to them: 
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1. They may roll those funds into their new employers’ plans (assuming 
that they have new employers with 401(k) plans that would accept 
such rollovers; 

 
2. They may roll those funds into new or existing IRAs; or 
 
3. They may withdraw the funds in their 401(k) plans for current 

consumption or some other investment purpose. 
 

Most of the time, their decision will be to roll the funds into their new 
employers’ plans or into their own IRAs, which really is what generally 
makes the most sense.  If done correctly, transfers of that sort are deemed 
to be nontaxable transactions, enabling participants to keep their assets 
intact and retain the tax-deferred status of those funds.  That way, their 
funds would continue to compound in value tax-free until they actually 
withdrew them at retirement. 

 
If, on the other hand, they were to withdraw their funds when they left 
their jobs and before the age of 59 ½, they would have to pay a 20 
percent withholding tax on those funds as soon as they were withdrawn.  
Subsequently, participants would have to pay ordinary income taxes on 
those funds as if they all were earned in the year of their withdrawal.  
Then, they would have to pay a 10 percent penalty tax on top of all that.  
Finally, by the time they retired, those funds would no longer be available 
to them.  All in all, it would add up to a very steep price for them to pay 
for immediate access to their funds.  If participants were confronted by a 
genuine emergency, however, that still might be the best (or only) thing 
for them to do.  

 
The second approach, apply for a “hardship” withdrawal, usually isn’t an 
attractive alternative either, but sometimes it can become necessary too.  
The tax implications of making a hardship withdrawal from a 401(k) plan 
before age 59 ½  are virtually identical to those of making a premature 
withdrawal upon leaving your job; just because you remain employed or 
designate the withdrawal as being for hardship purposes won’t change 
the facts that you still will have to pay ordinary income taxes on the value 
of the assets you withdraw in the year in which you withdraw them, plus a 
10 percent penalty tax.  And you still will lose the future potential benefits 
of compounding and tax deferability, just as if you had left your job, 
withdrawn your 401(k) funds at that time, and failed to roll them over into 
another tax-deferred plan. 
 
The only real advantage to making a hardship withdrawal rather than 
leaving your job in order to get at your 401(k) funds is that you won’t have 
to give up your job to do it, but that can be a very big advantage.  So if 
your plan does provide for hardship withdrawals, you may be able to take 
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your money out, pay your taxes and penalties, and still remain in your 
present employment.  That, of course, could be very important to you 
since, at a time of emergency, having to leave your job to get at your 
funds could make matters worse for you rather than better. 
But there are disadvantages in your banking on being able to make a 
hardship withdrawal rather than having to leave your job in order to get 
at your money.  For one thing, your plan simply might not have any 
hardship withdrawal (or borrowing) provisions at all, which would meant 
that the only way you could withdraw your money before retirement 
would be to leave your job.  Or, even if your plan did provide for hardship 
withdrawals, you might discover that your personal emergency, while real 
enough to you, still didn’t qualify as a hardship for the purpose of making 
a premature withdrawal under the law or the terms of your particular 
plan.   
 
Assuming that your plan does provide for hardship withdrawals, it would 
still be necessary under the law that your withdrawal meets two criteria in 
order to qualify. 

 
1. The withdrawal would have to be made because of your 

“immediate and heavy financial need”. 
 
2. It would have to be “necessary” in order for you to satisfy that 

need. 
 

In order to determine whether these two standards are met, plans may 
apply either of two methods know as the “facts and circumstances” test 
and the “safe harbor” test.  If they wish, they may use either of these tests 
for one determination and the other for the second, or they may use the 
same method for both. 
 
The facts and circumstances test is as it sounds: the decision as to 
whether or not your requested withdrawal would qualify as a hardship 
withdrawal would be based on a review of all the relevant facts and 
circumstances in your particular case. 
 
 
Plans utilizing the facts and circumstances test to determine whether an 
“immediate and heavy financial need” exists generally establish rules 
regarding the purposes for which hardship withdrawals will be permitted.  
While they can allow for hardship withdrawals for any reason, if the 
surrounding circumstances are deemed to create an immediate and 
heavy financial need, it generally is the case that t he need to pay such 
things as funeral expenses would qualify, whereas the need to purchase a 
boat or television set would not. 
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Under the facts and circumstances test, a hardship withdrawal would be 
deemed “necessary” if the amount of the withdrawal did not exceed the 
amount required to relieve the financial need and if that need could not 
have been satisfied through recourse to any other sources that were 
reasonably available.  These resources would include all of your assets as 
well as those of your spouse and minor children.  In general, a hardship 
withdrawal would be deemed necessary if the need could not have 
been relieved through the liquidation of assets, reimbursement by 
insurance, cessation of elective and voluntary contributions under the 
plan, other withdrawals or nontaxable loans from all plans in which you 
participate, or borrowing from commercial sources on reasonable terms.   
 
Under the “safe harbor” test, on the other hand, a hardship withdrawal 
will be considered an “immediate and heavy financial need” if the 
withdrawal was made for any of the following specific purposes: 

 
1. Payment of medial expenses for you, your spouse, or your 

dependents. 
 
2. Purchase of your principal residence (excluding mortgage 

payments) 
 
3. Payment of education expenses for the following year for yourself, 

your spouse, or your dependents. 
 
4. Payment of amounts necessary to prevent your eviction from your 

principal residence or foreclosure on the mortgage of your 
principal residence. 

 
5. Any other specific events that might be prescribed by the IRS. 

 
Under the “safe harbor” test, your withdrawal will be considered 
“necessary” if the amount of the withdrawal does not exceed the 
amount required to relieve the financial need and you made all other 
withdrawals (other than hardship) and took all nontaxable loans available 
to you under all of your employer’s plans.  In addition, your maximum 
elective contribution in the following taxable year will be reduced by the 
amount of the elective contribution you made in the year in which you 
made your hardship withdrawal, and you won’t be allowed to make any 
contributions to your employer’s plans for 12 months after receipt of the 
hardship withdrawal. 
 
The third way in which you may have access to the assets in your 401(k) 
plan even before retirement would be by borrowing against the value of 
those assets.  If your plan provides for such loans (as approximately two 
out of three do), this may be a much better approach for you to take 
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than to apply for a hardship withdrawal or actually separate from service 
in order to gain access to your funds for three reasons: 

 
1. Your plan’s loan provisions may not be as rigid as its hardship 

withdrawal provisions: you may not have to prove that you had an 
“immediate and heavy need” nor that the loan would be 
“necessary” to satisfy that need in order to make the loan. 

 
2. No taxes would be withheld when you borrowed, and you would 

not have to pay ordinary income taxes or penalty taxes when 
making the loan. 

 
3. You would be more likely to repay the loan than to replenish a fund 

depleted by a hardship withdrawal; hence, it would be more likely 
that your retirement funds would be there when you eventually 
needed them at retirement. 

 
On the other hand, borrowing from a 401(k) plan is no “free lunch” either.  
For one thing, you would not necessarily be able to borrow all the money 
in your 401(k) plan but only the lesser of (a) $50,000 or (b) the greater of 50 
percent of the present value of your vested interest or $10,000.  That 
means that if your vested interest amounted to only $10,000 or less, you’d 
be able to borrow all of it, but if it amounted to $100,000 or more, you’d 
be limited to only $50,000. 

 
The interest rate you would be charged on a loan from your 401(k) plan 
would be competitive with bank rates, but the interest you paid would 
not be tax-deductible (unlike the interest on a home equity loan).  
However, the interest you paid on your 401(k)-plan loan actually would 
be paid to yourself: it would accrue in your account as earnings, and 
when you eventually withdrew funds at retirement, you’d have to pay 
taxes on those interest earnings. If you borrow no more than 50 percent, 
of your vested interest in your plan, you would not require any additional 
collateral for the loan since the assets in the account they would serve as 
adequate collateral.  However, if you borrowed more than 50 percent, 
additional collateral could be required. 
 
Loans from 401(k) plans for any purpose other than the purchase of a 
primary residence would have to be repaid within five years; if they were 
not repaid, they would be treated as taxable distributions. (if a loan were 
made to purchase a primary residence, however, the five-year 
repayment plan would not apply).  Additionally, the loan repayment 
schedule would have to provide for level amortization, which means that 
repayments of principal and interest would  have to be made in 
approximately equal installments at least quarterly during the term of the 
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loan.  Finally spousal consent to the loan might be required under certain 
circumstances. 

 
 

INVESTMENT CONSIDERATIONS 
 

BASICS ON BOND INVESTING 
 
When bonds are originally sold by corporations, they generally are issued in $1000 face 
amount denominations.  The rate of interest that the company is committed to pay is 
called the coupon rate.  So, if the company offers to pay $60 in interest annually on 
each $1000 bond, that would be expressed as a 6 percent coupon; if it agreed to pay 
$85, the coupon would be 8.50 percent. 
 
The date on which the company promised to return the money that you loaned it, 
often 10, 20, or more years in the future, is known as the maturity date.  Thus, the one-
line description of an issue as  “IBM 8 3/8 of 2019” translates into “bonds issued by the 
International Business Machines Corporation with an 8.375 percent coupon that will 
mature in the year 2019”.  If you owned one of those bonds, it would mean that you 
loaned $1,000 to IBM; you will receive $83.75 in interest from IBM annually until the year 
2019; and in the year 2019, the bond will “mature” and you will get your $1,000 back.   
 
Similarly, “General Motors 8 7/8 of 1999” would translate into “bonds sold by General 
Motors Corporation with an 8.875 percent coupon that will mature in the year 1999.”  If 
you owned one of these bonds, it would mean that you loaned General Motors; you 
will receive $88.75 in interest until the year 1999; and in that year the bond will “mature” 
and you will get your $1,000 back. 
 
When bonds are originally issued, their terms vary substantially from company to 
company and from time to time based on a number of variables.  Obviously, every 
company would like to pay as little in interest as possible while every potential creditor 
would like to receive as much as possible.  The rate that a company actually pays will 
reflect the following: 
 

1. The perceived financial strength of the corporation (investors will 
demand higher interest rates from companies they view as being 
riskier borrowers than they will from companies they consider 
financially secure). 

 
2. The maturity date (investors generally will demand higher annual 

rates for lending money for longer than for shorter periods). 
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3. The overall level of competitive market interest rates (when rates in 
general are high, any company, risky or not, will have to pay higher 
rates of interest in order to compete for investors’ available funds 
than that same company would have to pay when rates are low 
and vice versa) 

 
4. The special features of convertibility and callability, which we will 

explain later. 
 
By convention, a bond selling for $1000 is described in newspapers’ financial tables as 
selling for 100, and other prices are expressed proportionately.  Thus, if you read in the 
paper that a bond is selling at 100, you know that it’s selling for $1,000; if it’s quoted at 
97 ½, you know that it is selling for $975 in the open market (or at a discount of $25 or 2 
½ points from the face value per bond); and if it’s quoted at 101 3/8, it’s selling for 
$1,013.75 in the open market (or at a premium of $13.75 or 1 ½ points per bond). 
 
If you hold a bond until maturity, it might not matter to you whether it sold at a premium 
or at a discount along the way.  After all, the amount you would receive at maturity 
would be the face amount of the obligation or the original $1,000 denomination, and 
the company’s obligation to you would not be affected by fluctuations in the price of 
the bond in the open market prior to maturity. 
 
Why, then, would a bond ever sell at a premium or discount?  In other words, why 
would you ever be willing to pay more than $1,000 for a bond if you knew that $1,000 
was all you would get back at maturity (seemingly assuring you of a loss)?   Conversely, 
why would you ever be willing to sell a bond originally issued for $1,000 for say, only 
$975, if you knew that if you just held on you’d get the full $1,000 at maturity? And yet 
this happens all the time. 
 
To understand why this occurs, one first must understand the difference between 
current yield and yield to maturity.  Current yield is simply the annual interest paid 
divided by the price of the bond.  Thus a bond pays $82.50 annually in interest and the 
bonds sells at $975 (a discount of $35 or 3 ½ points), the current yield would be 8.55 
percent ($82.50 divided by $965).  Yield to maturity, on the other hand, is a calculation 
of thee average annual total return, consisting not only of interest but also of the gain 
or loss of principal, that a bondholder would realize by buying the bonds at a discount 
or premium and holding them until maturity.  In the previous example, if maturity were 
just 10 years away and the bond were purchased today at $965, the investor would not 
only receive interest of $82.50 annually but also would receive another $35 at maturity 
(the difference between $1,000 and $965).  Spread out over 10 years, that $35 would 
be equivalent to additional earnings of $3.50 annually and when that is factored in, the 
yield to maturity turns out to be 8.75 percent or 0.20 percent higher than the current 
yield. 
 
Conversely, if the bond were purchased today at $1032.50, the investor would still 
receive $82.50 annually in interest, but he also would lose $32.50 at maturity (the 
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difference between $1,000 and $1,032.50).  Amortized over 10 years, that $32.50 would 
be equivalent to a loss of $3.25 annually; when that is factored in, the yield to maturity 
becomes 7.80 percent or 0.19 percent lower than the current yield. 
 
(Note that whenever a bond sells at a premium, its yield to maturity will be less than its 
current yield.  When it sells at a discount, its yield to maturity will be greater than its 
current yield.  And when it sells exactly at face value, also known as at par, its yield to 
maturity and its current yield will be identical.) 
 
Now, lets return to our original question: why might a bond sell at a discount or premium 
to face value, i.e., for more or less than the $1,000 that the investor would expect to 
receive at maturity?  It is because it is only at that discounted or premium price that the 
issue’s yield to maturity would become competitive with the returns available from 
comparable issues at that time. 
 
Remember that when a bond is originally issued, the coupon rate at which it is sold will 
be dependent on a number of factors, including the perceived investment quality of 
the issuing company, the number of years until maturity, and the general level of 
market interest rates.  At one point in time, for instance, the hypothetical ABC 
Company, perceived as being very financially sound, might be able to sell its bonds to 
yield 6 percent, whereas its less highly regarded competitor, the XYZ Company, might 
have to pay 7 percent. 
 
At some future date, however, should overall interest rates decline, ABC Company 
might be able to issue new bonds with only a 5 percent coupon, and XYZ Company 
might be able to sell bonds with a 6 percent coupon.  But a year later, should rates 
again rise, ABC Company might have to pay interest on its new bonds of  8 percent, 
and XYZ Company might have to pay interest of 9 percent. 
 
Moreover, that all assumes that the relative quality of the ABC Company and the XYZ 
Company didn’t change over time.  But suppose one deteriorated and/or the other 
improved.  Even if overall market interest rate levels didn’t change from one year to 
another, the ABC Company might have to pay more, for example, 7 percent, to 
borrow money if its earning power or its competitive position deteriorated substantially.  
Conversely, if the XYZ Company’s financial position improved, it might find that it could 
borrow money by issuing new bonds at only 6 percent rather than 7 percent. 
 
As things change, i.e., as the overall level of interest rates rises or falls or the quality of 
the issuing company improves or declines, the bonds that a company previously issued 
also would have to rise or fall in price in order to remain competitive with any new 
bonds being issued by the same of other companies.  If they did not, during a period of 
rising interest rates, no one would buy a previously issued bond with a lower coupon, 
and in a period of declining rates, no one would sell a bond with a higher coupon that 
he bought at an earlier time.  But since previously issued bonds do rise and fall in price, 
their yields to maturity will remain competitive with the yields on new issues. 
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Here’s how it might work out in practice.  We assume that the ABC Company and the 
XYZ Company each issued 20-year bonds at 5-year intervals; in 1990, 1995, and 2000.  
The first bonds that ABC Company issued in 1990 bore a 6 percent coupon while those 
that XYZ Company sold were priced to yield 7 percent.  Over the next five years, 
however, two things happened: ABC Company’s financial position deteriorated 
(although not down to the level of the XYZ Company’s), and the overall level of interest 
rates rose by about one percentage point (or 100 basis points).  As a result, the bonds 
that XYZ Company sold in 1995 could only be sold with an 8 percent coupon while 
those that ABC Company issued bore a coupon of 7.5 percent.  Over the nest five 
years, conditions changed again: XYZ Company’s financial position improved 
dramatically so that it actually came to be considered a better credit risk than ABC 
Company, and the overall level of interest rates declined by one-half of one 
percentage point (50 basis points).  As a result, XYZ Company was able to sell new 20-
year bonds in the year 2000 on a 6.5 percent yield basis while ABC Company sold its 
new bonds at 7 percent. 
 
Over the next fifteen years, both ABC Company and XYZ Company maintained their 
relative financial positions and investment grades.  Interest rates fluctuated widely, but, 
surprisingly, they ended the years 2005, 2010, and 2015 exactly where they had been in 
the year 2000. 
 
Under these circumstances, here’s what would have happened to the prices of all of 
the bonds that the ABC Company and the XYZ Company issued in the years 1990, 1995, 
and 2000. 
 
There are a few other things that you ought to know about bonds.  First, some are 
convertible, which means that under certain circumstances, at the option of the 
bondholder, they may be converted into or exchanged for common shares of the 
issuing corporation on the basis of a previously established exchange ratio. 
 
This can be a big plus for if a company does very well and its common stock rises 
sharply in price, the price of its convertible bonds will rise too, irrespective of interest 
rate levels, since the bonds could be converted into shares of the company’s stock at 
the investor’s option.  On the other hand, if the stock declined in prices, the bonds 
usually wouldn’t decline proportionately as much (and may not even decline at all) 
because they would retain their underlying investment value, being priced on the 
bases of their yields to maturity. 
Of course, there is no such thing as a free lunch, and convertible bonds are no 
exception.  Because convertible bonds offer attractive conversion features, they 
usually are originally priced to yield less than comparable straight bonds that are not 
convertible.  And they usually will continue to yield less than comparable non-
convertible bonds in the open market. 
 
If convertibility is a plus for investors, however, callability is a negative.  What it means 
for a bond to be callable is that the issuing company, at its option rather than the 
bondholder’s, may “call” them (or buy them back) from bondholders before maturity.  
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Of course, with rare exceptions, companies only would want to do that when interest 
rates have fallen.  Then they could buy back their olds bonds at par (or at a small 
premium above par) and sell new bonds, carrying a lower interest rate, thereby saving 
money. 
 
While this would be good for the companies involved, it would be a negative for 
bondholders.  That is because the holders of callable bonds run the risk of being forced 
to reinvest the money they had invested in those bonds long before they matured and 
at much lower rates than they had been counting on. 
 
Finally, it is important to note that it is not only corporations that sell bonds.  Bonds and 
other fixed income securities of varying maturities also may be sold by the federal 
government and its agencies as well as by states, cities, and various municipal 
authorities, such as housing, bridges, tunnels, and sewers. 
 
In general, United States government obligations are considered to be the safest or 
least risky of all fixed income obligations.  As a result, they usually are priced to yield less 
than even the highest quality corporate issues.  The gross yield on state and municipal 
obligations also is usually below that of corporate issues because the interest on such 
issues often is tax-exempt.  This latter feature, the tax-exempt status of many municipal 
obligations, is generally NOT of interest to investors in 401(k) plans, however, since those 
plans already have a tax-deferred status of their own.  As a consequence, municipal 
bond funds seldom are an option in 401(k) plans.  We now can see what the key 
advantages and disadvantages to investing in bonds and other fixed income securities 
might be: 
 

The biggest advantage is that the return on your investment (the bond’s 
yield to maturity) is fixed and known in advance.  You know exactly what 
payments you’ll receive (interest payments and the face value of the 
bond) and when you’ll receive them (the interest payment dates and the 
maturity date), subject only to any possible call features.  But the flip side 
of this is that you couldn’t receive any more than that.  Hence, if inflation 
continues to erode the purchasing power of the dollar, the interest and 
principal payments you receive might be worth a lot less than you 
expected in real terms.  That is what is known as the inflation risk in bonds. 
 
You may be reasonably confident that you’ll get your original investment 
back on a specific future date (the maturity date), assuming the issuer 
remains in business (although, as noted above, the purchasing power of 
the funds you get back may be lower than that of the funds your 
originally invested).  If the company whose bonds your purchased went 
bankrupt, however, you might not get back your entire investment, 
although you likely would get something (asset in liquidation might be 
worth less than even the face amount of bonds outstanding); this is known 
at the business risk or credit risk in bonds. 
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If the company whose bonds you own fares badly, you will be entitled to 
receive the interest due you on your bonds before stockholders get 
anything.  And if the company is forced to liquidate, your claim on the 
company’s assets will take precedence over the claims of stockholder.  
But no matter how well the company does, you won’t get any more 
(unless the bonds are convertible). 

 
1. If the bonds in which you invested are convertible, you will have an 

opportunity to share in the benefit of rising stock prices, while being 
protected against suffering from any stock price declines by those 
bond’s underlying investment values.  But you probably will have to 
pay a premium over conversion and investment values when you 
purchase those bonds, and yields on convertible bond issues are 
likely to be lower than on non-convertible bonds of the same or 
equivalent issuers. 

 
2. Finally, bond prices are likely to fluctuate over a more narrow 

range than are stock prices.  They will fluctuate in line with overall 
interest rate levels, however, so that if interest rates rise, any non-
convertible bonds you owned would be likely to decline in price, 
even if the company that issued the bonds were doing very well 
and even if its stock price were rising.  This is known as the market 
risk or interest rate risk in bonds.  

 

COMMON STOCKS 
 
Just as there are advantages and disadvantages to investing in bonds and other fixed 
income securities, so, too, are the advantages and disadvantages in being a 
stockholder, rather than a bondholder.  No matter how well a company does, for 
example, the holders of its non-convertible fixed income securities never would receive 
more than the interest to which they were legally entitled plus the return of their original 
principal investments provided they hold to maturity.  But there would be no limit to 
what stockholders might receive since any money the company earned, after paying 
the interest it owned to its bondholders, would belong to them.  So if a company did 
well, very generous dividends might be paid, and the stick prices could appreciate 
substantially. 
 
As we know, if the value of a bond may be precisely determined if we know the quality 
of the issuing company, the face amount of the bond (usually $1000), the coupon rate, 
the maturity date, the overall level of competitive interest rates, and any other special 
features, such as convertibility or callability.  With such information, investors can make 
very exact calculations of the relative value of different fixed income issues, down to 
fractions of a point. 
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But how would one determine the value of a stock?  There is, after all, no fixed maturity 
date on which the investor would be assured of getting his money back.  Moreover, the 
company may or may not be paying a dividend and, if it is, there is no guarantee that 
the dividend will be maintained.  It could be eliminated in its entirety, reduced, or 
increased (unlike the coupon rate on a bond that remains constant). 
 
The answer is that the value of a common stock is a function of the company’s current 
and prospective earnings (which translate into its dividend paying ability) and its 
underlying asset value.  And since these variables cannot be determined with 
anywhere near the certainty of a bond’s coupon rate or maturity date, the evaluation 
of common stocks is as much an art as a science.  Nonetheless, intelligent security 
analysis can provide equity investors with reasonable estimates on which to base their 
investment decisions. 
 
If you could know exactly how long company would remain in existence, how much it 
would pay in dividends over its entire life span, and what, if anything, its stockholders 
would receive when the company eventually went out of business and liquidated any 
remaining assets, then you could calculate the discounted future value of that 
dividend stream and liquidating values and thereby establish a precise present value 
for the stock.  It would be similar to calculating a yield to maturity for a bond, except 
that the period in question would likely be very much longer and the annual dividend 
payments would be variable rather than constant. 
 
In order to estimate the future dividends that a company might pay, however, it would 
be necessary to forecast a company’s future earnings since it would only be from those 
earnings that dividends ultimately could be paid.  Thus if a company were earning a lot 
or if its earnings were expected to grow rapidly, it would appear to be more likely that 
the company would pay out a lot of dividends over time than if its earnings were low or 
declining. 
 
That does not mean, however, that if a company was earning a lot today or if its 
earnings were expected to increase dramatically over the next few years, it necessarily 
would be paying high dividends today or that it will be increasing its dividend rate 
anytime soon.  Indeed the very fact that it’s earning a lot more than its earnings are 
increasing suggests that there may be a growing demand for its products or services; 
that being the case, stockholders might be better off in the long run if the company 
retained most or all of its earnings for plant expansion, increased marketing efforts or 
new product development, rather than paying out high dividends right away.  In that 
way, the company may be able to pay even higher dividends in the future than 
otherwise would have been possible. 
 
Consequently, a company’s earning power and future earnings growth rate should be 
of greater importance to common stock investors than a company’s present divided 
rate since it is future earnings, not current dividend polity, that will determine what 
dividends will be paid over the company’s entire life span.  It is for this reason that, for 
instance, the ABC Company, paying a dividend of $2 a share, currently may sell at a 
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lower price than the XYZ Company, even though the latter is paying a dividend of only 
50 cents a share or perhaps no divided at all. 
 
It could be that the ABC Company is only earning $3 a share but is paying out most of 
that in dividends because it has no good opportunities for growth or expansion; if so, it 
is doubtful it its dividends will ever be increased and it may even be cut.  But the XYZ 
Company may be earning $5 per share, even though its current divided payments are 
nil or only nominal; it may be reinvesting most of its earnings for future expansion, in 
which case the expectation would be that it eventually would pay dividends that, in 
total, will vastly exceed those paid by ABC Company. 
 
Or, even if the XYZ Company is now earning no more than or even less than the ABC 
Company, its growth prospects may be very much brighter.  Perhaps the XYZ 
Company, is only earning $2 a share today, but its earnings are expected to increase 
at a 20 percent rate annually over the next five years, whereas the ABC Company’s 
earnings are only expected to increase at a 5 percent average annual rate.  In that 
event, the XYZ company would be earning nearly $5 a share in five years, whereas the 
ABC company would only be earning about $3.80. 
 
If the most important thing for bond investors to calculate is yield to maturity, the most 
important thing for common stock investors to calculate is price earnings ratio, i.e., the 
price of a stock divided by its earnings per share.  For by comparing the price-earnings 
ratios of two different stocks, even two selling at widely different prices, the investor 
would be able to make at least a preliminary judgement as to their relative 
attractiveness. 
 
If the ABC Company, for instance, were selling at $45 a share, earning $3 a share, and 
paying dividends of 42, its price-earnings ratio would be 15 times ($45 divided by $3) 
and its divided yield would be 4.4 percent ($2 divided by $45).  If XYZ Company were 
selling at a$60 a share, earning $5 a share, and paying a dividend of 50 cents, its price-
earning ratio would be 12 times ($60 divided by $5) and its dividend yield would be 
only 0.8 percent (50 cents divided by $60).  Under these circumstances, XYZ would be 
selling at a price $15 or one-third higher than ABC and it would be yielding much less 
(0.8 percent as compared to 4.4 percent) but, on the basis of its underlying earning 
power, as evidenced by its price-earnings ratio, it might well be the more attractive 
stock. 
 
Of course, the calculation of price-earnings ratios alone would not be sufficient, in and 
of itself, to determine a stock’s attractiveness.  It would have to be considered within 
the context of such issues as the quality of a company’s management, its financial 
position, the underlying cyclical nature of its business, its competitive position within its 
industry, its research and development activities, and its overall growth prospects.  
Thus, just as a bond with a high yield to maturity would not necessarily be more 
attractive than one with a lower yield to maturity, if the latter were of higher investment 
grade, or were convertible, or were non-callable, so, to, a stock with a low price-
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earnings multiple would not always represent a more attractive investment opportunity 
than one carrying a higher multiple. 
 
 
 
 
 

MUTUAL FUNDS 
 
Whenever you invest in anything, whether stocks, bonds, real estate, art, postage 
stamps, baseball cards, or whatever, you’ll generally find that you’re better off 
spreading your funds among a number of investments rather than concentrating all of 
your money in just one or two items.  In other words, don’t put all of your eggs in one 
basket. 
 
If you had put $1 million, representing all of your available funds, into just one parcel of 
Texas real estate, for instance, you might have done very well for a time, but when the 
oil boom turned into an oil bust, you could have suffered a very substantial or, perhaps, 
even a total loss.  On the other hand, if you had divided your $1 million into, say, twenty 
$50,000 pieces and had invested in 20 difference real estate parcels instead, some 
developed and some undeveloped, some commercial, some industrial, and some 
residential, some in California, some in Texas, some in New York, and some in Kansas, 
the chances of your having suffered a major overall disaster would have been greatly 
reduced. 
 
Under those circumstances, even if the Texas oil boom went bust, so that the property 
you owned there lost value, the other properties you owned in Kansas or California still 
might have appreciated.  And if the real estate boom in California collapsed, real 
estate values in New England or the South might have held their own or even risen. 
 
The same thing would be true of a portfolio of oil paintings, rare books, or common 
stocks.  Impressionist painters and twentieth-century American novelists might move in 
and out of favor, and if all of your money were in Monet paintings or Henry Branch 
Cavell novels, you might do very well sometimes but very badly at other times.  On the 
other hand, if your art or rare books collections were broadly diversified by artist or 
author and by period and style, you’d be much more likely to come out ahead over 
time. 
 
The same thing is true of stocks and bonds.  If all your investment money were in the 
common stock of General Motors, AT&T Corp, or IBM, there was a time when you would 
have done very well and a time when you would have done disastrously.  But if your 
money were diversified among hundreds of different issues, large companies and small, 
cyclicals and non-cyclicals, basic industrials, consumer goods companies, public 
utilities, high technology enterprises, and so forth, you’d be much more likely to come 
out ahead of the game. 
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Looked at another way, if one company in an expanding industry were to gain market 
share at the expense of another, you might do very well if you invested in the right one 
and very poorly if you picked the wrong one.  But if you invested in both, you’d be 
ahead as long as the industry as a whole continued to grow.  What you’d lose on one, 
you’d more than up on the other.  In effect, you would have converted individual bets 
on specific companies into a bet on an overall industry where your chances of success 
were greater. 
 
Moreover, if you invested in the stocks of companies in several different industries or, 
better yet, several different economic sectors, your risk would be reduced still further.  
And if those industries or economic sectors were selected so that the factors that 
affected one bore inversely on the other, your chances of success would be even 
more greatly enhanced. 
 
For example, if you were to put all your money into just one oil stock, your one-stock 
portfolio clearly would not be diversified.  If you were to put your money into several oil 
stocks, you would be diversified, but only within one industry.  And if you put your 
money into the stocks of companies in several industries say oils, natural gas, and 
mining, your diversification would be even greater.  But all of those stocks still might 
tend to move in the same direction (up or down) if the identical factors, such as 
worldwide trends in commodity prices, affected them. 
 
If, on the other hand, you were to put your money into a combination of oil stocks, and 
airline stocks, you would have diversified your portfolio much more effectively.  That is 
because airline stocks and oil stocks are negatively correlated, which means that they 
tend to move in opposite directions under similar conditions. 
 
Since fuel costs constitute a large part of airline companies’ expenses, and increase in 
oil prices will tend to reduce airlines’ profits, even as it increases the earnings of the oil 
companies themselves, and vice versa.  So if oil prices go up, it’s bad for the airlines 
and good for the oil companies, and if oil prices go down it’s bad for the oils and good 
for the airlines. 
 
This principal, to seek negative correlations, or negative covariance among the 
components of their portfolios, is followed by most professional managers of 
commingled and mutual funds, and it is a practice that you might attempt to emulate 
in your own 401(k) plan.  That is, if you are offered several mutual funds,  you might 
attempt to purchase the shares of funds that are negatively, rather than positively, 
correlated with one another.  For example, a foreign stock fund and a domestic stock 
fund would be more likely to be negatively correlated than would two large 
capitalization funds.  So you might seek to diversify your investments in that manner. 
Similarly, if all your money were invested in a single series of bonds of one issuer, you 
might do well (or poorly).  But if you were to diversify your investment grades and with 
staggered maturities, you’d be much more likely to do well overall. 
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This is the diversification principle underlying the creation of mutual funds and 
commingled funds.  Such funds seek to invest in a broad array of financial instruments 
with the goal of diversifying away much of the risk inherent in individual companies.  
And it is there mutual funds and commingled funds that will provide you with most of 
the options in your 401(k) plan. 
 
From the point of view of 401(k) investors, the distinction between mutual funds and 
commingled funds is a legalistic but not a substantive one.  In general, commingled 
funds are managed by the trust departments of banking institutions, whereas mutual 
funds are operated by independent investment companies (which may, themselves, 
be subsidiaries or affiliates of banks or insurance companies).  In both cases, however, 
the net effect would be to permit individual investors to pool their assets in a single fund 
in which the investors would retain proportionate interests.  The fund, in turn, would 
invest in a diversified portfolio of securities. 
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5 
 

WITHDRAWING FROM YOUR 401(K) 

Eventually, of course, the time will come when you will want to withdraw some or all of 
your money from your 401(k) plan (or when you may be required by law to do so).  This 
may occur because you are changing jobs or don’t want to leave your 401(k) assets 
with your former employer (or are not permitted to do so).  It might happen in the less 
likely circumstances that your company’s plan is terminated without a successor 
defined contribution plan being established or in the event of the merger or sale of 
your company.  It may result from your having been confronted by a sudden 
emergency and finding it necessary to make a hardship withdrawal from your plan. 
 
It may happen because you would like to borrow against the assets in your plan form 
some worthwhile purpose, even in the absence of a full-fledged emergency.  And it 
may happen if you die or become disabled before attaining retirement age. 
 
But those are all special circumstances.  What is much more likely is that it will occur 
when you reach retirement age (commonly 59 ½ or later).  And even if you still don’t 
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want to take any money out of your account then, you will be required to do so by law 
when you reach the age 70 ½. 
 
Since we already have discussed many of these special circumstances elsewhere, we 
won’t spend a lot of additional time on them here before turning to the all important 
matter of what you should (and in some cases, must) do when you reach retirement 
age.  But we would like to review just a couple of points regarding rollovers, hardship 
withdrawals, and borrowing since it is important that you understand the potential 
financial ramifications (particularly the tax implications) of premature withdrawals from 
your plan prior to retirement. 
 
 

CHANGING JOBS 
 
If you change jobs before retirement and before age 59 ½, and if you are not 
permitted to leave your 401(k) with your former employer (or choose not to), you will be 
offered a distribution from the plan that you might be able to roll over into your next 
employer’s 401(k) plan (if he offers one).  Or you could roll it over into your own IRA, 
whether or not your new employer has a 401(k) plan.  In either case, however, the 
transfer will impose no immediate or additional tax liability upon you, provided it is 
handled correctly. 
 
Alternatively, you use the funds you received for current consumption or for some other 
purpose, including investments, but in that event you would suffer a major tax liability.  
For starters, you would have to pay a 20 percent withholding tax on those funds as soon 
as you received them.  Thus, if you expected to receive, say $100,000, you’d only be 
given a check for $80,000; the remaining $20,000 would be withheld for federal taxes. 
 
Subsequently, you would have to pay ordinary income taxes on the entire $100,000 just 
as if it all were earned in the year you received it.  Depending on your tax bracket that 
year, that could amount to more or less than the $20,000 that had actually been 
withheld, but, more often that not, it would amount to more.  And, to make matters 
even worse, you would have to pay a 10 percent penalty tax on top of all that for 
having made a premature withdrawal from your plan. 
 
There are two important exceptions to this.  First, should you leave your company when 
you are 55 years of age or older, you may take the money in your corporate retirement 
plans, including your 401(k) plan, with you without incurring a penalty.  And that would 
be the case whether you were fired or quit and whether or not you then took another 
job.  Of course, you would still have to pay income taxes (which would not be eligible 
for five-year forward averaging) on the money you withdrew but the 10 percent 
penalty tax on premature withdrawals would not apply. 
 
Not that this option would not be available to you just because you chose early 
retirement at, say age 52 or 54: qualifying for early retirement at your company would 
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not automatically qualify you for this exemption for which you must be employed at 
age 55.  Note, too, that this exemption is only applicable to tax-qualified retirement 
plans, such as 401(k)s, not IRAs.   
 
The other way in which you could take money out of your 401(k) plan early without 
having to pay a penalty would be to “annuitize” or arrange to receive substantially 
equal payments from the plan based on your life expectancy.  You could use this 
method at any age, and it would be applicable both to qualified retirement plans such 
as 401(k)s, Keoghs, and IRAs.  If you took this opportunity, you would have to take 
substantially equal payments from your plan for five years or until you reach age 59 ½, 
whichever came later; at that time, you could reduce or stop payments if you wished, 
until age 70 ½, when minimum distributions again would be required. 
 
If you should “annuitize” in this fashion, you would be permitted to calculate the 
amount of your withdrawals in any of three ways: 
 

1. You could calculate the size of your withdrawals solely on the basis 
of your life expectancy. 

 
2. You could include a reasonable interest rate on the money as well 

as basing your calculations on your life expectancy. 
 
3. You could rely on an annuity table. 

 
In any of these three methods, however, the amounts you would be permitted to 
withdraw would likely be small, especially if you were relatively young when first 
arranging to annuitize.  But the price you would be paying would be large: you would 
be depleting the assets in your plan and foregoing the benefits of continued long-term 
tax-deferred compounding.  As a result, you would take very little from your plan in your 
early years but still would have much less available to you upon retirement when you 
might really need it.    
 

OUR ADVICE IS: DON’T ANNUITIZE; LEAVE YOUR RETIREMENT FUNDS ALONE 
WHEN YOU ARE YOUNG IF YOU POSSIBLY CAN AFFORD TO DO SO. 

 
Getting back to the situation in which you’re changing jobs, the chances are that you’ll 
decide to roll the funds from your old employer’s plan into your new employer’s plan or 
into your own IRA.  We highly recommend this strategy, largely because such transfers 
are non-taxable transactions, enabling you to keep your assets intact and to retain the 
tax-deferred status of those funds. 
 
If your new employer’s plan accepts such transfers and offers options that you consider 
attractive and especially if you intend to participate in your new employer’s plan 
through continuing payroll deductions, then the simplest and most sensible thing for 
you to do would be to roll your old plan into the new plan.  On the other hand,  if you 
new employer does not have a qualified 401(k) plan, or if his plan does not accept 
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rollovers, or if you would not be comfortable with the investment choices that that plan 
offered, then you might opt to establish your own rollover IRA instead. 
 
The advantage of doing that would be that you then would have literally thousands of 
different bank and mutual funds plans to choose from and, with a little effort on your 
part, you should be able to structure a plan for yourself that truly met your needs.  
Moreover, you might even be able to transfer assets in your 401(k) plan to a rollover IRA 
invested in the very same funds as those in which you were invested in your former 
employer’s plan in the first place since some 401(k) plans offer as options mutual funds 
that also accept investments from rollover IRAs and taxable accounts.  
 
Indeed, some funds, which ordinarily carry sales charges but which waive those 
charges for their 401(k) plan investors, also waive those charges for rollovers from the 
401(k) plans that they manage.  So if you have been satisfied with your 401(k) plan 
investments all along but now intend to transfer those assets into a rollover IRA, the first 
thing you might investigate is whether you could roll over your 401(k) assets to an IRA 
that would remain invested in the same funds you presently own. 
 
Once the time comes for you to make a rollover from a former employer’s 401(k) plan, 
however, there are two very important things for you to remember.  First, be sure to 
arrange to have your 401(k) assets sent from your old plan to the new through a direct 
trustee-to-trustee transfer, rather than taking possession of the funds yourself, even 
temporarily, since that is the only way you will be able to avoid the 20 percent 
withholding tax.  You should do this by requesting the trustee of your new plan, whether 
that be your new employer or the bank, brokerage house, or mutual fund company 
that you have selected to manage your IRA rollover, to notify the trustee of your old 
plan.  The trustee of your new plan will provide you with forms to fill out and forward to 
the trustee of your former plan in order to facilitate the transfer. 
 
If you don’t do that but, instead, request a lump sum distribution from the trustee of 
your old plan, 20 percent of your funds will be withheld-even if you inform the trustee 
that you intend to deposit the distribution immediately in your new plan-just as if your 
intention had not been to roll over your funds at all.  It’s not that the trustee of your old 
plan would be trying to give you a hard time; it’s just that it is the law. 
 
Suppose, for instance, that you had $100,000 in your old 401(k) plan, if you requested a 
lump sum distribution, that plan’s administrator would have to withhold $20,000, so t hat 
you’d only get $80,000.  If you immediate deposited the $80,000 in a rollover IRA, you 
wouldn’t have to pay taxes on the $80,000 in that year, but you would have to pay 
taxes (including a 10 percent penalty) on the $20,000 that was withheld since that 
$20,000 portion would be regarded as income by the IRS.  In addition, you would have 
to pay a 10 percent penalty, since the withdrawal would have represented a 
premature withdrawal. 
 
Under these circumstances, the only way to avoid those taxes would be for you to 
come up with ANOTHER $20,000 from somewhere and deposit that together with the 
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$80,000 you received, in an IRA rollover within 60 days.  In that way, you would avoid 
any tax liability on the entire $100,000 rollover that year; the $20,000 that was withheld 
would represent a credit against the rest of your tax liability, if any.  But, in effect, this 
means that you would have made a tax-free loan of $20,000 to the federal 
government and that you would have had to come up with another $20,000 from 
someplace.  Think how much better off you would have been if you simply had 
arranged for a direct trustee-to-trustee transfer in the first place. 
 
Second, a distribution from a 401(k) plan may be rolled over into any IRA that you might 
previously have established to receive your annual IRA contributions, or it may be rolled 
over into a brand new IRA (known as a conduit IRA) that you might establish 
specifically for that purpose.  If you already have an IRA, it might seem simpler for you 
just to avail yourself of the vehicle that already exists, rather than having to go to the 
trouble of setting up a new IRA and, indeed, it would be.  Nonetheless, ESTABLISHING A 
NEW IRA FOR THIS PURPOSE IS WORTH THE EFFORT! 
 
Here’s why.  When distributions from a 401(k) plan are made to a plan participant upon 
his retirement, they may be eligible for advantageous tax treatment (including 5 or 10 
years forward income averaging or partial capital gains treatment).  Distributions from 
IRAs, on the other hand, are taxed as ordinary income when made, with no special tax-
reducing rules such as forward averaging.  Hence it might well be in your interest to 
make a secondary transfer of your rolled over 401(k) funds from an IRA to another 
401(k) plan in the future, should the opportunity to do so present itself.  But you only will 
be permitted to do that from a CONDUIT IRA; any monies rolled over from a 401(k) plan 
into an existing IRA could NOT subsequently rolled into a second 401(k) plan. 
 
 

HARDSHIP WITHDRAWALS AND BORROWING FROM YOUR 401(K) PLAN 
 
We have discussed hardship withdrawals earlier and won’t go over all that again.  
Remember that the tax implications of making a hardship withdrawal from a 401(k) 
plan before age 59 ½ are the same as those of making a premature withdrawal upon 
leaving your job; you would have to pay ordinary income taxes on the value of the 
assets you withdrew in the year in which you withdrew them, just as if they all had been 
earned in that one year - plus a 10 percent penalty tax.  Simply because you remained 
employed and designated the withdrawal as having been made for hardship purposes 
wouldn’t change any of that. 
 
We also discussed that fact that, under certain circumstances, you might be able to 
have access to at least a portion of the assets in your 401(k) plan before age 59 ½ by 
borrowing as much as 50 percent of your vested interest in the plan up to a maximum 
of $50,000 (subject to a number of restrictions).  Again, we won’t go into all of what we 
have already said, but would remind you of the tax implications of such borrowing. 
On the positive side, no taxes would be withheld when you borrowed, and you would 
not have to pay any ordinary income taxes nor penalty taxes when making the loan.  
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On the negative side, however, although the interest you would have to pay on such 
loans would not be tax-deductible when paid, that interest would accrue in your won 
account and, when you eventually did withdraw funds at retirement, you’d have to 
pay taxes on those interest earnings.   
 
Moreover, if a loan from your 401(k) plan made for any purpose other than the 
purchase of a primary residence was not repaid within five years, the loan would be 
treated as a taxable distribution and you’d become liable to pay both ordinary and 
penalty taxes on it just as if you had not made a loan but an outright withdrawal.  
Finally, if you should leave your job before repaying the loan, it is possible, depending 
on how your plan was written, that the loan would become immediately repayable in 
its entirety; in the event that you then were unable to immediately to repay it (or chose 
not to), the loan would be converted into a premature withdrawal, and you would 
become subject to the taxes and penalties on such withdrawals. 
 
 

RETIREMENT TIME 
 
The withdrawal situations we’ve discussed so far, rollovers, hardship withdrawals, and 
borrowing are important, certainly, but they won’t apply to everyone.  If you spend 
your entire working career with just one employer, for instance, the issue of your rolling 
over your 401(k) plan into an IRA or into another employer’s plan when changing jobs 
simply won’t arise.  Similarly, if you are fortunate, you may never have to turn to your 
plan for a hardship withdrawal.  And, if you follow our advice, you will certainly attempt 
to avoid “annuitizing” or borrowing from your plan, lest your ultimate retirement benefits 
be severely diminished. 
 
 
Eventually, however, the time will come for you to consider withdrawing at least some, 
if not all, of the money in your 401(k) plan - whether or not you may have rolled over 
any or all of those funds, made a hardship withdrawal, or borrowed against the equity 
in your plan in the past.  And that time will come when you reach the age of 59 ½ or 
are considering retirement.  After all, isn’t this why you saved and invested that money 
during so many of your working years?  Wasn’t it your intention all along to draw upon 
these funds to supplement a reduced level of income in your latter working years 
should you decide to work only part time even before retiring or as a replacement for 
your lost earnings when your finally completely retire?  
 
Four major issues must now be discussed: 
 

1. When MAY you take money out of your 401(k) plan?  When 
SHOULD you take your money out? And when MUST you take your 
money out? 
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2. When you do take money out of your plan, should you take it out 
all at once in a single lump sum distribution?  If so, what should you 
then do with it? And what would be the tax consequences of 
following this course of action? 

 
3. Alternatively, should you elect to receive distributions from your 

401(k) plan in installments over a period of years?  If so, how would 
you determine the timing and amounts of those distributions?  And 
what would be the tax consequences of withdrawing your money 
in THAT fashion? 

 
4. Finally, if there’s anything left in your plan when you die, what will 

happen to it? 
 

 

WHEN 401(K) DISTRIBUTIONS BEGIN 
 
Once you reach the age of 59 ½ or retire, your decision as to when to begin taking 
money out of your 401(k) plan will depend on three variables: 
 

1. Your own financial requirements. 
 
2. What the law will allow. 
 
3. What the law will require. 

 
First let’s consider the situation in which you reach age 59 ½ but continue in your 
regular job.  At this time, the law will PERMIT you to start withdrawing funds form your 
401(k) plan, but you will not be REQUIRED to do so.  If you should withdraw some of all of 
your funds, you would have to pay ordinary income taxes on the amounts withdrawn, 
but you wouldn’t have to pay a 10 percent penalty since withdrawals made 
subsequent to age 59 ½ are not premature, whether or not you have retired. 
 
In this situation, then, your decision as to whether or not to withdraw funds from your 
plan would simply be a function of your financial requirements, and since we 
postulated that you remained employed at your regular job, the chances are that 
there would be no reason for you to begin making withdrawals yet (barring some 
catastrophe).  And that would be all to the good; The longer you avoid making 
withdrawals, the longer your funds would continue to compound in value on a tax-
deferred basis, and the more money would be available to you down the road when 
you really might need it. 
Now, let’s consider a similar, but not quite identical, situation.  Assume that you have 
reached age 59 ½ and continue to work, but only on a part-time basis.  You’ve 
decided, perhaps, that you’d still like to remain employed, but only for two or three 
days a week, and you intend to devote the rest of your time to travel or hobbies, or 
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continuing education - all of the things you always wanted to do when you were 
younger but couldn’t afford because of your greater family responsibilities in those 
earlier years. 
 
Again, the law would allow you to withdraw funds from your 401(k) plan but would not 
require it.  And again, your decision as to whether or not to draw upon your plan funds 
would depend on your financial requirements.  In this situation, however, since your 
income has been reduced because you’re working part-time rather than full-time, you 
might consider making some withdrawals from your plan in order to supplement those 
reduced earnings. 
 
Of course, even in this situation, if you could get along without making such 
withdrawals, so much the better.  If your income from part-time employment, your 
other investments, or any other sources available to you were sufficient to enable you 
to continue to live comfortably without drawing on the funds in your 401(k) plan, you’d 
still be better off leaving those funds alone to continue to compound in value on a tax-
deferred basis. 
 
Now suppose that you have retired, whether before or after you reach the age of 59 ½.  
Again, the law would permit you, but not require you, to withdraw money from your 
401(k) plan.  And so again, your decision would depend solely upon your financial 
requirements; if you found that you needed to draw upon the funds in your 401(k) plan 
to live comfortably in your retirement years, well, by all means, do so; that’s what 
they’re there for.  But if you don’t really need them yet, because you are fortunate in 
having sufficient other sources of income, then you should not touch them. 
 
The bottom line is that it is best to delay withdrawing money from your 401(k) plan for as 
long as possible, allowing the funds you accumulated during your working years to 
continue to grow in value on a tax-deferred basis for as long as possible.  Ideally, you 
will be able to do that for several years beyond reaching the age of 59 ½ (either 
because you continue working part-time or full-time or because you will have access 
to other sources of income) or even beyond the onset of your retirement (because of 
those alternative income sources).  But if your circumstances should change and you 
find that you must begin drawing on the funds in your 401(k) plan, there is nothing to 
prevent you from doing so when you are older, say at 65 or 69 rather than 59 ½ or when 
your retirement actually began. 
 
When you reach age 70 ½, however you must at least begin receiving distributions from 
your 401(k) plan, even if you have not retired and are still working full-time and even if 
you don’t feel that you need such distributions to live on.  That is what the law requires 
and if you don’t do it, you’ll be hit with a 50 percent penalty tax on the amount that 
should have been distributed to you. 
 
 

LUMP SUM DISTRIBUTIONS 
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In general, it is not advisable for you to take all your money out of your 401(k) plan 
immediately upon retirement or attaining the age of 59 ½ if you can avoid doing so.  
These funds are intended to last you through many years of retirement, and the longer 
you can leave them in your plan, even after you’ve retired and stopped making 
additional contributions, the longer they will continue to compound in value for you on 
a tax-deferred basis.  If you take all your funds out at one, however, and don’t make 
any other rollover tax deferral arrangements, you will be hit with an immediate tax 
liability and lose the future benefit of tax-deferred compounding. 
 
There are three circumstances, however, in which you might want to consider receiving 
a lump sum distribution from your 401(k) plan upon retirement: 
 

1. You might be required by your former employer to take the assets 
in your 401(k) plan with you, even though you might have preferred 
to leave them where they were.  In such a situation, in which you 
don’t really want the funds yet but are forced to take them, you 
would be best off transferring the entire distribution into a rollover 
IRA through a direct trustee-to-trustee transfer, thereby incurring no 
immediate tax liability and avoiding withholding taxes. 

 
2. Even if you are not required by your employer to do so, you might 

prefer to transfer all your assets from your 401(k) plan when you 
retire in order to reinvest them differently in a similarly tax-
advantaged rollover IRA providing you with other investment 
choices.  Again, it would be important that you arrange for a direct 
trustee-to-trustee transfer in order to avoid withholding taxes.  (In 
either of these cases, however, if you are past the age of 70 ½, you 
only would be permitted to roll over your distributions to the extent 
it exceeded your minimum required distribution). 

 
3. Finally, if you have an immediate need for a substantial sum of 

money, in order to pay for major medical expenses or to purchase 
a new home or to start a new business, for instance, and you have 
no other place to get it, you might consider tapping the assets in 
your 401(k) plan at that time, despite the adverse tax 
consequences of doing so.  In that case, however, since you would 
not be rolling over your funds into another tax-advantaged 
account, you could be hit with a hefty tax bill. 

 
In this instance, several different options may be available to you to minimize that tax 
liability and the method you choose could make a very big difference in the total 
amount of the liability you incur.  Since the best method for you to use in calculating 
your own liability will depend on your age, other income, other deductions, 
exemptions, and so forth, there is no single best method that we can now recommend 
to all readers.  And for that reason, you would be well-advised to discuss your particular 
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financial circumstances with your accountant or tax adviser before making any 
decision regarding the receipt of your 401(k) distributions, so that he might assist you in 
minimizing any tax liability. 
 
In general, however, these are the tax options that would be available to you, should 
you elect to receive a lump sum distribution from your 401(k) plan and not roll it over 
into another tax-advantaged plan: 
 

1. You could simply report the entire distribution as ordinary income 
and pay taxes on it on the basis of your tax rate in the year you 
receive it.  (To the extent that you might previously have made 
after-tax contributions to your plan, however, no taxes would be 
payable on the portion of the distribution that you would receive 
that was attributable to such after-tax contributions since taxes 
already would effectively been paid on them.) 

 
2. If you attained age 59 ½ and participated in your plan for at least 

five years, a lump sum distribution could qualify for five-year 
forward averaging, at the rates in effect at the time of the 
distribution.  In all likelihood, that would reduce your effective tax 
rate. 

3. If you participated in your plan before 1973 and were born before 
January 1, 1936, the amount you accumulated through post-1973 
participation might qualify for such five-year forward averaging 
while the amount attributable to pre-1974 plan participation might 
qualify as a long-term capital gain taxable at the flat 20 percent 
rate in effect in 1986. 

 
4. Alternatively, if you were born before January 1, 1936, you might 

elect 10-year forward averaging at the ordinary income tax rates 
in effect in 1986, and the flat 20 percent tax rate then in effect on 
capital gains. 

 
5. Finally, you could elect to roll over a partial distribution from your 

401(k) plan, if the amount you chose to roll over represented at 
least 50 percent of the balance of your account, was not part of a 
series of periodic payments, and was due to your death, 
separation from service, or disability.  If you do that, however, the 
amount that you did not roll over would not be eligible for forward 
averaging but would be taxed as ordinary income in the year it 
was received. 

 
 

MINIMUM REQUIRED DISTRIBUTION 
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Instead of taking a lump sum distribution from your 401(k) plan, however, you could 
arrange to accept smaller annual distributions over a period of years, and, for most 
people, this makes the most sense.  After all, it is unlikely that you will need all the 
money in your 401(k) plan at once just because you turned 59 ½ or 70 ½ or some age in 
between or because you fully or partially retired.  More likely, you will just want to take 
some money from your plan in regular installments on which to live (or to supplement 
whatever other funds you might have), while allowing the rest of the money in your 
plan to continue to grow on a tax-deferred basis until such time as you might really 
need it.  And even if you transfer your 401(k) assets into a rollover IRA, as discussed 
above, you still could do the same thing, i.e., receive installment distributions from the 
rollover IRA over a period of years, permitting the bulk of your assets to continue to 
compound on a tax-deferred basis. 
 
Prior to the January 2001 new simplified IRS retirement plan rules, there were two 
different ways in which you might arrange to receive distributions from your 401(k) plan 
(or IRA rollover account). 
 
Which included: 

The Term Certain Method 
 
Under this method, the value of the assets in your 401(k) plan at the time you begin 
taking your money out would be divided by your life expectancy (or the combined life 
expectancy of you and your spouse or other designated beneficiary) in order to 
calculate your required minimum distribution benefit.  (Note, however, that if your 
designated beneficiary were someone other than your spouse and that beneficiaries 
were more than 10 years younger than you, your required minimum distribution benefit 
would have to be calculated as if that beneficiary were in fact, exactly 10 years 
younger than you were). 
 
In the first year, you would receive a distribution from the plan equivalent to that 
required minimum distribution benefit.  For example, if you began taking money out of 
your plan at age 670 (when your wife was 67), you and she would have a joint life 
expectancy of 22 years.  That means that if the value of the assets in your plan were, for 
example, $1 million, you would receive a distribution of $45,454 in the first year (or 1/22 
of $1 million). 
 
That would leave you with $954,546 in your plan so if the plan appreciated by, say, 
seven percent in the next year, its value a year later, when it came time for you to 
receive your next distribution, would be $1,021,364. Then you’d have to take out 1/21 of 
that amount (or $48,636), leaving you with $977,728.  And if the plan appreciated by 
seven percent in the following year, it would then be worth $1,040,819, at which time 
you’d have to take out 1/20 of the balance of $52,041.  And so on over the next 20 
years. 
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If either you or your wife were to die before the end of the original 22 years period, 
however, payments to the survivor would continue at the same rate until the funds 
were exhausted at the end of the full 22 years.  And if both you and your spouse died 
before all the funds were paid out (say, in the fifth year), the money remaining would 
be paid to your estate over whatever number of years remained (in this instance, 17 
years), allowing the assets in your plan to continue to grow on a tax-deferred basis for 
the benefit of your beneficiaries. 

The Recalculation Method. 
 
Alternatively, you could recalculate your life expectancy (or the combined life 
expectancies of your and your spouse) annually and receive distributions based on 
those recalculations.  To use the example above, (a $1 million plan, a 70 year old plan 
participant, and a 67 year old spouse), the first year’s payment would be the same 
$45,454 under the recalculation method as under the term certain method, that is, 1/22 
of their combined life expectancies of the two would be 21.2, no 21 years, since life 
expectancies decline annually by less than a full year, so the minimum amount that 
they could withdraw would be $48,177 rather than $48,636.  And that would mean that, 
assuming the same seven percent growth rate, there would be $1,041,309 in the plan 
at the end of the second year rather than 41,040,819. 
 
The major benefit of using the recalculation method, rather than the term certain 
method, is that smaller amounts would be distributed in the early years.  Thus, payments 
would be stretched out over a longer period in the event that one or both spouses 
were to live considerably longer than expected.  But there are two big problems in 
using the recalculation method too.  
 
First, when one spouse dies, the life expectancy of the surviving spouse alone becomes 
the basis on which future distributions are determined, resulting in a sudden big 
increase in the annual amount that must be withdrawn.   
 
And second, when the surviving spouse also dies, all of the assets remaining in the plan 
go to the estate and are immediately taxable in their entirety. 
 
For these reasons, the term certain method is generally considered preferable to the 
recalculation method and is probably the method for you to select when the time 
comes for you to make that decision.   But be sure to discuss this with your accountant 
or tax adviser before making your final decision. 
 
Moreover, when the time for you to make this decision does come, it is imperative that 
you actually do make a decision, informing your plan’s administrator in writing before 
your distributions begin as to just what you want him to do; to transfer your funds to a 
rollover IRA through a direct trustee-to-trustee transfer; to send you a check 
representing a single lump sum distribution; to send you minimum distributions 
calculated on the basis of the te4mr certain method; or to provide you with minimum 
distributions based on the recalculation method.  The reason it is so important that you 
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inform the plan administrator of your choice is that, in the absence of any such 
instructions from you, he will automatically use the recalculation method when he 
begins sending checks to you prior to April 1st of the year in which you turn 70 ½. 
 
It is also imperative that when you reach the age of 70 ½, you at least begin to take 
minimum distributions from your 401(k) plan, whether calculated by the term certain or 
the recalculation method.  And it is necessary that you do that even if you still are 
employed and do not really require the additional income.  For under the law, if you 
don’t, you’ll be hit with a truly confiscatory tax of 50 percent on the minimum amounts 
that legally should have been distributed. 
 
You also should attempt to avoid withdrawing any more than $150,000 in any one year.  
That is because amounts withdrawn in excess of $150,000 in a single year are subject to 
an additional tax of 15 percent. 
 
 

THE ULTIMATE DISPOSITION OF YOUR 401(K) ACCOUNT 
 
Finally, if there’s anything left in your plan when you (or both you and your spouse) die, 
what will happen to it?  When you die, or when your surviving spouse dies, whatever is 
left in your 401(k) plan will become part of your estate to be left to your beneficiaries.  
But how they will receive and be taxed on that portion of their inheritance will depend 
on the manner in which you had been receiving your own distributions all along. 
 
If you took all the funds out of your plan at once and paid taxed on them at that time 
(whether as ordinary income or capital gains and whether or not you availed yourself 
of the tax law’s income averaging provisions), any funds that might be left when you 
die would simply be a part of your overall estate and would be subject to the same 
estate tax provisions as those that would be in effect at the time and applicable to the 
rest of your estate.  If you transferred the assets in your 401(k) plan to a rollover IRA, 
anything left in the IRA upon your death also would immediately become part of your 
estate.  
 
Similarly, if you had been receiving distributions from a 401(k) plan under the 
recalculation method, when you or your surviving spouse die, anything remaining in 
that plan would be immediately taxable as part of your estate. 
 
On the other hand, if you had been receiving distributions from a 401(k) plan under the 
term certain method, anything remaining in the plan upon your death or upon the 
death of your surviving spouse, would be paid to your estate over whatever number of 
years remained under this calculation method.  That would allow the remaining assets 
in your 401(k) plan to continue to grow on a tax-deferred basis, even after your death, 
for the benefit of your beneficiaries. 
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If you had not yet begun receiving distributions from your plan at the time of your 
death, however, your beneficiaries could receive distributions form your plan in one of 
the following three ways: 
 

1. They could accept a lump sum distribution of the entire amount 
that would immediately be taxable when received and, in all 
likelihood, would move them up to a higher tax bracket. 

 
2. They could make withdrawals over a period of five years, which 

could reduce their immediate tax liability. 
 

3. They could make minimum withdrawals based on their own life 
expectancies, which could reduce their tax liability even further 
and allow the funds they inherit to continue to compound in value 
on a tax-deferred basis for many additional years. 

 
The method to be employed would depend not only on your beneficiaries’ 
preferences but also on the terms of your plan and the law.  Your plan may have 
specified which method would apply to distributions in which case, that would be it.  Or 
your plan might have permitted you or your beneficiaries to elect the method of 
distribution, in which case the choice would be yours (or theirs).  
 
If your plan did not specify the method of distribution, however, or if no election were 
made, the law provides that distributions would have to be made over a period of five 
years, unless the beneficiary were your spouse.  If the beneficiary were your spouse, 
distributions would be made over the period of his or her own life expectancy. 
 
Because of the complexity of the beneficiary distributions rules, it generally will be in 
your interest (and in the interest of your desired beneficiary) for you to be sure to 
specify who you want that beneficiary to be and the method of distributions (if your 
plan permits that).  Moreover, it would be advisable for your to review your designation 
of a plan beneficiary from time to time in order to be sure that the beneficiary whom 
your originally designated is still the individual whom you desire to inherit the assets in 
your 401(k) plan.  Divorce, remarriage, the death of a spouse, or the birth or death of 
siblings, children, or grandchildren could justify your changing your beneficiary at some 
time after your originally enrolled in your plan. 
 
You also should at least consider the desirability of naming a very young individual, for 
example, a grandchild, rather than a spouse or sibling, as the beneficiary of your 401(k) 
plan in order to capitalize on the rule that would permit that beneficiary, under certain 
circumstances, to receive distributions over a period of time equivalent to his own life 
expectancy.   
 
By naming a child, therefore, rather than an adult, you would be providing for the bulk 
of the assets in your 401(k) plan to continue to compound in value on a tax-free basis 
over a considerably longer number of years. 
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Whether or not this would make sense for you, however, would depend on your own 
financial position and the availability of other assets to provide for your spouse or other 
dependents.  And in making that determination, the wisest thing for you to do probably 
should be to consult a personal financial adviser who can assist you on the very 
complex issue of beneficiary distributions within the light of your own circumstances. 
 
Because of the complexity of the subject and the importance of the tax and financial 
implications, we strongly recommend that you obtain professional estate planning 
advice before you finalize your decisions. 
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WHAT IS AN IRA ANYWAY? 

An IRA is a personal, tax-deferred retirement plan that may be established by anyone 
under the age of 70 ½ who receives compensation.  This includes employees and self-
employed individuals, whether or not they participate in any other qualified retirement 
plans, such as 401(k) s, 403(b) s, Keoghs, or SEPS.  Under certain circumstances, 
however, some IRA contributions by participants in other qualified retirement plans may 
not be fully tax-deductible.  IRAs also may be established by anyone, of whatever age, 
seeking to defer taxes by rolling over eligible distributions from qualified retirement 
plans. 
 
IRAs differ from 401(k) plans in several important respects: 
 

1. IRAs are trust or custodial accounts that individuals generally must 
establish on their own.  Sometimes, employers establish “employer 
sponsored IRAs” as an accommodation to some or all of their 
employees, but this is the exception, not the rule.  The trustee or 
custodian of an IRA must be a bank, savings and loan company, or 
another person who is acceptable to the IRS and is qualified to 
administer the IRA in a manner consistent with legal requirements. 

 
2. Investments in a 401(k) plan are limited to the options provided by 

that particular plan: you could not choose any manager or asset 
class you wanted but would have to select only from among the 
choices provided you by your employer.  The chances are that 
those choices would satisfy your needs but, even so, they probably 
would be limited to just three or four or, even in the broadest plans, 
at the most, a couple of dozen. 

 
In your own IRA, on the other hand, subject to certain restrictions, 
you could select the specific investment manager, asset class, or 
mutual investment alternatives.  Among those restrictions, however, 
is a prohibition against investing IRAs in life insurance or collectibles 
(including with some exceptions, works of art, rugs, antiques, 
metals, gems, stamps, coins, alcoholic beverages, or any other 
tangible personal property specified by the IRS). 

 
3.  An individual may contribute up to 100 percent of his 

compensation to an IRA annually but only to a maximum of $2,000 
(compared to $9,240 to a 401(k) plan in 1994).  In addition, of one 
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spouse is working and the other is not, the working spouse may 
contribute an additional $250 on his non-working spouse’s behalf, 
or a total of $2,250 to his own and his “spousal” IRA.  Contributions 
need not be split equally between the two IRAs, but the maximum 
annual contribution in either one would be limited to $2,000. 

 
4.  If an individual is an active participant in a qualified retirement 

plan, IRA contributions may not be fully deductible for tax purposes 
if the individual’s adjusted gross income exceeds $40,000 (if filing a 
joint return), $25,000 (if unmarried), or zero (if married and filing a 
separate return).  For married couples filing jointly, if either spouse is 
an active participant in a qualified retirement plan, both are 
considered active participants in determining how much each 
may contribute to an IRA. 

  
5.  If, in any given year, individuals are ineligible to make a fully tax-

deductible IRA contribution, they still could make a non-deductible 
contribution of the difference between (1) the lesser of $2,000 (or 
$2,250 in the case of a spousal IRA) or 100 percent of their total 
compensation and (2) their IRA deduction limit.  Should they 
choose to do this, their excess contributions themselves would not 
be tax-deductible in the years in which they were made, but any 
earnings on those contributions would be tax-deferred until 
distributed. 

 
6. Borrowing from an IRA is not permitted, whereas loans from 

qualified retirement plans, such as 401(k) plans, are allowed, 
subject to severe restrictions. 

 
7. In general, IRA distributions may begin at age 59 ½ and MUST begin 

by age 70 ½.  Distributions made prior to age 59 ½ are subject to a 
10 percent penalty tax, unless such distributions are made because 
of the IRA owner’s death or disability or if the payments are part of 
a series of substantially equal periodic payments made over the 
life expectancy of the IRA owner (or the life expectancies of the 
IRA owner and his designated beneficiary). 

 
8.  IRA distributions are taxed as ordinary income when made, as is 

the case with distributions from 403(b) plans.  Distributions from 
401(k) plans, on the other hand, under certain circumstances may 
be eligible for 5 or 10 year income averaging or capital gains 
treatment. 
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TYPES OF IRAS 

INSURANCE COMPANY IRA’S  
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Not surprisingly, the insurance industry has made a move into the IRA market.  These 
companies offer annuity contracts, whereby the IRA owner pays into the account for a 
period of time, and t hen the principal plus earnings are converted into an annuity 
stream of income for as long as he lives.  Of course, the funds don’t have to be 
converted to an annuity; they can simply be drawn out at anytime and invested 
elsewhere. 
 
As with the savings institutions, insurance companies offer both fixed and variable 
annuities.  A fixed annuity promises a set rate of return for a specified time period.  The 
returns from a variable annuity, on the other hand, are tied to the securities markets 
and will fluctuate depending on the success of the insurance company’s portfolio 
managers.  Variable annuities offer a choice of managed accounts; stocks, bonds and 
money market accounts, or possibly several more, depending on the particular 
insurance company.  You may allocate a portion of your IRA funds to each account 
and then transfer assets among them, depending on how you feel towards different 
markets.  In this respect, they’re like a family of mutual funds. 
 
 
The advantage of an insurance IRA is that fixed annuities are relatively safe investments 
with guaranteed rates of return for specified periods of time.  The disadvantages are 
high administrative fees, sales charges, and termination fees, and generally low rates of 
return on investments.  With insurance company contracts, you pay sales charges, 
which are usually taken, off the top of your IRA contribution.  A large portion of these 
go to the insurance company salesperson who sold you the IRA investment.  In 
addition, you may pay start-up fees, management fees, expense risk charges, mortality 
risk fees, administrative fees and investment advisory fees.  These can easily subtract 
from the investment performance of the insurance contract. 
 
Termination fees can also be a problem.  These usually scale downwards, depending 
on how long you’ve held the contract in your IRA.  However, if interest rates drop after 
you’ve made the investment, it could be expensive to terminate.  Insurance 
companies usually compound interest on an annual rate, so you have to be careful 
when comparing yields with other investments.  Also, although you can switch 
investments within the insurance company’s family of fixed and variable rate vehicles, 
you don’t have the flexibility to invest in anything but these limited offerings. 
 
 

THE SELF DIRECTED IRA 
 
As the name implies, this type of IRA allows you, the owner, to make the selection of 
investments for your account.  Or you can employ the services of an advisor.  You 
direct the portfolio through the IRA trustee or custodian.  It’s much like a brokerage 
account.  You’re able to invest in almost all of the securities your broker sells or anything 
that a non-brokerage firm trustee (an independent company) approves if your 
account is with it.  Believe it or not, this covers just about everything imaginable, 
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including savings bank certificates of deposit, insurance company annuities, and 
passbook savings accounts. 
 
The obvious advantage of a self-directed IRA is the maximum investment control and 
flexibility you obtain for your IRA funds.  You have the opportunity to evaluate the 
financial markets and then make your own investment decisions.  You put yourself in 
charge of your pension assets.  
 
Unlike mutual funds, there is no intermediary making the investment decisions.  And 
you’re not limited to switching among a fund manager’s family of funds.  You can 
invest in individual stocks and bonds, sell options on stocks in your portfolio, buy limited 
partnerships, mutual funds, government bonds, zero coupon bonds, convertible bonds, 
preferred stocks, and a host of other securities.  You might even do the unthinkable and 
invest part of your self-directed funds in CD’s similar to those that savings banks offer. 
You have the luxury of tailoring your investments exactly to your individual needs.  You 
may specialize or diversify as much as you want, depending on your own 
circumstances.  Steady IRA fund inflows of $2,000 a year enable you to dollar cost 
average and restructure your portfolio without being forced to sell existing holdings. 
 
The self-directed IRA owner can shoot for better than average total returns by investing 
in high-yielding securities or growth situations.  He can take advantage of special 
situations when they come along without having to rely on someone else to do it for 
him.  Most investments can be switched very quickly with a simple buy or sell order.  For 
instance, insured CDs may be purchased through a self-directed IRA and sold at any 
time at current market rates, without the annoying six month interest penalty the banks 
charge. 
 
Unlike the big pension funds, you don’t have to worry about upsetting the market price 
of a security with large buy or sell orders.  You can move your IRA funds in and out of 
smaller companies without the market noticing.  You may seek above-average returns 
by placing funds in relatively illiquid investments known as limited partnerships.  The self 
directed approach allows you to take advantage of these benefits to their maximum 
as you take charge of your IRA investments and built your retirement nest egg.   
 
Self directed accounts give IRA owners the same money management advantages 
enjoyed by pension funds.  Like the big funds, with a self-directed IRA you’re free to 
invest in just about anything and there are not tax considerations as long as the 
retirement money is in the hands of the trustee.  In fact, you have the flexibility the 
pension funds have and much more.  You’re not constrained by funding requirements, 
actuarial rates, liquidity needs, and turnover rates for a large number of people.  With 
your self-directed IRA, you have only yourself and your spouse to worry about. 
 
The primary disadvantage with using self-directed IRAs is that trustee or custodial 
administrative costs i.e. somewhat higher than those charged by banks and mutual 
funds.  You’ll also pay commissions on the purchase and sale of each investment you 
make.  Commissions on individual stocks average 2% at full service brokers and 1% at 



 77 

discount brokers on each IRA-size trade of between $2000 and $5000 principal amount.  
On the other hand, you don’t have to contend with interest penalties on savings bank 
CDs, or management fees charged by mutual fund companies. 
 
Another drawback is that you should probably have a medium to large IRA of at least 
$10,000 before making investments in individual securities.  This will allow for adequate 
diversification to reduce portfolio risk.  If both husband and wife have their own IRAs, 
then these can be considered jointly in judging the potential for proper diversification.  
Therefore, spouses with $7,5000 each or a total of $15,000 in their IRAs could consider 
purchasing individual securities.   
 
But this should not preclude the possibility of establishing a small self-directed IRA if the 
funds are placed into relatively conservative investments such as zero coupon bonds, 
unleveraged real estate limited partnerships or investment trusts, fixed income mutual 
funds, or equity-income funds.  In this case, diversification is not as important a factor 
because the very nature of these investments makes the portfolio less risky. 
 
Simply put, the self-directed IRA is the best choice for almost anyone who is actively 
seeking the best investment opportunities and wants maximum flexibility in managing 
an IRA.  As long as the risks taken are consistent with portfolio size and other personal 
factors, the self directed IRA should soon become the universal IRA for almost 
everyone. 
 
 

SAVINGS INSTITUTIONS 
 
Many different types of savings institutions offer IRAs to depositors and the members of 
the public.  These include commercial banks, savings and loan associations, and credit 
unions.  You can usually choose between two types of investments the banks offer; 
either a fixed rate or variable rate instrument.  With a fixed rate, you’re guaranteed the 
stated rate over the life of the investment, which is usually the familiar certificate of 
deposit. 
 
With the variable rate, the interest rate varies each month, quarter, or year.  The rate is 
usually tied to a benchmark rate such as the prime rate or the rate paid on 90-day 
Treasury bills.  Sometimes there are floors and ceilings outside of which the rates paid on 
your IRA cannot fall or rise.  Banks offer variable rates through their money market type 
accounts. 
 
If you believe interest rates will drop, then you’re better off locking in a fixed rate at 
today’s higher yields.  If you believe rates will rise, then you’ll be ahead of the game by 
going for the variable yield instrument.  You can convert to a fixed yield later. 
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Banks also offer zero coupon certificates of deposit, which are very similar to the 
popular zero coupon bonds.  The CDs are purchased at a discount, and interest 
accrues and is paid out at maturity. 
 
The advantages of savings institution IRAs are convenience, safety, and low cost.  They 
are convenient because they can be set up at the institution with which you already 
have a banking relationship.  Safety is obtained through the deposit insurance that 
insures the account up to $100,000.  Naturally, you’ll want to make certain this is 
backed by Federal insurance, not state insurance, to avoid being trapped in a repeat 
of the Ohio and Maryland savings bank industry debacles. 
 
Savings institution IRAs are relatively inexpensive because usually no set-up or annual 
fees are charged; however, some banks impose a termination fee when you close your 
account.  Because no IRA salespeople are on commissions in a bank, all your IRA 
money goes to work for you earning interest. 
 
Saving institution IRAs have several disadvantages.  They aren’t very flexible, you’re 
penalized for early withdrawals, and the returns are relatively low.  With these types of 
IRAs, you can’t move funds from one investment medium to another.  You’re stuck with 
choosing from only those investments offered by a bank or credit union-debt securities 
with varying maturities.  If you want to change investments, you’ll have to close your 
savings institution IRA and open another somewhere else. 
 
Another negative is that if you have to make early withdrawals, you may forfeit interest 
accrued but not paid.  If another, more promising investment comes along, you’re 
locked into the bank CD, unless you’re willing to take an early withdrawal penalty and 
lose interest income. 
 
Finally, savings institution returns are not very exciting.  They’re lower than comparable 
corporate bond rates of the same maturity.  And there’s no way to enjoy the fruits of 
capital gain available from other investments - what you take out of the savings 
institution IRA is what you put in, plus interest earned. 
 
 

MONEY MARKET / MUTUAL FUND IRAS 
 
Mutual funds offer IRAs through custodian banks which hold mutual funds shares for the 
IRA investor.  Many large mutual fund companies own a family of difference funds, 
whereby the IRA holder can switch among them.  Mutual funds invest in just about 
everything, including stocks, corporate bonds, convertible bonds, government 
securities, mortgage-backed securities, certificates of deposit, and bankers’ 
acceptances.  To provide a wide variety of investment choices for the small IRA holder. 
 
As most people know, mutual funds are a pool of dollars under professional 
management that are invested according to the goals and objectives of the fund.  
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They range in terms of risk from the most conservative money market funds to the very 
aggressive growth funds.  Mutual funds are typically categorized as either growth, 
capital appreciation; income balanced, or sector (industry) funds. 
 
The mutual fund industry is divided into no-load and load funds.  The load funds are 
usually recommended by a broker or financial planner who receives a commission 
from selling them to you. 
 
This is deducted from the amount of funds available for investment in your IRA.  No-load 
funds may be recommended by a few financial planners and advisors, but usually 
you’ll have to do your own legwork to pick a fund, which meets your needs.  With the 
no-loads, you have all of your money working for you in the IRA. 
 
Several reference books provide historical data on no-load fund performances to help 
in the selection process.  A few of the popular financial magazines also publish periodic 
figures on both load and no-load funds, as well as some financial newsletters which 
tract fund performance on a weekly and monthly basis. 
Mutual fund companies charge management fees as part of the operating expenses 
of the fund.  They are deducted from interest and dividend income and can range 
from one-half to one percent of net assets under management, depending on the 
type of fund.  In addition, the custodian bank charges relatively small $10 set-up and 
annual fees for handling IRA paperwork. 
 
The primary advantage of mutual funds is that they provide a quick and easy way to 
spread out your IRA portfolio.  They offer instant diversification, which hopefully reduces 
risk.  Another advantage is that they provide professional management of the 
investments in their portfolios, so you don’t have to devote a large part of your own 
time monitoring IRA investments.  A third advantage of mutual funds is that by pooling 
resources with other investors, you can cut down on transaction costs.  Finally, you can 
choose a mutual fund, which closely matches your IRA investment goals and 
objectives.  And if these happen to change for any reason, you can switch among 
funds in a family of funds, usually without a sales charge. 
 
The primary disadvantage of the mutual fund IRA approach is that you can’t tailor the 
investments to match completely what you want to invest in.  For example, it’s hard to 
find a fund with 30% in bonds, 40% in stocks, 20% in real estate and 10% in money 
market funds.  And if you wanted to change the percentages, then you’d have to 
search for another fund that matched up well with your portfolio requirements. 
 
Of course, you can try to create a mix of mutual funds to match your objectives, but 
this may be a difficult task because the funds themselves are constantly modifying their 
portfolio emphasis as market conditions change.  And without periodic calls to the 
management, you won’t have knowledge of their current investment mix. 
 
Another problem with mutual funds is picking the right one for your IRA. It has been 
shown by a study done over a 15 year period that fewer than half of the almost 300 
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funds outperformed the S&P 500 composite stock index.  This is not a startling record.  
However, in all fairness it should also be pointed out that some mutual funds have done 
quite well for their investors over the years, generating compound growth rates in 
excess of 20% per year. 
 
Although mutual fund IRAs are not considered in the same class as self-directed IRAs, 
they’ll be emphasized in this book because in certain cases they provide valuable 
additions to self-directed accounts, particularly smaller ones.  For example, a relatively 
conservative person with limited IRA funds looking for high yields cannot hope to get 
proper diversification by purchasing a few individual corporate bonds.  The best 
alternative is to find a bond mutual fund where a small IRA investment can be made. 
 
In another situation, the IRA investor may want to put funds in high growth stocks with 
good appreciation potential.  Once again, diversification is the key to reducing risk.  
But the investor also doesn’t want to be bothered with following such stocks on a daily 
basis.  And he doesn’t have the technical knowledge of computer hardware, software, 
and peripheral equipment;  semiconductors; tele-communications, and other high-
tech businesses to do a good job of investment selection.  He would rather turn that 
portion of his IRA portfolio over to experts at an aggressive growth mutual fund. 
Here’s an example of what customers at one of the large mutual fund companies are 
doing with their IRAs.  A survey done of 200,000 IRA owners indicated that 57% were in 
equity funds, 31% in money market funds, while only 12% were in bond funds.  The most 
popular funds were money market funds, aggressive growth, and growth and income 
funds, in that order.  It’s interesting to note the popularity of the stock funds with IRA 
mutual fund investors, probably because of the diversification and growth features 
they offer. 
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SETTING GOALS AND OBJECTIVES 

How people should invest their IRA funds depends on a variety of factors such as their 
age, amount of funds in the IRA, investments held outside the IRA, pension benefits that 
can be expected at retirement, and more subjective considerations such as 
investment preferences and willingness to assume risk.   
 
The IRA investor usually starts out in his early years being fairly aggressive with his 
pension plan investments and eventually ends up in a conservative posture when 
retirement beckons.  (You have seen this theory in 401(k) plan investing and much the 
same applies to IRA investing).  This evolutionary process is explained more fully below. 
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YOUR AGE  
 
The IRA investor’s age is one of the most critical factors in determining how a self-
directed IRA will be handled.  Usually, as a person matures his IRA as well as any outside 
investments will take on a more conservative color.  He will become a more defensive 
investor.   
Generally speaking, the young person will have only a small amount of assets relative 
to liabilities.  These latter items may include a mortgage, a car loan, credit card debt, 
or even college loans that must be paid off.  However, he knows that his discretionary 
income will grow over the years with salary increases.  His financial priorities are to save 
funds to maintain some liquidity, satisfy the family need for life insurance, and 
eventually start an investment program. 
 
He may or may not be interested in contributing to an IRA.  However, not doing so at 
an early age may be a mistake.  In addition to being a good tax deduction, the IRA 
can be used as a substitute for part of one’s life and disability insurance needs, as well 
as an emergency fund during early adulthood.  (However, it’s not a dollar for dollar 
exchange because IRA withdrawals are taxed as ordinary income and life and 
disability insurance benefits are not usually taxed.)  There’s one other benefit; the 10 
percent early withdrawal penalty won’t apply to those persons under 59 ½ who require 
IRA funds in the event of disability, or whose beneficiaries receive IRA distributions after 
the person dies. 
 
For a person in the 30 percent tax bracket with an IRA that’s earning 10 percent a year, 
it takes only a little over five years to break even on a premature withdrawal, if the 
funds are needed in a hurry. 
 
The young IRA investor will probably want to be fairly aggressive in his approach to IRA 
investing.  A few investment mistakes now can be made up for in later years.  He has a 
long time horizon, with many years to go before retirement.  Therefore, the young 
investor can take advantage of limited partnerships and growth funds, bot of which 
need to be held for more than a few years to maximize returns. 
 
Some young investors view their self-directed IRA funds as play money to speculate 
with.  If they are in a high tax bracket, then the IRA is more of a tax deduction than the 
beginnings of a retirement program.  These persons reason that if they win big they 
won’t have to pay taxes on the income.  In addition, they can trade short-term without 
caring about tax consequences.  If they lose some of the IRA money, so what - they 
would have paid part of it in taxes to Uncle Sam anyway. 
 
A “dare to be great” investing attitude may pay off if the right bets are made.  
However, using this approach with an IRA may be a mistake.  Constant trading usually 
will not be profitable in the long run-only the stockbroker’s bank account will benefit.  
The commission costs are high when relatively few shares are traded, as most young 
persons will only have small IRAs.  And very few persons can consistently beat the 
market by trading. 
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There’s another penalty for taking too much risk.  IRA losses cannot be deducted from 
adjusted gross income.  If a young person has substantial assets outside his IRA, then it’s 
better he use those assets to play the stock market.  IRA funds should be placed in 
long-term, solid growth situations. 
 
In many cases, a middle-aged person will be at a point in his financial life where assets 
equal or exceed liabilities and his savings and insurance programs will be well 
underway.  Often he’s is member of a two-income family.  He’s probably in the process 
of raising children and his capital resources are starting to build into a small or medium-
size net worth.  However, a large part of savings may eventually go to pay the costs of 
a college education for his children. 
 
As his earnings and investments grow, the middle age person will be thinking about 
shifting income to other family members and using tax shelters as a way to cut tax bills.  
His time horizon to retirement is still relatively long, say twenty years, but he’s also 
beginning to think that preservation of capital is an important financial goal. 
 
The middle-aged person may still want to be somewhat aggressive with his self-
directed IRA.  He probably won’t mind assuming greater risk if he’s built up a sizable 
estate outside the IRA, or if he can count on a good pension at retirement.  But 
basically, the middle-aged person should stick with medium to high-yielding 
investments what won’t burden him with too much risk. 
 
By the time a person reaches middle age, he will have built up ten or more years of IRA 
contributions plus their earnings.  This could amount to $30,000 to $40,000 or even more, 
depending on how well the IRA investments have performed.  With this amount of funds 
to invest, the portfolio can be properly diversified, allowing for a slightly more 
aggressive investment posture. 
 
A person in his fifties is in the home stretch, investing for his retirement years.  Savings 
rates should be stepped up, with investments taking on a more conservative flavor. 
 
The typical older person might be in late career or on the brink of retirement, which is 
no longer a vision or a dream, but a reality.  He will want to sacrifice higher potential 
returns for lower-risk assets because the IRA carries great psychological weight. 
 
Many older persons can ill afford to take losses in their IRAs.  They will tend to invest 
quite conservatively.  This doesn’t mean they should stick all assets in a certificate of 
deposit when they reach age 59 ½.  It means that the mix of investments should 
gravitate toward the conservative side, as one becomes older.  The same would hold 
true for investments held outside an IRA.  Protection of principal becomes important, 
because many people need the earning power of their IRA capital to live off of in 
retirement. 
 
Those older persons who have a large outside income from a pension plan or other 
investments usually will not need to depend on the IRA for retirement income.  They 



 84 

may plan to leave as much of the IRA as possible to their heirs as part of an estate.  In 
these situations, the older person can afford to invest from growth to continue building 
an asset base. 
 
 

ALTERNATIVE ASSETS 
 
The self-directed IRA portfolio should be viewed as one part of a total retirement 
package, rather than in isolation.  This includes expected Social Security and pension 
benefits, plus any other tax sheltered savings, profit-sharing, and retirement plans.  The 
IRA owner must also consider the size and safety of all other assets on his balance 
sheet. 
 
If a person holds substantial capital outside his IRA, or can count on a relatively sizable 
pension plan, he has more flexibility with the way in which he invests IRA funds.  He can 
be more aggressive and reach for higher returns, knowing full-well that he is not totally 
dependent on the IRA for a comfortable retirement. 
Persons who don’t have additional assets or a good pension plan will have to be more 
careful with how they invest their IRA funds.  They will move toward the more 
conservative side of the isle and is content with high current yields backed by a 
reasonable degree of safety of principal. 
 
One other factor should be considered.  Unless a person’s expected pension plan 
benefits increase in line with inflation, he may not be in as secure a position as he thinks 
when it comes to living a comfortable life during the golden years.  If he expects to 
receive a fixed pension, then he may need to rely on the IRA for that extra boost in 
purchasing power to get over the hump. 
 
 
 
 

INVESTMENT EXPERIENCE 
 
Persons with previous investment experience will no doubt open up self-directed IRA 
accounts rather than stash funds in savings bank CDs or in a money market mutual 
fund.  They probably already have established a relationship with a broker, financial 
planner, or discount brokerage firm and have invested in stocks, bonds, limited 
partnerships or mutual funds.  They are used to following their own judgement or that of 
an advisor in picking and choosing among the variety of investment alternatives 
available in the financial market place.  Simply put, experienced investors are ripe for a 
self-directed IRA and all the benefits that accrue with it. 
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Other IRA investors may be reluctant to place their funds with someone they don’t fully 
trust who puts it in an investment they don’t understand.  They may have only previously 
invested in the most conservative manner, either with a bank or a money market funds, 
or maybe even in a no-load mutual fund.  They will either have to learn the investment 
game on their own or find and advisor whom they can trust.  Otherwise, they’ll be 
relegated to the lower return, non-risk investments that barely keep pace with inflation. 
Some self-directed IRA investors will be motivated by the type of investments they’re 
most familiar with or have had relative success with in the past.  For example, a favorite 
investment may be real estate-something the IRA investor already knows about and is 
comfortable owning.  Therefore, purchasing shares in a real estate investment trust 
won't be a difficult concept to understand.  Or the person may have bought zero 
coupon bonds for his young son to help pay for the boy’s college education.  His 
familiarity with the bonds might motivate him to buy zero bonds for his IRA.  
 
On the other hand, a person with a bad experience in a particular type of investment 
will very likely be turned off from investing his IRA in anything similar.  However, this will 
limit his self-directed IRA investment choices, which could put a damper on total 
portfolio returns.  This is unfortunate, because it’s rare that a person makes the same 
error twice.  Hopefully, everyone learns from his mistakes. 
 
 
 
 
 

RISK TOLERANCE 
 
Then there’s the question of the IRA investor’s willingness to assume risk, also known as 
risk comfort level.  This is very subjective notion and is based on a person’s emotional 
temperament and attitudes.  Some young investors may be very risk oriented.  It’s their 
nature.  They’ve never experienced a loss.  Some older investors may also be willing to 
assume risk and go for high returns.  But usually, as people get on in age they become 
more conservative in their investment ways, as well as in their political and 
philosophical views on life. 
 
It has been said that risk tolerance is based on a person’s health, wealth, family 
situation, age, and temperament.  All these factors come into play when he makes his 
investment decisions.  As a person matures, his risk and reward trade-offs often change.   
 
Whether a person is to the left or right of the point at his particular stage in life depends 
on his risk tolerance.  If a person is to the left, then he’s willing to assume less risk than 
the average person at that particular stage in life.  Conversely, if the person is to the 
right, then he would be considered a risk taker. 
 
The willingness to assume risk is also a function of the amount of funds at person’s 
disposal.  
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Generally, the larger the net worth, the more a person is willing to assume risk.  In this 
case, the person can afford to take risks with part of his funds because he can diversify 
better than other persons with not as many financial resources. 
 
The purpose of the previous discussion was to point out that a person’s investment 
attitudes depend on a variety of factors.  How you fit into the IRA investment scheme is 
a very personal matter.  You must assess your own situation and then set goals and 
objectives at the time you first open your self-directed IRA account.  If you already 
have an IRA, begin the process now.  The specific strategy you choose should govern 
what type of investments go into the account.  Once you’ve established this, you can 
begin to make your self-directed IRA work for you. 
 

GOALS AND OBJECTIVES 
 
Both individual and institutional pension funds investors often find it difficult to articulate 
investment objectives with precision or consistency.  The process involves a great deal 
of thought and soul-searching, but will ensure the development of a soundly 
conceived IRA investment program.  Sometimes it’s best done with a financial planner 
who can articulate your feelings better than you can.  The several goals listed below 
might serve as a good starting point for developing your own: 
 

1. High rate of return. 
 
2. Large real rate of return, after inflation is taken into account. 
 
3. Maximum current income or yield. 
 
4. Preservation of capital. 
 
5. Minimal risk. 
 
6. Superior risk-adjusted rate of return.  
 
7. Rate of return higher than Treasury bill yields. 
 
8. Adequate liquidity. 

 
Ideally, most IRA investors would like to have all of these statements as their personal 
goals.  Unfortunately, some conflict with others.  For instance, you cannot shoot for 
maximum returns while minimizing risk or preserving capital.  One of the principle tenets 
of finance is that you can’t have the surety of capital preservation without a low 
anticipated return.  There has to be a trade-off among various goals.  One way to deal 
with the problem of conflicting goals is to rank them or assign weights to them.  This 
prioritization process will help sort out what is most important. 
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You should also establish some policy guidelines to follow in making your IRA 
investments.  These could cover the type of investments that you want to consider, 
such as only stocks, no limited partnerships, no long-term bonds, or stocks that are to be 
listed on an exchange.  Also establish acceptable risk levels such as no more than a 
certain percent of the portfolio be invested in stocks, At least $1,500 of liquid reserves 
maintained, or minimum portfolio diversification requirements of at least six different 
investments at one time. 
 
Once you have established the broad outline of how you want to proceeds, try to 
develop specific objectives that are quantified.  This may appear to be going a bit too 
far, but it will serve to put you and your advisor on notice as to your exact expectations.   
The objectives must be consistent with your policy statements.  You can’t have a bond-
only policy and expect to generate 15 percent returns when interest rates are at 10 
percent, unless you expect bond prices to rise dramatically. 
 
One interesting concept is to establish the amount of capital funds you think you will 
need at retirement, then work backwards to find a return that will get you there, 
assuming $2,000 annual contributions are made to your IRA.   
 
Examples of other specific IRA objectives are: 
 

1. Achieve a 10 percent annual compound growth rate over each 
five-year period. 

 
2. Beat inflation by 3 percent on average over a three-year period. 
 
3. Equity investments outperform stock market by not less than either 

25% better than the S&P 500, or by two percentage points. 
 
4. Long-term bond investments should outperform the bond 

indicators by one percentage point. 
 
With these objectives, you have something to compare IRA performance with that is 
specific.  Either you accomplished them or you didn’t.  If it looks like your objectives 
were unrealistic, don’t be afraid to change them.  Likewise, when your personal 
situation changes, the goals and objectives may need modification as circumstances 
warrant. 
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THE TEN COMMANDMENTS OF IRA INVESTING 

Ten basis rules should govern the management of your account.  Following them will 
enable you to increase the odds of maximizing returns on your IRA investments, 
consistent with the level of risk you’re willing to assume.  Only the self-directed format 
allows you to implement fully all ten rules.  These ten rules are as follows: 
 
 

1.  ESTABLISH YOUR GOALS & OBJECTIVES AT THE VERY BEGINNING 
 

Match IRA investments to your overall investment philosophy, your stage 
in life, and your other investments.  Determine the parameters of risk 
you’re willing to take.  Quantify objectives so that you have something to 
compare investment results with. 
 

 

2.  MODIFY YOUR IRA INVESTMENT OBJECTIVES AS YOU MATURE AND AS YOUR 
 CIRCUMSTANCE CHANGE. 
 

You’ll probably want your portfolio orientation to evolve from one 
emphasizing moderate growth to one with a more conservative flavor as 
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you reach retirement age.  Protection of assets will be the driving force at 
this latter stage in life, but, once again, other individual circumstances will 
influence your IRA investment approach. 

 
 

3.  MAINTAIN ADEQUATE LIQUIDITY IN YOUR IRA 
 

This will enable you to take full advantage of new investment 
opportunities as they come along, as well as provide readily available 
funds if you have to make emergency withdrawals or face mandatory 
distributions at age 70 ½. 
 

 

4.  INVEST YOUR IRA FUNDS FOR THE LONG TERM. 
 

IRA investments should be made with a long-term perspective in mind, for 
you can’t draw funds out of the account without penalty until you reach 
age 59 1/2.   Unfortunately, most investors are too short-term oriented, 
always looking for the fast buck.  Studies have shown you don’t gain by 
constant trading, because transaction costs will eat up a large part of 
any profits. 

 
 

5.  INVEST YOUR IRA FUNDS FOR CURRENT YIELD. 
 

Go for high yields with acceptable risks.  As much as possible of the total 
return (defined as current yield plus capital gain or loss) should be current 
on the theory that a dollar today is worth more than a dollar received 
tomorrow, especially in the tax-deferred environment of an IRA.  Capital 
gains are never assured, whereas current income is money in the bank.  
Investors who go for steady returns will usually do better than those who 
go for home runs.  It’s also a lot easier on the nerves. 

 
 

6.  DIVERSIFY YOUR IRA HOLDINGS 
 

Spreading your IRA funds over a range of investments will reduce risks, so 
that if one turns sour, its impact on the total portfolio will be minimal.  You 
don’t want to be dependent on any investment.  A common mistake is to 
get too comfortable with one type of investment, be it real estate, zero 
coupon bonds, or whatever, and discount everything else. 
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7. PROTECT YOUR IRA ASSETS AGAINST INFLATION 
 
Always keep an eye on changes in the consumer price index.  Although 
the inflation rate has come down in recent years, it still erodes the 
purchasing power of the dollar.  And this could hurt at retirement time.  
IRA portfolios should include investments that act as a hedge against 
inflation. 

 
 

8.  SET UP MORE THAN ONE IRA   
 

This will enable you to maximize the investment potential of your IRA 
dollars.  It will give you greater flexibility.  With several IRAs, you can invest 
in mutual funds and limited partnership that may not be available when 
you have only one IRA at your disposal.  Weighing against this approach 
is the problem of paying too many administrative fees. 

 
 

9. DON’T REINVEST DIVIDENDS AND OTHER CASH DISTRIBUTIONS IN THE SAME 
 IRA.  INVESTMENT YOU’RE ALREADY ADEQUATELY DIVERSIFIED.   

 
You should let the cash build up to the point that new investment can be 
made.  This will enable you to diversify as fast a possible, especially in the 
early years when your IRA is likely to be relatively small. 

 
 

10.  ERIODICALLY REVIEW YOUR IRA’S INVESTMENT PERFORMANCE AGAINST THE 
 GOALS AND OBJECTIVES THAT YOU’VE ESTABLISHED. 

 
Every so often you should take an accounting of how your IRAs are doing.  
Measure them against the standard market indices.  Based on the results, 
adjustments can be made in the mix of portfolio investments.  If 
performance is poor, replace your investment advisor; if you’re managing 
the IRA yourself, find someone who can do a better job. 
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IRA TAX FORMS AND ISSUES 

Congress enacted legislation that created the universal IRA.  The IRS established rules 
and regulations and created forms to keep it alive.  Owners of  self directed IRAs are 
about the same position as those with other types of IRAs when it comes to paperwork 
and tax forms.  Obviously, if you own more than one IRA, you will expect to have 
additional paperwork, but it’s more a matter of keeping track of the paperwork on 
several accounts.    You shouldn’t have any difficulty unless you do a lot of rollovers, 
withdrawals, or inadvertently make an excess contribution. 
 
There are several occasions when you’ll come in contact with the IRS and its IRA forms.  
First, you need to put IRA contribution information on your 1040, or 1040A if you file this 
short form.  This is as easy as putting down $2,000 on line 26 called “IRA deduction."  In 
fact you should derive a great deal of pleasure from writing in the amount as an 
adjustment to your income.   
 
You will also have to put IRA rollover information on the Form 1040.  Put the total 
received on line 17a and the portion that is taxable on line 17b.   The IRS has 
developed some worksheets to help you figure out which part of distribution is taxable. 
 
If you run into the problem of having made an excess contribution, a premature 
withdrawal, a prohibited transaction, or an excess accumulation, the IRS also has a 
separate form for reporting the more unusual transactions.  It’s called Form 5329, Return 
for Individual Retirement Arrangement Taxes. 
As the name of the Form 5329 implies, you’ll pay taxes if any of the above situations 
arise.  We will not delve further into completing this form other than to advise you that 
you’d better fill it out and pay Uncle Sam any penalty taxes due. 
 
The IRS requires all trustees and custodians to report IRA distributions on Form 1099-R.  
One copy goes to you and another to the IRS.  This form is called Statement for 
Recipients of Total Distributions from Profit Sharing, Retirement Plans and Individual 
Retirement Arrangements. 
 
One of the 1099-R forms will be issued if you have a premature distribution, a rollover, a 
distribution because of disability or death, a prohibited transaction, a normal 
distribution, an excess contribution refunded (including any earnings on it) and transfer 
to spouse because of divorce.  What you do with this information should be consistent 
with what you put on your Form 1040 and your Form 5329.  The IRS wants you to leave a 
trail for where your IRA monies go.  If they can’t be tracked, then the revenuer’s 
computers will start asking questions.   
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You shouldn’t have any trouble dealing with these forms if you read the instructions 
carefully.  And you can always ask your financial advisor or your IRA trustee or 
custodian how to interpret the information and then transcribe the numbers to the 
proper IRS form. 
 
 

PENSION FUND ROLLOVER  
 
Those persons who change jobs or retire and receive a lump sum distribution from their 
qualified retirement plan have to decide whether or not to roll over the funds into an 
IRA.  Only employer contributions can be rolled over; your voluntary contributions have 
already been taxed and aren’t eligible for an IRA rollover.  This decision to take a lump 
sum cash payment or to rollover the funds into an IRA is a difficult one for persons who 
are close to retirement and need the extra funds to support themselves.  For others, the 
choice may be easier. 
 
One special type of rollover is the “conduit IRA.”  This is used when you put you lump 
sum retirement plan distribution in a holding pattern after you switch employers.  In 
order to make this work, you must place the distribution in a separate IRA, keep all the 
funds in it and make no further contributions to this conduit IRA.  You can’t commingle 
these funds with any other IRA funds.  When the time comes to switch to another 
pension plan, terminate the conduit IRA and sent the funds along. 
 
The tax code provides special advantage to those who take lump sum distributions 
from retirement plans.  The funds are eligible for what is known as special “ten-year 
income averaging” in calculating your tax liability.  This works as follows:  divide the 
lump sum distribution by ten and add $2,390.  This latter figure was the standard 
deduction for a single person for 1985, but increases each year based on the inflation 
rate.  Next, figure the tax on the resulting amount using single taxpayer tables.  Then 
multiply this number by ten to arrive at the total tax due the IRS for the lump sum 
distribution. 
 
The tax resulting from ten-year averaging is very low because, in effect, you assume 
that the lump sum was the only income received in each of the ten-years.  For 
example, on a $40,0000 distribution, the tax would be a little more than $5,000 for a 
person filing a joint income tax return.  Treating the sum as ordinary income would result 
in a $16,000 tax just on the distribution for a married couple with $50,000 in taxable 
income, who are already in the 38% tax bracket without taking into account the 
pension distribution.   
 
As it turns out, notwithstanding this favorable tax treatment, you will usually be better off 
rolling your pension distribution into an IRA if you can spread the withdrawals over a 
long period of time.  That’s because the funds in the IRA will continue building up tax-
tree and in a very short time you’ll come out ahead with the IRA rollover.  Continuing 
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with the above example, a 10% rate of return was used for earnings, both inside and 
outside the IRA. 
 
With the IRA option, you are ahead by over $80,000, or almost twice the amount you’d 
have if you were to take the ten year averaging.  As the above example shows, if 
you’re 15 years away from retirement and don’t need the funds, the magic of IRA 
compounding will almost always result in a much larger retirement nest egg than 
paying the taxes using the ten year averaging method and reinvesting the funds 
outside the IRA where the earnings are taxed.  
 
Even if you have to pay taxes on distributions from your IRA at the 50% level after 15 
years, and you withdraw everything in one lump sum, you’ll be left with almost as much 
as under ten year averaging ($83,535 versus $86,123).  But this is a most unlikely scenario 
and doesn’t take into effect the tax savings from regular income averaging, assuming 
it remains in the tax code.  It’s more likely you’ll be in the 25 to 35% tax bracket, 
withdrawing a much smaller amount of funds from your IRA each year. 
 
Some will take the ten year averaging alternative because they need the funds 
immediately.  For instance, a middle-aged person who just left a corporation may want 
to use the funds to start up or buy an existing business.  He has not other alternative 
other than to borrow or find equity capital from other sources.  He can’t afford to tie 
the funds up in an IRA. 
 
You might think you can get the best of both worlds by taking the lump sum, paying the 
ten year averaging tax, and then investing the difference in tax-free bonds.  But this 
really restricts your investment flexibility.  And if you’re in a low bracket, you’d be better 
off with taxable bonds and higher yields.  In addition, if your lump sum is sizable, then 
the tax bite will become progressively large, leaving a smaller portion to invest on the 
outside. 
One more option is available.  You can pay the ten year averaging tax and take the 
deferred annuity route on lump sum distributions.  When you retire and take payments, 
only a portion of the income attributable to earnings on the annuity is taxed.  However, 
this is better only if you know you will get high interest rates throughout the build-up and 
distribution phases of the annuity.  Unfortunately, insurance companies are in a position 
to guarantee rates for only a few years.   
 
For a lot of people, the addition of pension monies to the IRA will make it significantly 
larger.  A $50,000 rollover into a $10,000 account will increase it by six times.   With the 
bigness comes both problems and opportunities.  The problem is that having worked 
and saved hard all these years to build these pension assets into a considerable sum of 
money, the tendency is to become over-conservative in their management. 
 
The opportunities come from the ability to provide better diversification for your self-
directed IRA and take advantage of a broader range of investment possibilities.  With 
$60,000 at your disposal, you can invest in some rather illiquid partnerships that would 
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not be available to you had you less funds.  It will also enable you to develop your own 
portfolio of common stocks that best suits your needs. 
 
In the final analysis, you’ll have to work out the advantages and disadvantages of 
rolling over a lump sum distribution into an IRA.  Your financial advisor can help with 
number crunching on his computer.  However, once a decision is made (don’t forget 
the rollover must be completed within 60 days), it’s difficult to reverse.  You can revoke 
your rollover decision without penalty before the due date of your tax return for that 
year (i.e. by April 15th of the following year).  If you miss the deadline, you can still elect 
ten-year forward averaging by filing an amended return and paying the 6% penalty 
and treating the rollover as an over-contribution to your IRA 
 
 

KEOGH / SIMPLIFIED EMPLOYEE PENSION PLANS 
 
One other type of pension plan related to IRAs.  Should a self-employed person set up 
a Keogh plan or should he put his retirement contributions into a simplified Employee 
Pension plan, also known as a SEP?  This latter funding mechanism allows self-employed 
persons  to combine their retirement contributions and IRAs into what is known as a SEP-
IRA.  In this way they don’t have to create another, more complicated retirement plan, 
but can use their existing IRAs.  Adding extra funds to the IRA gives it faster growth 
power. 
 
As a self-employed person using a SEP, you don’t have to be concerned with the 
paperwork connected with a Keogh - there’s no IRS form 5500-C to file by July 15th.  This 
mandatory report is a rather confusing five pages long.  It asks for information on your 
investments, income and expenses for your Keogh’s most recent fiscal year.  This 
reporting requirement was instituted to bring small pensions (single persons or over 10% 
owners) under the same rules as corporate pensions and large Keoghs.  Fortunately the 
5500-C is required only once every three years; in the intervening years a simpler 
update is all that’s required. 
 
An employer can also make SEP contributions directly to your IRA. The contribution is 
counted as additional compensation, but you can also take it as a deduction from 
gross income.  Because annual contributions of up to 15% of net income, or $30,000, 
whichever is greater, are allowed for SEPS, your self-directed IRA can build quite fast 
under this arrangement.  This allows you greater flexibility and diversification 
opportunities.  All amounts eventually distributed from a SEP-IRA are taxed in full as 
ordinary income. 
 
The biggest disadvantage of the SEP-IRA, compared to the Keogh plan, is that you can 
only contribute the lesser of 15% of your net income, or 430,000, whereas with the 
Keogh, you can contribute up to 20% or $30,000.  So for those who are under the 
$30,000 limit and would like to maximize their contributions, they’ll probably want to 
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stick with the Keogh.  Those who don’t plan on contributing as large a percentage of 
earnings will be better off with the SEP-IRA. 
 
 

EXCESS CONTRIBUTIONS 
 
There may be a time when you make an excess contribution to your self-directed IRA in 
error.  One alternative is to carry the excess funds contributed before the end of the 
calendar year into the next and count this as part of your maximum $2,000 
contribution.  You must file form 5329 with the IRS and pay 6% on the amount carried 
forward. 
 
You can correct this error without having to pay the penalty.  Don’t deduct the excess 
from your income, but withdraw these funds from one of your IRAs plus any earnings on 
them, by the due date for your tax return.  You won’t be hit with the 6% penalty, but 
any earnings on the excess contributions will be subject to the 10% premature 
distribution penalty if you’re under 59 ½. 
 
For example, suppose you inadvertently paid an extra $500 to your IRA and earned $35 
interest on it.  Right at tax preparation time you discover your mistake.  Withdraw the 
$535 before you file your return and pay the $3.50 penalty on the withdrawn earnings 
(i.e., the earned interest).  If it’s difficult to determine what the amount earned on the 
excess funds was, then look at the earnings from various investments in your IRA and 
pick the lowest return.  This way you won’t over penalize yourself.  You also need to 
check with your state tax authority to see if additional state income tax penalties apply. 
 
One other alternative is available.  You may have a valid excuse for having excess 
accumulations in your IRA.  In this case, attach Form 5329 to your 1040 and pay the 
additional tax.  But also send along an explanation and show what steps you’ve taken 
to correct and remove the excess.  If the IRS approves your excuse, then you’ll get your 
money back. Good justification for the error includes bad advice from your advisors or 
the fact that you didn’t understand the formula.  These reasons seem pretty broad.  It 
appears the IRS will be fairly lenient towards excess contributions during the early years 
of the universal IRA. 
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11 

 

AN IRA PORTFOLIO 

In this chapter we will talk about the various components of the IRA portfolio, which are 
as follows: 
 

HISTORICAL RATES OF RETURN 
 
Let’s take a look at the historical rates of return provided by various types of 
investments.  Fortunately, one such study has been conducted comparing returns for 
common stocks, long-term bonds, short-term money market instruments, and real 
estate with the consumer price index and average hourly wages. 
 
This study showed how the value of a $1,000 investment, including reinvested income, 
has fared during the period from July 13, 1970 to June 30 1984. 
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Although fourteen years is not a relatively long period of time, it does indicate the most 
recent performance figures, The reason the performance does not go back further in 
time is that the real estate figures are only available for that period.  The Prudential 
Insurance company of America created its Prudential Property Investment Separate 
Account (better known in the financial and real estate communities as PRISA) in July, 
1980.  This open-ended commingled account has gross assets of over $4 billion held 
collectively for over 400 pension funds.  It’s the world’s largest pooled pension real 
estate fund and has the longest operating history of any major property fund in the 
United States. 
 
Not surprisingly, real estate fared best during this time, with a compound growth rate of 
11.6%.  The high inflation rate of the 1970s certainly helped its performance.  Stocks did 
next best with a 9.6% return, thanks mainly to a stellar performance since August 1982.  
This is slightly above the long term historical rate of 9% for stocks.  Long-term bonds 
ended up in last place because of the general rise in interest rates during the 1970s.  
This loss of capital offset the high current yields available in many of those years.  It 
should also be noted that these returns were calculated from starting points which 
were near the June 1970 bottoms for both stocks and bonds. 
 
It goes without saying that history rarely repeats itself, especially when the financial 
markets are concerned.  There’s no assurance that real estate will continue to 
outperform the other types of investments, or that stocks will repeat their above 
average performance.  No one can predict for sure what investments will do best in 
the future.  That’s why a diversified self-directed IRA portfolio is a must.  
 
 

MANAGING PORTFOLIO RISK 
 
No matter which portfolio allocation techniques is chosen, you’ll want to be sure your 
self-directed IRA is adequately diversified.  The objective is to minimize risk, so that if one 
investment goes bad, the value of the whole IRA will not be affected in any significant 
way.  All rational investors would like to preserve principal, have it readily available, 
and maximize total returns at the same time.  Unfortunately, all these objectives can’t 
be achieved simultaneously, trade-offs have to be made.  Risk can be defined as the 
variability of an investment’s expected rate of return.  The greater the variation, the 
greater the risk.   
 
Money market instruments have the least amount of variability as far as rates of return 
are concerned, but also offer the lowest rates.  Growth stocks, on the other hand, have 
the greatest potential rate of return, but with the most variability.  Bonds fall somewhere 
in the middle of the other two securities. 
 
 
The five specific types of risk associated with invested are purchasing power risk, 
interest rate risk, market risk, business risk, and industry risk.  Sometimes the first and 
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second risks are related.  If your IRA investment returns fail to keep pace with inflation, 
then you’re an unfortunate victim of purchasing power risk.  Fixed-income investments 
are most exposed to this type of risk, as they are with interest rate risk.  Interest rates 
often go up with inflation.  You can insulate against purchasing power risk by holding 
investments in your self-directed IRA that will increase in value if inflation goes up.  
Historically, real estate has been cited as just such an investment. 
 
Interest rate risk is the risk of loss of principal due to fluctuations in the level of interest 
rates.  As interest rates move up, the prices of bonds move down to adjust to the higher 
current returns available in the market place.  This risk is most prevalent in the medium 
and long-term bond market; as interest rates move up and down, the prices of these 
bonds tend to fluctuate widely. 
 
Assume five bonds with maturities ranging from 5 years to 25 years are each selling for 
par.  If interest rates rise by two percentage points, the price of all the bonds will drop.  
Depending on the yield curve,  longer maturities will drop in value more than shorter 
maturities.  And the difference could be as much as 15%, just on a two point rise in 
interest rates. 
 
The primary way to protect against interest rate risk is to hold short to medium-term 
securities.  You especially don’t want to hold long-term zero coupon bonds because 
they will lose value the quickest when rates go up. 
 
Market or systematic risk is the risk that a general decrease in stock market prices will 
cause the prices of the securities in your IRA portfolio or mutual fund to go down, 
irrespective of their underlying fundamental value.  When the broad market indicators 
go up and down, the prices of most stocks follow suit.  Various studies have shown that 
one-half of the movement in individual stock prices is accounted for by market 
fluctuations. 
 
One way to protect yourself against this type of risk is to buy stocks of companies 
traded in foreign stock markets, which often move in the opposite direction of the 
United States market.  Another way is to buy stocks of gold and silver companies, 
whose shares often rise in price when the stock market declines. 
 
Industry risk is the risk that a whole industry will experience financial difficulties and all 
companies in it face the same adverse outcome.  This could be the result of increased 
foreign competition, changes in government policies or general economic conditions, 
or new technologies.  Recent examples of industry risk have been the declines in the 
steel industry, the nuclear power industry, the farm equipment industry, and the 
electronics business. 
 
 
Industry risk can affect the values of both stocks and bonds in your self-directed IRA. 
Lower cash flows and earnings impact the ability of the company to declare dividends 
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on their common stock and make interest payments on t heir debt.  The best way to 
insulate your IRA portfolio against this risk is to diversify holdings across industry lines. 
 
Business or unsystematic risk is the possibility of a failure or temporary set back for one 
particular company in which you have invested your IRA funds.  Again stocks and 
bonds are both subject to this risk.  The risk of financial collapse, even bankruptcy, can 
come from bad management practices, lack of adequate financing, or a 
combination of the two.  Firms with high business risk will be characterized by 
fluctuating sales and profits.  They may be in cyclical industries, or they could be growth 
companies that stop growing.  As with industry risk, the best way to deal with business 
risk is to diversify adequately. 
 
Your total IRA portfolio risk is a function of the type of individual investments in it.  Each 
security has some degree of independence from and interrelationship to other 
securities in the portfolio.  This could be a positive or negative number; if positive, the 
security values move together.  If negative, the values move in opposite directions.  
Likewise, some stocks have higher betas because their movements are greater than 
the market; others have low betas and move less in than the market.  A security with a 
beta of one moves in concert with the market. 
 
If you want to minimize overall risk in your IRA portfolio, then you should select 
investments that move in opposite directions from one another.  Therefore, when one 
sector decreases, the other will increase.  According to modern portfolio theory, the 
impact of a particular security on the overall portfolio depends on its return, its risk 
(uncertainty of return) and the movement of it in relation to others, known as 
covariance.  It’s strange but true that the addition of a risky security may make the 
overall portfolio less risky, maybe even more so than by adding a conservative security.  
On the other hand, if it’s the same as the others, it does little to reduce risk.  Some 
investments, which have historically moved in opposite directions from one another, 
are paired below: 
 
  Bonds     real estate 
  Yield stocks   growth stocks 
  Gold & silver    
  U.S. stocks   international stocks 
  Money market yields stocks 
  Capital goods stocks defensive stocks 
  Oil stocks   airline stocks. 
 
Those prices tend to move together include: 
  Stocks    bonds 
  Yield stocks   bonds 
  Bank stocks   bonds 
  Building stocks  bonds 
There’s another trap to avoid with your self-directed IRA; don’t overload it in one 
direction.  For example, if you think interest rates are going to drop, invest in interest-
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sensitive stocks, but don’t lengthen your bond portfolio at the same time by switching 
from short-term to long-term bonds.  This gives you a double risk exposure.  If you’re 
wrong and interest rates rise, you’ll be hurt twice.  In this situation you should probably 
hedge your IRA portfolio by staying short in the bond market. 
 
 

TECHNIQUES 
 
The IRA portfolio allocation process can be approached in several ways.  Some experts 
advocate shifting funds among money market instruments, stocks, and bonds as 
economic conditions change.  When the economy is about to start on its upward path 
of the business cycle, the investor would be wise to shift emphasis out of bonds into the 
stock market.  These conditions should be bullish for stocks, but bearish for bonds as 
interest rates rise in a heated economy.  
 
As the business cycle nears its peak, the IRA investor should move funds out of the stock 
market and into bonds.  This is the time when inflation slows down and the Federal 
Reserve loosens credit.  Stock prices will usually decline and bonds will become more 
expensive as yields drop. 
 
You can try your hand at guessing the peaks and troughs of the business cycle; 
however, this is often difficult to do with any consistency.  It may be slightly easier to 
make a move once a clear  trend has been underway for some time.  Even the best 
economists have trouble trying to make accurate predictions of what the inflation rate 
will be over the next year, let alone the percentage by which gross national product 
will grow.  Your task will be just as hard.   
 
This economic timing approach may or may not work for you.  But in any event, 
expected changes in economic conditions should have an influence on the portfolio 
mix you choose at any particular point in time. 
 
Professional stock market timers use a slightly different approach.  They look at cash 
flows going into and out of the stock market to determine whether it will go up or down.  
They believe major turns are based on investor psychology.  Net cash flows into the 
market are a bullish sign; net outflows are a bearish sign.One advantage with doing 
timing in an IRA or with any other tax insensitive funds is that there’s no concern over 
the tax consequences of short-term trading.  Good market timers will switch out of 
stocks into money market equivalents on a moment’s notice when either the bond or 
stock market is moving down.  Most mutual funds, on the other hand,  generally don’t 
go heavier than 30% into cash positions.  Some investors find there’s too much constant 
exposure to the stock market with equity mutual funds, they’re more comfortable with 
the pure timers. 
The market timers like to chart how an investment would perform, both with and 
without the benefit of market timing.  Market timers time with mutual funds (usually with 
the no-load variety), moving back and forth between aggressive growth funds and 
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money market funds.  (There’s even a bond timing fund that shifts between bond 
mutual funds and money market funds.)  Some have had good records in recent years, 
but the techniques is too new to be fully tested over a long period.   
 
Unfortunately the minimum fees charged by most market timers are too steep for a 
small IRA.  They can range upwards to 3% of net assets per year.  If you have built up 
your account to more than $25,000, or had a large rollover, then it may be worthwhile 
to pay for the services of a timer.  Also, some mutual funds practice timing as part of 
their investment strategy.  There’s no extra fees for this service and the cost to the small 
IRA investor is much less. 
 
Another portfolio allocation technique is to divide up assets according to your beliefs 
about expected returns from each investment category.  Again, the three basic types 
of assets - money market instruments, stocks, and bonds - are considered.  Expected 
total returns (income and capital gain or loss) for each of the asset types are estimated 
and the amount of risk an IRA investor is willing to take is considered. 
 
Predicting investment returns over the next few years can be a formidable task for the 
non-professional IRA investor, as well as the astute academics with their sophisticated 
computer models.  Therefore, inflation rate expectations may be substituted as an 
indicator of how different types of investments will perform.  With various rates in mind,  
estimates of expected returns and their variability can be made for short-term debt, 
stocks and bonds. 
 
An appropriate portfolio can be developed based on these inflation expectations.  For 
example, an IRA investor looking for relatively high inflation rates of 10% would put a 
heavy percentage of assets into money market instruments, where the yields might 
reach 15%.  On the other hand, someone forecasting low inflation rates of 4% would be 
more inclined toward t he purchase of stocks for an IRA, for this strategy would earn a 
total return of 125. 
 
Another portfolio allocation technique is to convert your personal IRA investment 
objectives into a portfolio mix, which most closely reflects them.  For example, 
objectives such as high current income, long-term growth, safety of principal, and low 
variability can be weighed or ranked in importance.  A composite may be translated 
into various mixes of money market, stock and bond assets in the self-directed account.  
This is not a timing approach; it’s directly keyed into your goals and objectives as they 
related to risk and return.  You change the mix, based on changes in your objectives. 
 
 

LIQUIDITY 
 
Another point to keep in mind when considering the proper portfolio mix for your self-
directed IRA is your need for liquidity.  Absolute liquidity is the ability to sell an 
investment and raise cash quickly without losing principal or forfeiting interest.  You 
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might have several reasons for wanting to liquidate part of your portfolio in a hurry.  You 
may want to take advantage of an unusual investment opportunity.  You may need to 
make an emergency withdrawal.  You may want to begin periodic withdrawals at age 
59 ½, or you must begin mandatory distributions at age 70 ½.  Whatever the reason, it’s 
nice to have some ready cash or cash-equivalents in your self-directed IRA at all times. 
 
The following categories of  IRA type investments are ranked according to liquidity, with 
the most liquid appearing first: 
 
VERY LIQUID    

1. Cash 
 
2. Money market funds. 
 
3. Short Term funds. 

 
 
MODERATELY LIQUID  

1. .   Medium-term bonds. 
 
2. Stock and bond mutual funds. 
 
3. Stocks. 
 
4. Long-term bonds. 

 
 
LIQUID    

1. Limited partnerships. 
 
The percentage of your IRA portfolio kept liquid may vary from 5% to 20%, or even 
higher if you’re practicing market timing techniques.  If the IRA is your only of potential 
cash for an emergency fund, then you’ll probably want to hold a higher percent in 
liquid securities. 
 
 
 
 

REAL ESTATE 
 
Many of the large and small pension funds have begun to increase the exposure of 
their portfolios to real estate.  A study by Greenwich Research Associates showed that 
between 1979 and 1983, the percentage of Fortune 100 companies with real estate in 
their pension plan portfolios increased from 30% to 74%.  This investment medium has 
provided attractive total returns from both current income and capital appreciation. 
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In periods of unexpected high inflation, when real returns on stocks and bonds diminish, 
and in some instances, become negative, real estate has generated positive returns.  
Real estate values are less likely to drop in uncertain periods, although the rate of 
appreciation varies from time to time.  Simply put, real property has proven to be a 
good hedge against inflation.  And even if inflation continues to trend downward, real 
estate must still be considered as an important vehicle to protect the purchasing 
power of pension and IRA assets. 
 
Real estate clearly is a long-term investment - what makes it particularly pleasing to IRA 
owners is that it doesn’t fluctuate in price every day the way stocks and bonds do.  It 
has a record of consistent performance.  Many IRA investors don’t want to move funds 
among a variety of investments, trying to guess the tops and bottoms of cyclical swings 
in the financial markets.  Real estate also provides another avenue for portfolio 
diversification, the opportunity to add one more dimension to IRA holdings, and reduce 
the volatility of total returns. 
 
 

MONEY MARKETS 
 
Money market equivalents have a prominent role in the management of a self-
directed IRA.  This is where funds should be parked in times of uncertainty, particularly 
when an investor is concerned that the stock or bond markets are too high.  This type of 
investment will be particularly important to those who try to time movements in these 
markets. 
 
Money market funds have no risk of principal loss, although their yields will vary with the 
general level of short-term rates.  Considered the safest and most secure of all 
investment, their total returns will usually be modest.  Most self-directed IRA investors will 
always have some portion of their funds in money markets, even if it’s only interest and 
dividend payments that were swept in from other investments, waiting to be reinvested 
at the right moment. 
 
 

EQUITIES 
 
Equities are more volatile than fixed-income securities and should be held for the long 
term.  The common stock does not promise anything, but has the potential for high 
returns through growth in corporate earnings and dividends.  Exposure to the stock 
market entails the greatest risk, although this can be minimized somewhat by investing 
in higher-yielding, less volatile stocks. 
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The high-yield investment manager will look for undervalued stocks with high current 
dividends, low price-earnings ratios, and a low market to book value ratio.  You or your 
advisor should to the same when searching for individual stocks for your self-directed 
portfolio.  Or you should find a mutual fund manager with the same philosophy of 
equity investing. 
 
The weighting of equities should be such that the total portfolio will meet overall IRA 
objectives. This means the IRA investor may shoot for aggressive growth, growth, or 
income and growth.  Capital appreciation is usually the byword of equity investing, but 
this is not necessarily true for IRA owners who want to emphasize current income.  A 
person approaching retirement age should think about selling stocks in his self-directed 
IRA approximately five years ahead of time, for he certainly doesn’t want to be bailing 
out in a down stock market when liquidity is needed. 
 
Over the years, common stocks have shown a good growth rate, higher than inflation.  
With a proper selection of individual stocks, convertible bonds, or mutual funds that 
invest in these securities, this part of your self-directed IRA portfolio should do quite well 
as long as the American economy maintains its overall historical growth patterns.  And 
it helps even more if you and your professional advisors can beat the market averages. 
 
 

FIXED INCOME SECURITIES  
 
Among the most popular types of IRA investments, particularly zero coupon bonds, 
fixed-income securities are in the middle when it comes to risk and return, even though 
the Goldman Sachs’ statistics indicate they’ve had a rocky road of late.  Bonds have a 
promised stream of cash flow consisting of interest payments and a date certain when 
the principal is to be paid.  This is supposed to give the investor greater confidence in 
the security.  Notwithstanding, in recent years there has been an increasing volatility 
associated with the fixed-income markets, particularly the one for long-term bonds, as 
interest rates have fluctuated widely within relatively short periods of time.   
 
Fixed-income securities should probably represent a smaller percentage of the total 
IRA portfolio for young persons and a higher percentage for older persons.  For those 
needing liquidity, short-term securities are best, even though an IRA portfolio may 
sacrifice several percentage points in yield.  The maturities may also be staggered (as 
with zero coupon bonds) so that they don’t all mature at once but provide steady cash 
flows. 
 
Persons with self-directed accounts should not try to trade bonds.  Most fixed-income 
investments for IRAs will probably be purchased through the mutual fund medium to 
gain maximum liquidity and diversification for a small amount of funds.  You should let 
these professional bond traders move up and down the yield curve searching for the 
best values, rather than attempt this yourself. 
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12 

 

THE SELF DIRECTED ROUTE 

PLANNING AT THE BEGINNING OF YOUR CAREER 
 

SINGLE PERSONS  
 
Mark James is 28 and has been working for five years since his graduation from college.  
He’s an assistant marketing manager for a medium size consulting firm in the northeast.  
His current salary is $37,000 and he expects to increase at a 7 - 10% annual clip as he 
moves into higher positions of  responsibility with the firm.  He has a pension plan with his 
company, for the plans on leaving his current employer within a few years.   
 
Mark also believes he should settle down and get married when the right person comes 
along.  He spends a lot of time and money dating, dining and traveling on the 
weekends.  He eventually would like to move out of the apartment he’s renting and 
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buy a place outside the city.  But he’ll probably wait until he gets married before 
becoming a suburbanite. 
 
Mark has saved a few dollars since he began working.  With his business school 
background, he considers himself a fairly sophisticated investor.  He relies on a broker 
for recommendations on which stocks to buy.  Mark has $10,000 invested in companies 
that have good growth potential, but he has yet to make any money in the market.  It 
seems that he has a tendency to buy stocks that are already fully priced compared to 
their long-term prospects.  Mark also owns a real estate limited partnership purchased 
several years ago to ease his tax burden.  Except for his IRA contributions, he has 
virtually no other tax deductions available to him. 
 
The first year mark opened an IRA, the put the $2,000 in a two-year certificate of 
deposit at a local bank, figuring that there was nothing else to do with such a small sum 
as far as making a meaningful investment was concerned.  He has rolled this CD over 
every eighteen months since then. 
 
The next two years he decided to put the IRA contributions in two different aggressive 
growth mutual funds, where he could aim for capital growth and at the same time 
reduce risk through diversification.  He opted for dividend reinvestment plans with each 
fund.   
 
The fourth year, his broker told him the best way to beat inflation with his IRA was to 
invest in a real estate limited partnership that was income oriented, as opposed to tax 
oriented.  Mark agreed and opened up a self-directed IRA with his broker’s firm in order 
to make the purchase.  Concerned about the risks of investing in the stock and bond 
markets, Mark decided to put this year’s $2,000 contribution into another bank 
certificate of deposit. 
 
The total value of his IRA holdings is now $11,400 after five years of contributions.  Mark is 
not satisfied with this performance and wants to make some changes.  Looking for 
more security and steady growth, he’s starting to realize that if he begins job-hopping, 
he may not be able to count on a corporate pension when the retires.  And Social 
Security benefits don’t appear to be all that certain.  Mark figures that by adding up to 
30 to 35 years of IRA  contributions, and getting a steady 12% return on them, his IRA will 
be worth over $500,000 and he’ll be in pretty good financial shape when he finally 
hangs up his hat.  He’ll be more than content if he can achieve this objective. 
 
In analyzing Mark’s portfolio, several things are readily apparent.  First, it’s fairly well 
diversified between money market instruments, equities and real estate.  This probably 
reflects his business school training.  Second, part of it is oriented toward his objectives 
of long-term growth through the equity and real estate portions oft he portfolio.  These 
make up 55% of the total value. 
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One of the main negatives is that the portfolio is somewhat illiquid, with the certificates 
of deposit being subject to early withdrawal penalties and the limited partnership 
being completely illiquid (it could be sold, albeit at a deep discount from present 
worth).  This limits his flexibility.  The other negative is that too large a portion of the 
portfolio is weighted toward aggressive growth.  Both mutual funds make risky 
investments in small, emerging high-tech companies. 
 
What are Mark’s options?  For one, he should consider adding funds to the self-directed 
IRA to take advantage of its investment potential.  This can be accomplished by 
cashing in the bank certificates of deposit when they come due and rolling them over 
into the money market funds used by his brokerage firm’s self-directed account  This will 
give him more investment flexibility and liquidity. 
 
Second, he should sell the poorer performing of the two mutual funds and roll over the 
proceeds into his self-directed IRA.  They should use $6,000 of the $7,050 available to 
purchase a convertible bond fund or equity-income fund which would have high-
yielding stocks with some growth potential.  He should use $1,000 to buy shares in a 
good quality real estate investment fund, with all dividend swept into it.  That way, he 
will have ready cash to make other purchases when the right opportunities present 
themselves. 
 
Mark now has a higher percentage of the IRA portfolio in equities and real estate, but 
has not taken on much greater risk.  This will give him more conservative growth 
consistent with his revised objectives. 
 
 

MARRIED COUPLE 
 
Jack and Mary Mitchell are a young couple in their late twenties who have been 
married six years.  The live in a townhouse purchased three years ago in a pleasant 
suburb of Chicago.  The Mitchells met during college, dated for several years and then 
decided on a permanent relationship.  Both work, Jack is a $33,000 a year architect 
with a small firm in the city, and Mary earns $35,000 a year as a legal intern. 
 
The Mitchells plan on having two children in the next five years.  They also know they’ll 
need to move out of the townhouse into something larger when their family size 
increases.  With a combined income of close to $70,000, Jack and Mary save about 
$10,000 a year.  This is even after partaking in two of their favorite pastimes, eating out 
at the best local restaurants and traveling around several times a year. 
 
Mary plans to continue her job until she has children, and then will return to her 
company when the youngest reaches three.  Jack plans to stay at the architectural 
firm until Mary resumes work.  The he’d like to join forces with a friend and start a new 
firm downtown which specializes in commercial renovations. 
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The Mitchells have amassed $40,000 as an investment kitty.  They plan to use it for a 
larger house and for start-up expenses when Jack opens the doors of his own firm.  They 
hope to live on Jack’s salary while Mary is on leave with the children, although they 
probably won’t be able to save anything during this time period.  Right now their 
investment funds are in a money market fund, several growth mutual funds, and some 
individual tax-exempt bonds. 
 
Both Jack and Mary participate in their company’s pension plans, but are only partially 
vested.  They expect that pensions, including a Keogh or other qualified plan that Jack 
establishes when he starts his own firm, will provide a good portion of their retirement 
income.  They will not be totally dependent on their IRAs. 
 
The Mitchells are not very sophisticated in the ways of investing, but manage to read 
some of the popular business and financial magazines.  They’re basically conservative 
investors, but would like to change this approach as they become more familiar with 
the world of high finance.  They picked their own no-load mutual funds, and bought 
the tax-exempt bonds through a local securities firm.  Jack and Mary don’t have a 
regular stockbroker, but are considering engaging the services of a financial planner to 
see them through the next five year. 
 
Each of the Mitchells has made four years of IRA contributions.  They didn’t contribute 
to an IRA in 1982, the first year they were available to every working person, because 
the6y had just started their careers and were saving for a down payment on their 
townhouse.  Jack’s IRA is now worth $9,250, while Mary’s is valued at $9,500. 
 
Jack and Mary invested their first two IRAs in bank certificates of deposit.  They started 
out with fairly high interest rates locked in for a period of four years.  Soon, several of the 
CDs will mature and the Mitchells will be faced with a difficult reinvestment decision 
because CDs are carrying much lower rates. 
 
The next year the Mitchells put their IRA funds into two different balanced mutual funds 
of the no-load variety.  The funds have performed moderately well, generating 
relatively good income from the bond holdings and a small amount of unrealized 
capital appreciation from the stocks. 
 
Most recently, with interest rates down, Jack and Mary have decided to maximize their 
returns with a high-yielding mutual fund that invests in junk bonds.  They feel this will 
provide them a much better yield than they could be from a bank CD or money 
market fund. 
 
It is obvious that Jack and Mary’s IRA portfolio has a conservative bent to it, with most 
of the assets in fixed income securities, and a small portion in equities through 
ownership of the balanced funds.  Although the measure of diversification, and their 
holdings are mostly short-term, so they’re not subjecting themselves to interest rate risk. 
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Their biggest worry is with the high-yield mutual fund, which could go down in value if 
interest rates increase.  And this bond fund would be even more volatile if the rate 
spread between junk bond and the highest quality bonds happen to widen. 
 
The Mitchells should become a little more aggressive with their IRA investments, 
knowing they have a long ways to go before retirement and both plan to continue 
work until that time.  A little aggressiveness now will pay off in a larger nest egg later on.  
The Mitchells are also leaving themselves short when it comes to protecting their IRA 
assets against future inflation. 
 
One further observation.  The Mitchells have all their IRA interest and dividends 
reinvested in the stock and bond mutual funds, even though they could have the 
distributions swept into a money market fund.  They’re not accumulating cash 
balances for further diversification.  Also, the Mitchells have six separate IRAs which 
might be reduced in number to save on administration fees. 
 
The Mitchells should combine their separate IRAs when it comes to portfolio 
management, together they have a total of almost $20,000 in them.  They don’t need 
to duplicate each other’s IRA investments but should spread them around for more 
diversification. 
 
The Mitchells should hold on to the CDs until maturity because they’re throwing off 
good yields for short-term securities and the penalties for early withdrawal are harsh.  
Jack should liquidate his lesser performing balanced fund.  Finally, both should sell their 
shares in the high-yield bond fund. 
 
With $20,000 between them, they should each consider opening up self-directed IRAs.  
Jack can put the proceeds form the sale of the balanced fund and high-yield fund into 
it.  When the first CD matures, the proceeds should be added to the reinvestment kitty.  
With $7,000, he can direct his broker to come up with several high yielding stocks with 
growth potential, and recommend a $2,000 real investment (a trust or an income-
oriented limited partnership).  Although three to five stocks may be considered too 
risky, if the investments are in blue-chip companies with good dividend paying histories, 
they should not be too volatile.  Also, these holding will represent only one quarter of 
the value of the combined portfolios.  As Jack’s IRA grows, additional stocks may be 
purchased. 
 
After opening a self-directed IRA, Mary should consider placing half of her $5,000 
realized from the sale of the CD and the high-yield bond fund in a convertible bond 
fund and the other half in medium term zero coupon government bonds.  This will 
provide a chance for some capital appreciation along with good yields and stability of 
capital. 
 
 
The net effect is to give the Mitchell’s combined IRAs a more growth-oriented focus 
through the increase in equity ownership from 24% to 51% of the portfolio.  Plus the 
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addition of real estate provides another avenue of capital growth and some inflation 
protection.  And the zero coupon bonds are less risky than the junk bond fund.  As the 
remaining CDs mature, part of the proceeds can go into the money market fund and 
the balance into the equity and real estate portions of the portfolio. 
 
 

A SINGLE PARENT 
 
Ann Ramsey is 33 years old with two children.  Two years ago she divorced her husband 
of ten years and now she’s going it alone in a suburb of Chicago.  Ann has been 
working for three years as a clothing designer at a small garment firm in the city.  Her 
children, aged five and seven, attend public schools in their suburb and go to an after-
school day care program.  Ann is hoping to remarry, but doesn’t believe this will 
happen soon. 
 
In her divorce settlement, Ann got the house and $750 a month for child support, which 
increases each year in step with the cost of living.  She feels she can count on these 
payments, because her ex-husband has a steady job and is a responsible person.  In 
the division of property, she received no assets other than the house and furniture and 
part of her former husband’s IRA.  Both she and her ex-husband will share college 
education expenses for the two children.   
 
Ann’s salary currently is $28,000.  It’s expected to increase at a fairly good pace, 
because she has an obvious flair for design.  Her company takes good care of  her by 
providing an excellent fringe benefit package.  She expects to stay for quite some 
time.  
 
Ann’s biggest expenses are a $700 a month mortgage payment and $5,000 a year in 
child care expenses.  She has had to cut back on her family’s standard of living.  Right 
now, Ann is saving to build up an emergency fund.  She figures that in several years her 
increased salary plus a cutback in child care costs when the children get older will 
enable her to start an investment program.  She’s definitely interest in financial matters, 
because her father is a retired insurance salesman.  She thinks she can do better with 
her IRA investments and would like to point in the direction of more growth. 
 
Ann’s former husband had contributed $250 a year to her spousal IRA for two years 
before their divorce.  She also received $2,500 from his IRA, which as transferred to her 
at the time of the divorce.  All $3,000 plus $750 in accumulated interest earnings have 
been sitting in a savings bank IRA, invested in certificates of deposit. 
 
 
Since she started working, Ann set up her own IRA with a money market mutual fund.  
She believes in the savings ethic and thinks that IRAs are a good way to build net worth 
for retirement because the earnings accumulate tax-free.  The first year she made a 
$1,500 contribution and the next two years she put aside the full $2,000.  Ann has $167 
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deducted from her paycheck each month and sent to the mutual fund, figuring it’s 
easier to save that way.   
 
All Ann’s IRA funds are tied up in money market-type investments.  She’s subject to the 
ups and downs of short-term interest rates, but her principal is well protected.  This is a 
good position to be in if she ever needs to tap the funds for an emergency, although 
she’ll pay interest penalties if she has to cash in the CDs prematurely. 
 
In order to begin diversifying the IRA portfolio as it grows, Ann should look at some 
alternative investment possibilities. She should consider opening up a self-directed IRA 
and purchasing $3,000 worth of medium term zero coupon government bonds.  She 
would lock up relatively high yields without having to worry about the credit worthiness 
of the issuer.  Ann might also add some growth potential to her IRA by putting $2,000 in 
an equity income of balanced mutual fund. 
 
Ann’s repositioned IRA portfolio is now spread between short and long term fixed 
income securities, with a small portion in the equities markets.  This makes for a good 
transition to the slightly more aggressive investment posture that she wants to take. 
 
Because she plans to continue working, she’ll make the full IRA contributions each year.  
This will enable her to take some risks now., knowing full well there will be a steady 
supply of new funds coming into the IRA in the future.  As her emergency fund and 
outside investments build up, she could also consider purchasing some real estate to 
provide steady income and growth and a hedge against inflation.  Because this is not 
liquid, she shouldn’t purchase it now when there is the slightest possibility of her needing 
to liquidate IRA funds in a hurry.   
 
 

MIDLIFE PLANNING 
 

ONE WORKING SPOUSE 
 
Jack and Martha MacArthur live in Morgantown, Indiana, a suburb of Cincinnati.  Jack 
is vice-president of a large cable company in the city and Martha is a housewife.  Jack 
is 45 and Martha is 40; they have two children, both of whom attend private colleges in 
the northeast. 
 
 
Jack’s salary is $75,000 a year, but with two children in college, he needs to borrow to 
meet expenses.   The couple’s assets, outside their IRAs and home equity, are in a 
money market mutual fund and a small bond fund.  They have given most of their 
savings to the children to pay for their college costs, which run around $25,000 a year.  
The girl will graduate in one year and the son has three yeas to go. 



 114 

The MacArthurs are not saving any money at the moment, as Martha chose not to go 
back to work to help pay college expenses.  She reasoned that because they were in 
such a high income tax bracket, her earnings would only be taxed away at the margin, 
leaving little extra discretionary income.  She also did not want to give up her heavy 
load of volunteer work in the community. 
 
Jack has diligently made his IRA contributions every year since they became available 
to all workers.  He also makes the 4250 spousal contribution into Martha’s IRA.  The total 
value of his portfolio is almost $14,000; that of his wife is 41,750. 
 
Because he feels he can rely on a good pension from his employer, Jack has been 
willing to take some risks with his IRA investments.  He hopes to work fifteen more years 
and then retire at age 60.  Also, he knows that when the children are finished with 
college and the loans paid off, he and Martha will start accumulating other assets for 
retirement.  In short, the couple probably won’t be depending on the IRAs for a large 
part of their retirement needs.  They would like their IRAs to grow as fast a possible to 
help build up their estate for the children. 
 
Like many other individuals, Jack invested his first IRA in a money market mutual fund 
when interest rates where in double digits.  He also put the $250 for Martha’s spousal 
account in money market fund, and each subsequent $250 contributions has been 
added to the fund.  The second year, he opened up a self-directed IRA with one of the 
national brokerage firms and bought long-term zero coupon bonds because he 
wanted to lock in very good rates.  Jack plans to hold these for a number of years even 
after he retires. 
 
Thinking the stock market is a good place to be, he put his third year’s IRA contributions 
into a growth fund with the same mutual fund management company that had his 
other small, non-IRA investments.  The fourth year the stockbroker convinced him he 
ought to buy a limited partnership that invests in real estate mortgage loans with equity 
kickers.  This purchase was executed through the same self-directed IRA that holds the 
zero coupon bonds. 
 
Jack has just made his most recent year’s contribution to the money market fund used 
by the brokerage firm for its customer’s self-directed IRAs.  He wasn’t sure what to invest 
it in and his broker had no recommendations that seemed worthwhile at the moment.  
Dividends and distributions from his IRA investments are swept into money market 
accounts. 
 
The problem with Jack’s portfolio is that it’s too heavily weighted toward fixed income 
securities.  In fact, counting his wife’s spousal IRA, about 70% if the funds are in interest-
sensitive investments.  Of this, 72% is in money market funds subject to the vagaries of 
short-term interest rates.  One month the portfolio might be earning fairly good returns; 
six months later rates could drop considerably.  This may be a good temporary position 
to be in if he feels defensive about other investments, but it’s not a good long-range 
investment policy.   
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Jack should reposition his portfolio assets to make their composition more consistent 
with his growth objectives.   He should consider using $2,500 of money market funds to 
add a convertible bond fund to his self-directed IRA through the purchase of one of 
several closed-end funds available in the secondary market.  This will give him relatively 
high current income with a chance for capital appreciation if the stock market heats 
up.  He also might use another $2,500 to add a balanced fund or an equity-income 
fund to the portfolio to provide not only relatively high current income but also some 
capital gain potential. 
 
Jack might also consider having the dividends from the growth fund plowed back into 
the fund, rather than be swept over to the money market fund.  He should also transfer 
the growth fund into the brokerage firm self-directed IRA, and then make periodic 
share purchases with funds from the money market account as this builds up with 
distributions from the various mutual funds.  This will allow him to “average out” share 
costs, buying less shares when the price is up and more when the price is down.  
Bringing the fund under the self-directed umbrella will also save one trustee’s annual 
administration fee. 
 
The initial portfolio changes will orient the MacArthur’s IRAs more toward the growth 
side of the investment equations, while still leaving them with several fixed income 
investments to provide pure yield and reduce overall portfolio risk.   
 
As a result of these portfolios switches, the MacArthurs now have slightly over 50% of 
their IRA funds in the equity markets (including convertible bond and equity-income 
funds).  The money market portion  has dropped to 15%, which still provides a cushion in 
the event the stock market weakens.  And it allows them to make another investment 
should a very promising one come along.  Further down the road, when Martha’s 
spousal account builds up, this might be invested in a medium-term fund to provide 
more yield. 
 
 

TWO WORKING SPOUSES 
 
Paul and Sandy Bowers are a professional working couple living in San Fransisco.  They 
have a 19-year old son who just began college at Berkley.  The Bowers own a 
cooperative apartment in the city.  Both work downtown.  Paul is a partner in a 
medium-size law firm in the downtown area and Sandy is a self-employed artist. 
 
Paul, who is 54, makes $110,000 a year.  His firm has a qualified pension plan which he 
will tap into upon retirement at age 65.  Sandy, age 49, earned $65,000 last year from 
her business.  She started her company five years ago when their son began high 
school; however, she does not know how much longer she will continue working.  
Sandy has a Keogh plan to which she contributes the maximum 20% of her self-
employed earnings.  Half of the $30,000 in her plan is invested in a money market funds, 
and the other half in a high-yield bond fund. 
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Despite high taxes and costs of living in the city, the Bowers have been able to stash 
away considerable sums of money.  They have $275,000 in investments, including 
4100,000 in tax shelters.  In addition, they gifted enough funds to their son to pay for all 
of his college expenses. 
 
The Bowers consider themselves fairly aggressive investors.  Through their financial 
planner, they have purchased several growth mutual funds and California state tax 
exempt bonds in addition to the highly leveraged private placement real estate deals.  
They expect to continue investing in tax-advantaged investments as long as their tax 
bracket remains high. 
 
Naturally, the Bowers have made the most of their IRA deductions, contributing the 
maximum amounts ever since the universal IRA came into being.  Together, their IRAs 
have grown to almost $25,000 in value.  They established self-directed IRAs with their 
financial planner, and each year both Paul and Sandy make the same investments; in 
fact, their IRA  portfolios are almost exactly alike.   Each includes income-oriented real 
estate limited partnerships, growth funds, and zero coupon bonds. 
 
The Bowers have achieved some diversification, but their combined IRA portfolio is 
obviously heavily weighted toward real estate.  This is even more apparent when 
investments held outside the IRA are taken into consideration.  The Bowers should 
consider diversifying more into the equity markets.  They could do this by selling the real 
estate investment trust (the partnerships are too illiquid to dispose of at a reasonable 
price) and combining the proceeds with money market funds to purchase an 
international fund.  This would provide a more diversified approach and offset risks in 
the U.S. equities markets.  This would drop the real estate percentage from about one-
half to one-third and raise the equity portion from 18% to 42%. 
 
In addition, the Bowers should consider liquidating the aggressive growth fund and put 
the funds into an income-oriented fund.  This appears to be more appropriate for them 
at their stage in life- they don’t need to go for pure capital gain in an IRA.  They should 
not put additional limited partnerships in their IRAs because these type of investments 
are too long-term oriented for persons close to retirement.   
 
Another possibility is for Sandy to switch her Keogh into a Simplified Employee Plan (SEP-
IRA). Her combined funds of $42,500, plus the $12,500 in Paul’s IRA, total $55,000.  This 
would enable them to begin purchasing a small group of high-yielding individual stocks 
for the portfolio.  But with a SEP-IRA, Sandy would only be able to deduct 15% instead of 
20% from her net income before figuring taxes.  She would lose from of the shelter 
provided by the Keogh. 
 
 
 
 

THE SINGLE PERSON 
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David Willis is a single person age 45 who has never been married.  He enjoys being a 
bachelor and probably will never share his life with another person on a permanent 
basis.  He owns and manages a successful restaurant in Miami, Florida.  David lives in a 
rental apartment in a pleasant residential section of the city, not too far from the 
restaurant.  He enjoys the luxury of a short walk to work. 
 
David takes out $55,000 a year from the 75-seat capacity restaurant, but the hours are 
long..  Most business is at dinner time, although the eatery does have a limited menu 
luncheon for the business crowd.  David developed many of the continental cuisine 
entrees by experimenting with various ingredients over the years.  The restaurant is 
open six days a week from about 11:30 in the morning until midnight each day.  David 
doesn’t have much time for financial matters other than running the business.  His 
accountant provides most of his personal financial advice. 
 
With his accountant’s assistance, David set up a profit-sharing plan for himself and his 
staff at the restaurant.  He likes running the business with a “family” of employees 
sharing in its success, and especially wants to keep the chief cook and head waiter on 
the staff for as long as possible.  However, very few other personals are vested in the 
plan because of the rapid turnover of waiters, waitresses, and kitchen help.  David’s 
pension plan account now amounts to $65,000.  It’s invested in a family of mutual 
funds, with about one-half in a long term bond fund and the other half in a balanced 
fund. 
 
His other main asset is the restaurant, which his accountant values at about $300,000.  
Lately, the business has not been expanding because of size limitations on the current 
location.  David is considering relocating to a larger facility or starting another 
restaurant.  However, his first love is good food and his second is a happy customer;  he 
doesn’t want to expand the business just to put more dollars in his pocket. 
 
David’s fantasy is to retire in about ten years, sell the restaurant and move to a Greek 
island.  It this doesn’t work out, he’s also contemplated writing travel articles on the best 
gourmet restaurants all over the world.  Either way, he feels that age 55 he’ll be ready 
for a major lifestyle change. 
 
David has been contributing to his IRA since it was first offered as a universal retirement 
account in 1982.  It’s now worth a bit more than $12,000.  For the first year, his 
accountant advised putting the IRA contribution in a money market fund.  The next 
year, David bought a growth mutual fund of the no-load variety that his accountant 
recommended because of its good track record.  The third year,  he opened a self-
directed IRA and bought some zero coupon bonds which mature in the year just 
before he reaches age 59 ½.  The fourth year he bought some more zeros - David likes 
the idea of paying only a fraction of their face value and watching them grow.  This 
year’s IRA contribution is sitting in a money market fund waiting for interest rates to go 
up. 
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David’s pension plan is set up with a large mutual fund company as trustee.  Each plan 
participant controls how he wants his money invested.  Although David and his 
employees can choose between money market funds, bond funds, and stock funds, 
they are limited to those choices and can’t invest retirement funds anywhere else.  The 
accountant advised this was the easiest route to take for a small plan with more than 
one participant.  Everyone has the same investment alternatives and all administrative 
chores are handled by the mutual fund’s plan custodian. 
 
David should consider his pension plan and IRAs together as one investment portfolio, 
because these are his two main retirement funds, and he controls them both.  Although 
he can count on the sale of the restaurant business for additional capital to use in 
retirement, he should not depend too heavily on this source.  First of all, he doesn’t 
know what it will be worth in ten year.  Second, he’ll need to use some of the sales 
proceeds for living expenses between the time he retires at age 55 and the time he 
begins withdrawing funds from the pension plan (if he hasn’t rolled it into the IRA before 
then) without penalty. 
 
When considered together, the portfolio has a good mix of stocks and fixed income 
investments.  One are that is absent is real estate.  In this regard, some of the IRA 
money market funds can be used to buy a limited partnership or real estate investment 
trust to round out the portfolio. 
 
Half the long-term bond fund monies should be switched into a short to medium-term 
bond fund (less than five years average maturity) in the pension plan family of funds.  
This would lower yields somewhat, but would also reduce David’s exposure to interest 
rate risk which clearly exists as long as such a large percentage of assets are tied up in 
the long term bond fund. 
 
By following these recommendations, David would have only 27% of total retirement 
assets in long-term fixed income investments.  In addition, he adds real estate to his 
portfolio to give it another dimension.  Future IRA contributions might also go into this 
category to build the percentage up to at least 10 or 15%.  Without wife or dependents, 
David will be concerned only with take care of himself during retirement. 
He can afford to take some carefully measured risks with his self directed IRA.   
 
 

PLANNING FOR OLDER PEOPLE 
 
As you near retirement of finally end a working career, your self-directed IRA 
investments should be oriented toward conserving principal, maintaining adequate 
liquidity, and producing satisfactory current income.  A lot will depend on your personal 
circumstances aside from the IRA.  That is, how large a pension will you receive, and 
how large is your net asset base apart from the IRA?  If the answer to one or both of 
these questions is “large,” then you can afford to be a little more aggressive with your 
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IRA funds than the average senior citizen.  If the answer is “small,” then you must 
position your IRA portfolio on the more conservative side of the investment fence. 
 
The worst trap is to become hooked on fixed income investments in your retirement 
years.  Your IRA dollars could be destroyed by inflation.  If you are a male and retire at 
age 62, you still have almost 17 years of life expectancy; women at that age have over 
20 years.  This is a long time for inflation to take its toll on the purchasing power of your 
retirement dollars.  You want to protect yourself against this possibility without unduly 
risking your hard earned funds. 
 
A review of several case studies of older persons and their IRAs will be presented below: 
 
 

RETIREMENT COUPLE  
 
Fred and Liz Geiger live in Tulsa ,Oklahoma, where Fred works as vice president of a 
local office supply store.  He spent many years with this company, starting out as a 
stock boy after graduation from high school.  The Geigers have three grown children, 
all of whom are married and raising their own families. 
 
Liz, age 60, worked for several years after she and Fred were married, but stopped 
when the first child was born.  Fred is 62 and plans to retire in three years.  He currently 
makes $35,000 a years, but expects to receive a $20,000 annual pension.  This, plus 
Social Security benefits, will be enough for the Geigers to live comfortably on.  They 
plan to continue residing in their home to be near their children and grandchildren.   
 
The Giegers have not been able to accumulate any meaningful amount of capital 
outside their home equity.  Although they live moderately, Fred and Liz spent many 
years supporting their kids through college and post-graduate schools.  This has taken a 
toll on their net worth.  However, they are very proud of their children’s 
accomplishments and are glad for the sacrifices made. 
 
Fred and Liz have little experience with investments.  The $15,000 they’ve saved outside 
their IRA is split equally between a money market mutual fund and Ginnie Mae bond 
fund.  They heard about these investments from one of their neighbors, who is also 
recommending a real estate limited partnership which makes wraparound mortgages 
that throw off high yields. 
 
The Giegers are conservative by nature and have invested their IRA funds accordingly.  
The accounts now total $13,000.  When Fred retires, they should be worth around 
$20,000.  At that juncture, he may work part-time to put additional funds into the 
account until he reaches age 70.  He is a firm believer in the value of an IRA, and only 
wishes they been available to everyone many years earlier.   
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Fred and Liz figure on using their IRAs as emergency funds during their retirement years.  
If they aren’t completely withdrawn by the time both die, then the balances will 
become part of the children’s inheritances.  This is fine with the Geigers. 
 
Fred put his first year’s IRA contribution of $2,000 in a three-year bank certificate of 
deposit when interest rates were high.  He put the $250 contribution for Liz’s spousal 
account in a money market fund at the bank, and has done the same in each ensuing 
year.  Fred always makes his IRA contributions one year later at the time he prepares his 
income tax forms. 
 
Because interest rates were high at the time, he put his second and third year IRA 
contributions into bank CDs.  For last year’s contribution, he decided to buy a high-yield 
bond fund through the same family of funds that run his Ginnie Mae fund.  He opened 
an IRA with the fund’s custodian bank.  It had a better yield than any available bank 
CD.  Monthly dividends are plowed back into more shares of the fund.   
Several recommendations are in order.  First, Fred should make every effort to put his 
annual contribution in his IRA at the beginning of the year, so the earnings will 
compound for a longer period of time.  Second, he should have the dividends from the 
high-yield fund go directly into a money market fund.  Although the high-yield funds 
provide him with a good return, these funds typically invest in a lower-grade security 
and there is a risk of principal loss.  By not having dividends reinvested, greater 
diversification possibilities will be created for his portfolio.   
 
The following recommended portfolio changes are an attempt to move away from 
total reliance on fixed income assets to secure some capital growth and provide a 
hedge against inflation.  The Geiger’s can afford to be somewhat aggressive with their 
IRAs because of the good pension and social security benefits they’ll receive when 
Fred retires.   
 
Fred should open up a self-directed IRA and transfer his high-yield fund to it.  Next, he 
should cash in the fist CD when it comes due and add a balanced fund to his holdings 
to participate in growth in the equity markets.  He should use the proceeds from the 
second CD to purchase a conservative real estate investment trust for current yield 
and a chance at capital appreciation.  This should help him keep up with inflation.  He 
shouldn’t follow the neighbor’s suggestion on the limited partnership, because this is 
too illiquid for someone at his stage in life.  He might also want to consider taking the 
cash from the third CD and investing it in income shares in a dual purpose fund with a 
relatively good current yield and a chance for dividend growth.    
 
Now that Liz’s spousal IRA has built up to $2,000, it could be invested in a medium term 
bond fund or some five year zero coupon bonds to generate higher yields along with 
some protection of principal.  
 
The Gieger’s IRA picture changes from one of being 100% in fixed income assets to 
being more evenly split between fixed income and equities, although these would be 
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considered conservative equity positions.  Further diversification is provided by the real 
estate investment.   
 
 

RETIREE AND SPOUSE 
 
Ira and Karen Schaffer are a retired couple living on Hilton Head Island, South Carolina.  
Ira, who recently quit work for the last time, is 68 and Karen is four years younger.  Ira 
gets a medium-size pension of $25,000 from one of his former employers.  This, plus his 
Social security and life savings, are adequate for the both of them to live comfortably 
on.  They own their house mortgage-free and real estate taxes are very low in this 
retirement community. 
 
However, the Shaffers are concerned with the impact inflation, particularly the double 
digit kind, will have on their future living costs.  Ira’s pension is not adjusted upwards for 
changes in the consumer price index.  He and Karen are both worried about the Social 
Security System and whether those benefits will continue to keep pace with inflation.  
They would also like to leave a large estate to their two daughters and feel the tax-
deferred capital build-up in the IRA  will be a big help in achieving this goal. 
 
The Shaffers were fairly conservative with their investments until recently, when Ira 
opened an account with a discount broker.  He enjoys playing the market now that he 
has the time to study its movements and follow individual stocks.  A voracious reader of 
investment literature, Ira particularly likes buying out-of-favor stocks.  The Shaffers have 
$75,000 in equity investments which earn them an additional $4,000 a year in dividends.  
Their total annual income is about $40,000, of which $10,000 is plowed back into the 
stock portfolio. 
 
As far as the IRA funds are concerned, for the most part they’re also invested in stocks.  
In addition to his own IRA contributions and the spousal IRA he set up for Karen, Ira 
rolled over $45,000 from a qualified pension plan into his IRA.  He made his last IRA 
contribution in 1987, before he stopped working. 
 
Ira has a self-directed IRA with his discount brokerage firm, which is now worth about 
$76,000.  He has dividends swept into a money market fund within the IRA, and then 
uses these funds to make new investments.  At any one time he usually has a small 
portfolio of about eight to ten stocks.  Ira will be forced to make mandatory 
withdrawals from his IRA in two years when he reaches 70 ½.   
 
Ira has been a fairly conservative investor with regard to his IRA stocks.  Because their 
betas are low, they don’t fluctuate as much as the rest of the market.  Over 60% of his 
holdings are in utility and telephone company stocks that pay good dividends and also 
offer a chance for some appreciation.  He also has what he considers to be 
undervalued capital goods and smokestack company stocks.  Ira has held his own in 
the stock market.  Although it appears as though his investments have gone up by 50%, 
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when you figure the return on an annual compound basis, it works out to close to 10% a 
year.   
 
Ira should consider diversifying his stock portfolio into areas that provide ore protection 
against inflation.  The telephone company stocks offer some of this, but the electric 
utility stocks don’t because they often have a hard time increasing rates in the face of 
increasing costs.  A portion of Ira’s funds, probably 155, should go into real estate 
investment trusts that pay good dividends and provide a hedge against inflation. 
 
Part of Ira’s portfolio is also very interest rate sensitive.  That is, if interest rates ratchet 
upwards, the value of his portfolio will move in the opposite direction.  High-yielding 
stocks such as utility shares often fall into this category.  In order to insulate himself from 
sudden changes in Federal Reserve policy, Ira might consider putting some equity 
funds into more growth oriented situations.  An alternative might be to write options on 
his stock portfolio to gain additional income.  He certainly has the  time to spend and 
the right size portfolio to experiment with investing technique. 
 
Ira has done very well maintaining liquidity in his IRA so that when it comes time for 
mandatory withdrawals, he’ll have no trouble cashing in his stocks to meet the 
payments.  Since he’s in relatively good financial shape, he will undoubtedly want to 
withdraw funds slowly using the IRS joint life expectancy tables and adjusting each year 
the minimum percentage to be withdrawn.  This way, more funds will continue 
compounding in the IRA on a tax-deferred basis for him and Karen, and after their 
demise, some may be left over for their children. 
 
The Shaffer’s recommended IRA portfolio, modified for the real estate investments, 
would otherwise not change very much except for varying the stock mix from the 
current heavy concentration in utilities toward more growth oriented situations. 

 

ELDERLY WIDOW 
 
Jane Worthington, age 64, lives in Atlanta, Georgia.  Charles,  her husband of 42 years, 
suddenly passed away last year and now she’s faced with trying to exist on a small 
pension plus social Security benefits.  Charles had no insurance or other assets when he 
died.  Jane needs to use her IRA to live on and can’t afford to lose any principal.   
 
Both Jane and Charles grew up in the Atlanta area, raising their two children in the 
same house where she now lives by herself.  Charles worked in a variety of jobs until he 
settled on a career with the local newspaper.  At the time of his death, he and Jane 
were receiving a modest pension; this was reduced in half to $7,000 when Jane started 
to collect it as the surviving spouse.  Jane’s Social Security benefits of $5,000 a year 
gives her a total income of $12,000, barely enough to get by on. 
 
She wants to stay in the house in which she has lived for 23 years.  It has a small 
mortgage on it, which Jane pays off at the rate of $137.00 a month.  Property taxes, 
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however, are a relatively high $1,200 a year.  Jane lives fairly close to her oldest son, 
who is a lawyer in Atlanta.  Her other son is a Vet in the suburbs.  Although her sons have 
offered to help financially, she’s a proud woman and doesn’t want any support from 
them. 
 
After Charles’ death, his IRA was rolled into Jane’s, which now totals $11,000.  Jane is 
considering adding to these funds by taking part-time baby sitting jobs in her 
neighborhood.  She feels a bit lonely being at home by herself and would like the 
chance to get out of the house more often.  Her sons agree it would be good for her to 
take some part-time work to get her mind off the loss of her husband. 
 
Jane thinks she could add $2,000 a year to her IRA for the next six years.  Her sons 
advised that if she earned 10% on current IRA funds and the next six years contributions, 
it would total about $28,000 by the time she reached 70 ½ and began mandatory 
withdrawals.  At that time she would be forced to take out almost $2,000 a year, which 
would be a good addition to her pension and Social Security benefits.  Meanwhile, at a 
10% return, the account balance would continue building for the first several years 
before it began to diminish as she approached 80. 
 
Jane’s IRA is now invested in bank CDs maturing every year.  The funds are about 
evenly split between two banks and are fully insured with the Federal Deposit Insurance 
Corporation.  As they come due, however, it seems they’re always rolled over into new 
CDs at lower and lower rates.  Jane is concerned that she won’t be able to meet her 
goal of earning at least 10% on her IRA funds. 
 
Clearly, Jane wants to invest as conservatively as possible to preserve her principal.  
She needs to hold onto every IRA dollar at her disposal.  At the moment, she has 
perfect security with the CDs.  However, as she’s discovered, their returns are subject to 
swings in short-term interest rates. 
 
She should consider lengthening the CD maturities or opening a self-directed account 
and buying some medium term zero coupon bonds.  These pay higher interest rates 
and she needn’t worry about reinvesting the interest payments, as this is done 
automatically for her through the accrued interest mechanism. 
 
In addition, she should consider putting 10% of the IRA assets in a medium-term bond 
fund that also pays several percentage points more than the new CDs she’ll be stuck 
with.  Even though interest rates are down, she shouldn’t be tempted to go for the 
highest yield available in the long-term market.  If interest rates rise again, then she will 
be locked in at lower rates or face a loss of principal. 
 
Basically, Jane has gone out on the yield curve in search of higher returns, but at the 
same time, she’s not subjecting herself to wide fluctuations in the long-term bond 
markets.  She now has the best of both worlds. 
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13 

IRA’S QUESTIONS AND ANSWERS 

CONTRIBUTIONS 
 
Question:  What is the deadline for establishing and contributing to an IRA to qualify 

for a deduction? 
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Answer:     Your IRA must be set up and funded by April 15th of the year following the 
year for which the contributions are made.  You no longer can contribute 
beyond this date, even if you’re granted an extension for filing your 
income tax returns. 

 
 
Question:  Is there a “best” time for me to contribute each year?  Should I contribute 

all at once or make payments on an installment basis? 
 
Answer:   The earlier you get your IRA fully funded for the year, the sooner earnings 

on your contributions will begin compounding tax-free for you.  Naturally, 
this means that a lump sum contributed at the beginning of the year has 
more earning potential than either one made later in the year, or a series 
of small contributions made throughout the year. 

 
Question:  Do I need to work a certain number of hours annually to establish an IRA?  
 
Answer:   No.  Anyone who is employed and earning income is eligible, as well as 

divorced persons receiving alimony.  You can contribute an amount 
equal to your earnings or alimony, up to $2,000 or $2,250 to two IRAs if one 
spouse is not working. 

 
 
Question:   Are there any minimum age requirements? Do I need to be of legal age? 
 
Answer:   There is no minimum age requirement.  You can establish an IRA as yearly 

in your employment career as you like, even if you’re under legal age. 
 
 
Question:   Are there any maximum age requirements for IRA contributions? 
 
Answer:   Yes, you cannot set up an IRA or contribute to it after the last year in 

which you turn 70 ½.  For example, if your 70th birthday is in July of 1997, 
you can contribute to an IRA until December 31, 1988, as long as you are 
still working and earning income.  After that, however, you can no longer 
contribute to your own account and must begin to withdraw funds.  
However, if you work, you can still contribute to your spouse’s account 
until he or she reaches 70 ½. 

 
 
Question:  Is there a minimum annual contribution requirement? 
 
Answer:   No, you are permitted to contribute as little as you feel you can afford in 

any year.  In fact, you aren’t even required to make payments in any 
year if you don’t want to add to an existing account.  However, some IRA 
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plans require a minimum initial contribution and minimum additional 
investments for participating in them. 

 
 
Question:  Is there a maximum contribution limit: 
Answer:   Yes, you can contribute no more than $2,000 in a year to any one IRA. 
 
 
Question:  Must all contributions be made in cash? 
 
Answer:   Yes, Cash, checks or money orders are acceptable.  Rollovers from 

qualified retirement plans may be made in cash or securities and rollovers 
from other IRAs must be in cash.  IRA transfers from one account to 
another may be with securities. 

 
Question:   Am I limited to having only one IRA? If not, how many can I have? 
 
Answer:   You can have as many IRAs as you wish, but you cannot make a 

combined total contribution in any year which exceeds $2,000.  Also, 
remember that too many annual maintenance fees for separate account 
could be expensive.  If diversification is your goal, there are some 
investments available, such as mutual funds, that already have this 
feature built in. 

 
 
Question:  Can I contribute to an IRA from my savings and still take a deduction from 

my income at tax time? 
 
Answer:  Yes, but only if your contribution is at least equal to your earned income in 

the year for which it was made. 
 
 
Question:   Is there any type of unearned income that I can count towards the 

maximum contribution? 
 
Answer:   Absolutely not.  With the exception of alimony received, only earned 

income counts.  This means that gifts, capital gains, sweepstakes, 
inheritances, prizes, and gambling winnings don’t count.  Uncle Sam may 
be willing to let you shelter your hard-earned wages, salary and self-
employed income in an IRA, but he is reluctant to let you get away with 
sheltering other income. 

 
 
Question:   What about disability benefits? 
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Answer:   The benefits don’t count either, because they’re not considered earned 
income. 

 
 
Question:  I work for a foreign corporation and do not pay U.S. income tax on my 

earnings.  Can I still contribute to an IRA? 
 
Answer:   Unfortunately not.  The rule of thumb is that you can only contribute 

earnings upon which you would normally pay Federal income tax.  This 
excludes foreign sources of income. 

 
Question:   Can I contribute borrowed money to my IRA if I’m eligible, but do not 

have the cash on hand? 
 
Answer:  Yes, you can.  And you can deduct your interest expense for the loan on 

schedule A of your Form 1040, thereby giving you a double tax benefit. 
 
 
Question:   MY spouse and I are a two-income couple and we file jointly.  Can we 

establish a joint IRA?  
 
Answer:   No.  There is no such thing as a joint IRA.  Remember what IRA stands for 

“Individual Retirement Account”.  In your case, whether you file singly or 
jointly, you both are eligible to establish your own IRAs, each with a $2,000 
per year limit. 

 
 
Question:  Can I contribute to an IRA for my non-working spouse? 
 
Answer:   You can open a “spousal IRA” in addition to your own.  You can 

contribute up to a total of $2,250 to both accounts, divided any way you 
choose between each account as long as no more than $2,000 goes into 
either. 

 
 
Question:   What kind of restrictions applies to spousal account contributions? 
 
Answer:   You can contribute to your non-working spouse’s account until he or she 

turns 70 ½, even though you’ve already reached that age and can no 
longer contribute to your own account.  Remember, $2,250 is the 
maximum annual contribution allowable to both accounts combined, 
and you must have enough earned income to support it. 
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Question:   If I have established a spousal account in addition to my own account, 
must I contribute to both each year or can I put money into only one if it 
suits my needs? 

 
Answer:  As long as you don’t go over the $2,000 limit for one account, you can 

contribute solely to either account in any year. 
 
 
Question:   If we have a spousal account and my spouse begins to earn income, 

what happens to the account? 
 
Answer:   You can neither contribute to nor claim as a deduction a spousal ITRA in 

any tax year during which your spouse is employed.  Employed spouses 
are eligible to establish their own accounts into which they can transfer 
the funds from their spousal IRA. 

 
 
Question:   Can I have IRA contributions automatically deducted from my checking 

account? 
 
Answer:   Yes.  Many banks and mutual funds offer this service for IRA accounts. 
 
 
Question:   Can I arrange for my employer to contribute regular deductions from my 

paycheck to my IRA? 
 
Answer:  Yes.  This is a very convenient way to fund your account.  However, much 

of your total contributions will occur in the middle and latter part of the 
year and won’t provide as fast a tax-deferred build-up of earnings as a 
large single contribution made at the beginning of the year.  Your 
employer may also make the payments on your behalf and claim them 
as deductions on the corporate return.  However, in this case, you 
wouldn’t be able to take the deduction on your own return. 

 
 
Question:  Can I over or under-contribute in one year to make up for an under or 

over-contribution in another year? 
 
Answer:   There is a 6 percent penalty on an over-contribution in any year.  An 

under-contribution can neither make you eligible to contribute more than 
$2,000 in another year, nor excuse you from penalties incurred in prior 
years for excess contribution. 

 
 

ROLLOVERS AND WITHDRAWALS 
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Question:   Is there any difference between transfers and rollovers of IRA funds? 
 
Answer:   Yes, there is.  A transfer occurs when your funds are moved from one IRA 

plan to another by the trustee or custodian at your direction.  It is a direct 
transaction, and you can do as many as you want in any year.  A rollover 
occurs when you take funds out of one IRA or another pension program 
such as Keogh or profit sharing plan, and put them into another IRA.  The 
same funds can only be rolled over once per calendar year.  It must be 
accomplished within 60 days to avoid penalties and taxes. 

 
 
Question:   Can I rollover a portion of my qualified retirement fund account into an 

IRA and keep the rest for my own use? 
 
Answer:   There’s no reasons why you can’t do this if you wish.  Remember that the 

amount rolled over will eventually be taxed at ordinary income tax rates, 
along with other IRA distributions.  The portion of retirement funds 
received directly in full or partial lump sum distributions is eligible for 
special ten-year averaging at very favorable tax rates, as long as it’s all 
received within one year. 

 
 
Question:   Can I roll over funds received in a partial distribution from my qualified 

retirement plan into my IRA? 
 
Answer:   Under certain conditions, this may be done even if you continue to work 

for the same employer.  The partial distribution cannot be a series of 
periodic distributions and must be equal to 50 percent of your retirement 
fund account balance.  Furthermore, you must be eligible to take your 
money out.  You might want to consider taking a partial distribution if the 
retirement plan’s performance has been poor and you don’t want all of 
your retirement eggs in one basket. 

 
 
Question:   Can I roll over all funds from a qualified plan into an IRA and then into 

another qualified plan? 
 
Answer:   Yes, but they must be rolled into a separate “conduit” IRA, where no 

mixing of retirement funds is allowed with an existing IRA.  They can be 
held there until you are eligible to participate in another pension plan. 

 
 
Question:   What part of my qualified plan may I roll over? 
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Answer:   That portion which comes from your contributions and earnings that 
haven’t been taxed.  Any voluntary contributions already taxed cannot 
be rolled over.  But the untaxed earnings on those contributions are 
eligible for a rollover.  Retirement plans which qualify include deferred 
profit sharing, defined benefit, ESOP, and employer mandatory 
contributions to thrift plans. 

 
 
Question:   Can I roll back my rollover? 
 
Answer:   Yes.  If you start a rollover, then decide to return the funds to the original 

IRA, you can do this without penalty it it’s done within 60 days.  However, 
this counts as a rollover, so you can’t touch those funds for at least a year. 

 

TAXES 
 
Question:   Will an IRA further complicate my tax returns? 
 
Answer:   Accounting for your IRA at tax time is neither difficult nor complicated.  

Simply record the amount of your contribution on the appropriate line of 
the Form 1040 where it says “adjustments to gross income.”  The only 
problem that could arise would be if you over-contributed  or withdrew 
funds prematurely from your account, in which case you would need to 
fill out IRS Form 5329, the Return for Individual Retirement Arrangement 
Taxes. 

 
 
Question:   How much of my contribution can I deduct? 
 
Answer:  The total amount of your contribution is tax deductible if you do not 

exceed the annual limitations. 
 
 
Question:   Can I deduct capital losses on investments contained in my IRA?  
 
Answer:   No, because you already deducted the initial IRA contribution.  You are 

not allowed double deductions in this case. 
 
 
Question:  May I adjust withholdings for my IRA contribution? 
 
Answer:   Yes.  This will increase your take-home pay.  For each $1,000 you’ve 

contributed, take an extra exemption on your W-4 Form. 
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Question:   How are IRA withdrawals reported to the IRS? 
 
Answer:   By January of each year the trustee or custodian of your IRA is required to 

give you and the IRS a statement of withdrawals or deemed distributions.  
For periodic payments, IRS Form W-2P is used.  Non-periodic payments 
such as one-time withdrawals will be reported on Form 1099R. 

 
 
Question:  How is IRA funds taxed once they’re withdrawn from my account? 
 
Answer:   They are taxed at ordinary income tax rates.  There are not special tax 

breaks; however, persons withdrawing large sums from their accounts 
may use income averaging to lessen the tax impact. 

 
 

INVESTMENTS 
 
Question:   What alternative investments are available for my IRA? 
 
Answer:  Basically, there are four types of financial institutions offering IRA plans:  1) 

banks, credit unions, and savings and loans; 2) insurance companies;  
3) mutual funds; and 4) brokerage firms.  You can put your IRA funds in 
most of the same investment vehicles normally offered to non-IRA 
investors by each of these institutions. 

 
 
Question:   Are there any types of investments that I should generally avoid where my 

IRA is concerned? 
 
Answer:   You shouldn’t invest your IRA funds in tax-exempt investments, like 

municipal bonds, because any IRA earnings are already sheltered.  It 
doesn’t make sense to accept the low yields such investments generate, 
especially when you consider that the funds will eventually be taxed as 
ordinary income upon withdrawal.  You also should stay away from tax 
shelters - they are better held outside your IRA where the losses are more 
valuable on your income tax returns. 

 
 
Question:   What types of assets can I not purchase with my IRA funds? 
 
Answer:   You’re not allowed to invest in “collectibles” such as antiques or artwork, 

or pay life insurance premiums with IRA monies.  Also, although the IRS 
permits it, you usually cannot make very speculative investments such as 
in commodities futures.  Most brokerage  firms will not allow IRA customers 
to purchase them because they regard the risk as too high. 
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Question:   Can I purchase real estate with my IRA? 
 
Answer:   Although the direct purchase of real estate is allowed, it is not a common 

investment due to the $2,000 annual contribution ceiling, which limits your 
purchasing power until such time as you build up a sizeable account.  
However, there are some real estate partnerships that accommodate 
small IRAs.  Because they’re not leveraged, they are designed to produce 
current income and hopefully capital gains when the property portfolio is 
eventually sold. 

 
 
Question:   May I own options or warrants in my IRA account? 
 
Answer:   Yes, although these are risky securities.  Some brokerage houses do not 

permit these investments in customers’ self-directed IRA accounts.  A less 
speculative venture is to write puts and calls on stocks you hold in your IRA 
to generate extra income. 

 
 
Question:   If I have my IRA funds in a time investment, like a three-month certificate 

of deposit, can I begin withdrawals as soon as I am eligible or do I need 
to abide by the maturity date of my CD? 

 
Answer:   Although the IRS regulations are the legal standard, many banking 

institutions additionally stipulate that your investment must mature before 
you can begin to receive distributions.  Otherwise, you’ll lose your interest 
earnings.  Some banks waive this restriction in the case of those IRA 
owners who reach age 59 ½. 

 
 
Question:  Can I switch funds between IRA trustees and custodians? 
 
Answer:   You can transfer funds or securities directly from one IRA 

trustee/custodian to another as many times as you wish.  However, you’re 
allowed to “roll over” your funds only once a year.  This means that you 
can take possession of the funds yourself, without penalty, for up to 60 
days once each year before re-depositing them with another custodian.  
But be careful to notify the original trustee what you intend to roll the 
funds over and don’t want the 10 percent penalty withheld.  Otherwise, 
the trustee may turn 10 percent over to the IRS and you’ll have to claim it 
as a tax pre-payment. 

 
 
Question:   May I use my IRA for collateral for a loan? 
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Answer:   Absolutely not.  The IRS considers this to be an early withdrawal, which 

results in the imposition of the 10 percent penalty and ordinary income 
tax liability on the amount used as security for a loan. 

 
 
Question:   Can I have a margin account with my IRA? 
 
Answer:   No, because pledging IRA assets to borrow money is prohibited, and a 

margin call could put your over the $2,000 annual contribution limit. 
 
 
Question:   Is my IRA protected from creditors? 
 
Answer:   In a few states such as California, it is.  In most states, however, the IRA 

funds are not because they’re considered part of your total assets. 
 
 

DISTRIBUTIONS 
 
Question:   At what age my I begin to receive distributions? 
 
Answer:   You can receive distributions at any time, but as soon as you turn 59 ½, 

you can begin to withdraw funds from your IRA without penalty.  Between 
ages 59 ½ and 70 ½ though, you must make annual minimum withdrawals 
in accordance with IRS tables for your life expectancy, or joint life 
expectancy with either your spouse or some other person, whichever you 
choose. 

 
 
Question:   How does the calculation work? 
 
Answer:   You figure out your life expectancy, based on the IRS tables.  For 

example, a single man, aged 70, is expected to live another 12 years, or 
until age 82 (for a woman the same age, it’s 15 years).  He would be 
required to withdraw at least 1/12th of the value of his IRA money the first 
year, 1/11th of the remaining balance the second year, and so on until the 
funds in the account are completely withdrawn by the 12th year. 

 
 
Question:   Is there any other way to stretch this time period out longer? 
 
Answer:   Yes, using IRS tables you can recalculate your life expectancy in each 

subsequent year after you turn age 70 ½.  This will prevent you from 
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outliving your distributions: the longer you actually live, the more you’re 
expected to live longer.  For example, if a 70 ½ year old male lives to  
82 ½, he would still be expected to live another 7 years, but would have 
not IRA to draw on if he hadn’t recalculated his life expectancy each 
year. 

 
 
Question:   Are there any other options? 
 
Answer:   There’s one more.  You can have the distribution spread over the joint life 

expectancy of yourself and any other individual such as your spouse, 
child or grandchild.  This serves to minimize the amount withdrawn and 
maximize the tax-free compounding of earnings left in your IRA.  However, 
at least 50 percent of the funds have to be distributed over the IRA 
account holder’s life expectancy.  And you can’t recalculate joint life 
expectancies each year for anyone other than a spouse. 

 
 
Question:   How do you figure joint life expectancy with your spouse? 
 
Answer:   Go to the IRS annuity tables, which show joint life expectancies.  Read 

across for male and down for female, or vice versa; until you come to the 
proper pair of ages.  Move into the charge to find the appropriate joint 
life expectancy for the two of you.  This may seem confusing at first, but 
will become easier once you’ve practiced a couple of times. 

 
 
Question:   Are there any simpler alternatives to all the arithmetic involved in 

calculating mandatory withdrawals at age 70 ½? 
 
Answer:   Yes.  The IRS allows you to purchase a lifetime annuity at age 70 ½ that will 

satisfy minimum withdrawal requirements.  However, life insurance annuity 
payments are usually lower than what you can earn elsewhere. 

 
 
Question:   What is the exact trigger date for mandatory withdrawals once I reach  
  70 ½? 
 
Answer:    They must begin by April 1st of the year following the year in which you hit 

that age. 
 
 
Question:   What if I don’t meet the minimum withdrawal requirements when I reach 

70 ½? 
 
Answer:   You pay a 50 percent penalty on the shortfall. 
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Question:  Is there any situation in which I can withdraw funds without penalty before 

age 59 ½? 
 
Answer:   Yes.  If it is medically shown that you are disabled and cannot continue to 

work in any occupation for twelve months or longer, you’re allowed to 
withdraw funds at anytime without penalty.  However, you’re still taxed at 
ordinary income tax rates on your withdrawals, but presumably you’ll be 
in a lower tax bracket during a disability. 

 
 
 
Question:   How are funds distributed from a spousal account? 
 
Answer:   Distributions are made on the basis of individual age and account value, 

no matter which spouse is the working partner.  Each spousal account is 
subject to the same distribution requirements. 

 
 
Question:   If I get divorced, what happens to my IRA? 
 
Answer:   In general, IRAs are individually owned and neither spouse has any legal 

claim to the other’s account in the event of a divorce or separation.  
Spousal  accounts can be used voluntarily in a settlement and IRA funds 
may be transferred between parties.  In some states, if a settlement is 
contested in court, an IRA can become part of it. 

 
 
Question:   Are withholding taxes applicable to IRAs? 
 
Answer:   Taxes will automatically be withheld from the distribution unless you 

choose otherwise.  Generally, it will be withheld at a 10 percent rate on 
non-periodic distributions. 

 
 

ESTATE MATTERS 
 
Question:   If I die, what happens to my IRA? 
 
Answer:   If your beneficiary is your spouse and you die before making mandatory 

withdrawals, then he or she can continue the tax deferment by leaving 
the account in your name or rolling it into his or her account.  It it’s left in 
your name,  there’s no penalty on withdrawals after you would have 
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turned 59 ½.  Payments from the account must begin with you would 
have reached 70 ½, had you lived to that age. 

 
 
Question:   What if my beneficiary is not my spouse? 
 
Answer:   He or she may elect to have assets paid out over his or her life 

expectancy.  These payments must start within one year of your death; if 
not, then all funds must be withdrawn from the account within a five-year 
period and ordinary income taxes paid on the withdrawals each year.  
There is no penalty.  If mandatory payments had already begun, they can 
continue to a beneficiary at that rate or a faster one. 

 
Question:   If I inherit an IRA, can I roll it over into my own IRA? 
 
Answer:   No. Unless you are the surviving spouse. 
 
 
Question:   Are there restrictions on whom I designate as beneficiary? 
 
Answer:   The IRS has no regulations concerning this matter.  You may designate 

any one or more persons, or a trust, partnership, corporation, charitable 
organization or even your estate as your beneficiary or beneficiaries.  You 
might even have secondary beneficiaries as well. 

Question:   If I have more than one IRA, may I have more than one beneficiary? 
 
Answer:   Yes, you may have as many beneficiaries as you want. 
 
 
Question:   What if I don’t have a beneficiary named? 
 
Answer:  the trustee or custodian in accordance with the terms of the IRA 

agreement will distribute Monies in your IRA.  It may go to a deemed 
beneficiary-deemed to be a particular person or entity.  Otherwise, it may 
go to your estate. 

 
 
Question:   Does an IRA beneficiary need to report distributions to the IRS? 
 
Answer:   If there are still funds in the account, the answer is yes.  A beneficiary must 
   file with the IRS each tax year until the IRA balance reaches zero. 
 
 
Question:   If I inherit an IRA, will I have to pay taxes on it? 
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Answer:   Yes, you will pay ordinary income tax on it as it is withdrawn.  The money  
  retains the same character for income tax purposes. 
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IMPORTANT NOTICE 
 

EVERY CARE HAS BEEN TAKEN TO ENSURE THAT THE INFORMATION IN THIS 
GUIDE IS AS ACCURATE AS POSSIBLE AT THE TIME OF PUBLICATION.  PLEASE 
BE ADVISED THAT LAWS AND PROCEDURES ARE CONSTANTLY CHANGING 
AND ARE ALSO SUBJECT TO DIFFERING INTERPRETATIONS.  HOWEVER, 
NEITHER THE AUTHORS NOR THE PUBLISHERS ACCEPT ANY RESPONSIBILITY 
FOR ANY LOSS, INJURY, OR INCONVENIENCE SUSTAINED BY ANYONE USING 
THIS GUIDE.  THIS INFORMATION IS INTENDED TO PROVIDE GENERAL 
INFORMATION AND BACKGROUND AND IS DISTRIBUTED ON THE BASIS THAT 
THE AUTHORS ARE NOT ENGAGED IN RENDERING LEGAL, ACCOUNTING, 
OR ANY OTHER PROFESSIONAL SERVICE OR ADVICE.  THIS GUIDE WAS 
DESIGNED TO GIVE YOU AN OVERVIEW OF THE INFORMATION PRESENTED 
AND IS NOT A SUBSTITUTE FOR PROFESSIONAL CONSULTATION. 
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