Ten Easy Steps to a Successful 401(k)

For the majority of working Americans, the most common vehicle for owning mutual funds is through their employer's retirement plan, but very few people are making the most of this mainstay of retirement planning. 

Over the holidays, I had occasion to socialize with a group of very bright, successful people who are saving for retirement. We talked of many things, including their investments. And, sad to say, not one of them could coherently explain what he or she was doing, and why.

Everybody, it seems, wants a quick, easy answer. And for those who are unwilling to take the trouble to figure out what they should be doing, the easy answers usually come from slick sales pitches and superficial media hype about the hottest stocks, funds and managers -- as if successful investing were a popularity contest.

That's the bad news. The good news is that investors can manage their 401(k) plans to make their retirement money work much harder for them.

Lots of people spend at least a dozen hours planning a vacation. I often wonder why so few are willing to spend a dozen hours managing their retirement assets.

The following ten steps to 401(k) success shouldn't take more than a dozen hours. If you're young, they could put an extra $2 million into your retirement fund. Even if this job requires a total of 100 hours, that's a payoff of $20,000 an hour -- for work you can do at home in your spare time.

Let's start with the most basic guideline of all.

Step 1: Be a participant
Contribute as much as you can afford. At the very least, put in as much as necessary to qualify for all the matching money your employer offers. Failing to do that is like turning down a raise in pay.

Step 2: Invest in the right things
This can be the most challenging part of managing your 401(k) plan, depending on the options you have available. But doing this right will make more difference than anything else you can do.

Start by dividing your investments properly among stocks, bonds and cash. It's especially important to allocate your stock investments into the right asset classes. The biggest allocation mistake most investors make is concentrating their assets in U.S. large-cap funds, which are unfortunately the main fare on the typical 401(k) menu. Investors also need small-cap funds as well as value funds.

Because most plans exclude many of these desirable options, investors must do the best you can with the options available. When choosing among multiple options covering a single asset class, look for funds with the lowest expense ratios. They'll often be index funds.

Step 3: Know your needs, especially regarding bonds
Investors with 20 or more years before retirement probably don't need bonds at all. They need capital growth -- and lots of patience. By the time you get to your mid-40s, consider this rule of thumb: Subtract your age from 110; the difference is the percentage of your overall portfolio that should be in stocks. This guideline is imperfect, but it will keep you from sticking your neck out too far in any one direction.

Step 4: Don't invest retirement assets company stock
Think Enron, Tyco, WorldCom. A retirement plan is supposed to give you security, and security comes from relying on many things. You are already counting on your company for your pay and your benefits. Don't count on it for your financial future as well. Even if you own the company, no job is ever 100 percent secure.

Step 5: Leave your retirement money in your retirement plan
Don't borrow from your 401(k). Many plans let you borrow for specific hardship purposes. But IRS rules make this a poor choice. If for any reason you cease to be an employee at your company, the entire balance of the loan becomes immediately due and payable. If you don't repay the loan, you'll have to pay taxes (plus a 10 percent additional penalty if you're under age 591/2) on the loan balance. If you're laid off or let go for any reason, this will magnify your misery.

Step 6: Reduce risk and rebalance investments once a year
Millions of investors who had bloated large-cap growth stock exposure at the end of 1999 wish they had done this.

Rebalancing is simple. Your personal investment plan should have a target asset allocation in percentages for each asset class or fund. Once a year, apply those percentages to your total balance, then sell the funds with too much in them and use the proceeds to buy more shares of those with too little. Follow this as a mechanical discipline, whether or not you feel like it.

Step 7: Know your plan
Read your plan literature or find somebody who can explain it to you so you understand. Know the your rights. Know any restrictions on moving money from one asset to another and especially, know everything you can about your investment options.

Step 8: Beware of tax traps
If you leave your job voluntarily or involuntarily, you are entitled to cash in your 401(k) assets and take the money with you. This is a poor idea. You give up your hard-earned savings and the money they can make for you. Worse, you'll have to pay taxes on whatever you take out, plus a possible early withdrawal penalty.

If you leave your job and want to transfer your 401(k) assets into a Rollover IRA, make sure the money never touches your hands. Have it transferred directly from one custodian to another. That way your savings will keep their tax-deferred status and you won't take the risk of facing an unexpected and unintended tax bill.

If you leave your job and want to transfer your 401(k) assets into a Rollover IRA, make sure you arrange for a direct transfer from one custodian to another. If you take the money in cash, the administrator of your 401(k) is required to withhold 20 percent of it for taxes, similar to withholding from your paycheck.

Unless you deposit the entire 401(k) proceeds, including the 20 percent withholding, into an IRA within 60 days, you will be taxed on it and possibly subjected to an early withdrawal penalty as well. In other words, if you can't cover the 20 percent withheld from the proceeds, you'll be taxed on it as if you had spent it.

These guidelines require work and discipline, but they're the easiest solution that I know of for managing a 401(k) retirement plan. They put you in control of all the major things you can control, make you a better investor and, along the way, should improve your chances for a successful retirement. 

Step 9: The secret ingredient is rebalancing your portfolio.  Sell your winner funds while they are in high mean return levels and rebalancing into other funds at their lower mean return levels on a quarterly basis.

Step 10: Don’t time the market.  When you have identified your long-term objectives, defined you tolerance for risk, carefully selected an index fund that meets your goals stay with the course, hold tight.  Complicating the investment process clutters the mind and to often brings emotion into a financial plan that cries out for rationality.  Investor’s emotions, such as greed and fear, exuberance and hope if translated in rash action can be every bit destructive to implement performance as unfair market returns warren to reiterate what the estimable Mr. Buffet said, “inactivity strikes us as intelligent behavior.” Never forget it!

