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The seesaw principle

Diversification works because the major 

asset classes tend to move in opposite  

directions. So do the subclasses  

within them.
For example, when investors are 

buying stock, stock provides a strong  

return and bond returns are likely to be 

weaker. And when investors get out of the

stock market and buy bonds, bond returns 

generally strengthen and stock returns 

weaken. Similarly, there are times when

looking furTher afield

International investments, especially equities, 

are also an important part of diversification. 

Because the world’s economies respond primarily

to events and conditions in their homelands or 

regions,  investing abroad is a way to build a 

broad-based portfolio. And the opportunity to 

invest in emerging as well as developed markets 

offers a further level of diversification.

While international investing provides  

diversification simply by raising the number of 

potential investment choices, it also adds diversity

by spreading your investments across different 

sTocks   Bonds

regions of the world. For example, putting 

money into a European fund or an Asian fund

can position you to benefit from potential strength

in those areas during periods when the US 

economy is sluggish or in recession.

In general, mutual funds provide the simplest

way to invest internationally, since they handle

all of the currency and taxation issues that go 

along with buying and selling abroad. But while 

choosing such a fund can add diversification, it 

can’t insulate you from potential risks of currency 

fluctuation and political turmoil.

overseas stocks (and the mutual funds 

that invest in them) provide stronger  

returns than stocks in US companies. At 

other times, domestic stocks are on top.

If you keep money invested in a variety 

of asset classes and subclasses, you can 

benefit in two ways. First, you’re in a

position to profit from strong returns in a 

particular subclass. Second, those gains 

may help offset losses in a class or sub-

class that’s slowing down.

using varieTy wisely

If your 401(k) plan offers just one fund 

in each asset class, making decisions is

simpler than it might otherwise be. You

just carry out your allocation strategy with 

the options you have. But you’ll want to 

make sure you diversify more broadly in

your overall portfolio.

If you have several fund choices 

within a single asset class—say several

stock funds—look first at each fund’s  

investment objective. Try to avoid

investment in several funds all making 

the same type of investment.

While a fund’s name is often a useful

clue, don’t take it at face value. Look first 

at the fund’s prospectus for its official  

statement, and then check to see how the 

fund is classified by research companies, 

including Lipper Inc. and Morningstar.

You may find that one fund that describes

itself as a small-company fund invests 

more in mid-sized companies than another

small-company fund. That could mean 

you’re not as diversified as you’d like to be.

Putting part of your 401(k) contribution 

into equities, part into fixed-income  

investments, and perhaps part into cash is 

only the first step in creating your 401(k) 

portfolio. Unless you have a limited choice, 

you’ll need to decide among investments 

within those classes in order to create a 

diversified portfolio. That means iden-

tifying subclasses of investments within 

each of these three asset classes.

For example, even though a fund that 

buys small-company stock and a fund that

buys stock in large companies are both

equity funds, they are significantly differ-

ent investments. Each one exposes you to 

different levels of risk, changes in value  

at different rates, and may prosper in 

different economic circumstances. So

when small-company stocks are provid-

ing stronger returns than large-company

stocks, a small-company fund is likely to 

provide a stronger return than a large-

company fund, and vice versa.

If you own each type of fund,

you’re better positioned to benefit 

from a strong return on at least a  

portion of your portfolio, no 

matter which fund is providing  

the stronger performance at any 

given time. That’s the whole point

of diversification: It means you’re 

investing to protect your portfolio

against major losses that could result 

from a drop in value of a single  

investment category or market sector.

In other words, a diversified 

portfolio contains investments that 

are not only individually strong, but

also distinctly different from 

each other. That way, your

portfolio may have a better 

chance of providing strong 

performance in a variety 

of situations.

if your Timing 

is off
While the ups and downs 

of investment performance 

are clearly recognizable, it’s

almost impossible to predict 

when they might occur.
If you try to time the 

market—for example, if 

you wait to buy until exactly 

the moment you think 
an investment is about to 

take off, you run the risk 

of being out of the market 

when the price increases 

most. And you’ll end up 

paying more to invest.

Diversification
You can knit together a diversified portfolio of investments.
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ment plan, or annuity payments you may 
be eligible for, plus what Social Security 
will provide. Everyone over 25 who is  
part of the Social Security system gets 
an annual statement with an estimate of 
future benefits. If you’re younger than 25, 
you can request a copy. 

Your tolerance for risk
The risk-return tradeoff you’re  

willing to make is a key element in your 
investment decisions, both inside and  
outside your 401(k). It’s a well-known fact 
that investments posing a greater risk to 
your principal offer potentially greater  
returns—along with a greater probability 
of losses, at least in the short term. 

If you’re not comfortable assuming any 
risk, it’s best to recognize that fact—and 
its consequences—early on. If you put 
most of your contributions in insured  
liquid investments, you run up against  
inflation risk and the very real possibility 
that your buying power won’t keep up  
with your spending needs. 

Basic strategies
To get a feel for putting a 401(k) portfolio  
together, take a look at these three hypothetical 
combinations. Each is designed to show a level  
of risk-taking that might be appropriate at a 

particular stage in your career. Unless you invest 
your 401(k) using a brokerage account, and pur-
chase individual securities, these allocations apply 
to various funds available through your plan. 
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SAMPLE ALLOCATIONS

20 or more years to retirement 35% 30% 15% 10% 10% —

10 to 20 years to retirement 30% 15% 15% 20% 20% —

5 years or less to retirement 20% 10% 10% 20% 30% 10%

The best reason for participating in a 
401(k) plan is that it can help put you on 
the road to long-term financial security. 
Reaching that goal is increasingly your 
responsibility—though your employer and 
the federal government help by making 
a tax-advantaged savings plan available 
through your job. 

Unless your employer enrolls you  
automatically, you must decide to  
participate and authorize your employer  
to withhold a certain percentage of your 
pay as your contribution. You assign those 
contributions to investments you select 
from among those offered in the plan. 
Together those choices make up your 
investment portfolio. 

Your age
If you have many years of work  

ahead of you, you can afford to take  
greater risks with your 401(k) account.  
You may want to invest the bulk of your 
money in stock funds and perhaps a small 
percentage in company stock, if it’s  
available. If an investment doesn’t per-
form as well as you expect—because the 
manager’s investment style is out of favor 
or the stock market overall is in a slump—
you’ll have time to recoup the loss. 

On the other hand, if you’re planning  
to retire fairly soon, you may want to 
gradually shift at least some of your  
assets into less volatile investments to 
generate income and preserve what you’ve 
accumulated. Remember, though, that it’s 
important to keep at least a portion of  
your assets focused on growth even after 
you retire.

Your future income needs
Projecting your future income needs 

can tell you how aggressively or conserva-
tively you should invest. You can assume  
that you’re likely to need at least 75% to 
90% of your final preretirement income to 
live comfortably after you stop working.

You’ll want to figure out how much of 
that amount will come from other sources, 
including any pension, individual retire-

Getting Started
Building a strong 401(k) portfolio doesn’t 
just happen. But it’s worth the time and 
effort it takes. Whether you’re making 
investment decisions for the first time, 
or you’re putting your retirement savings 
portfolio in shape, you’ll want to consider 
four key factors:

The government sets an annual dollar 
limit on the amount you can contribute, 
and there’s a catch-up contribution for 
anyone 50 or older. Your employer may 
also cap your contribution at a percentage 
of pay. 

aUtoMatic enroLLMent
With automatic enrollment, your employer 
chooses the rate at which you contribute 
and the investment into which your  
contributions go. You have the right to 
withdraw from the plan if you wish and to 
change the rate at which you contribute  
or how your money is invested.

Other retirement assets
It’s important to know what portion 

of your long-term retirement planning your 
401(k) account represents. If it’s just one 
part of a total portfolio that includes an  
individual retirement account (IRA), tax-
able investments, and perhaps a pension or 
deferred annuity, you may be comfortable 
concentrating your 401(k) contributions  
in just a few of the best-performing alterna-
tives your plan offers.

But if your 401(k) is the only money 
you’re putting away for retirement, you  
may want to balance your portfolio,  
allocating your account value across the 
asset classes that are available in the plan.

Investing in a 401(k)
It’s smart to take full advantage of your employer’s 
retirement savings plan.

Variations on a tHeMe
Tax-deferred 401(k) plans let you defer 
pretax salary to your account and accumu-
late tax-deferred earnings. The amount you 
defer reduces your current taxable income. 
Then, after you retire, you pay income tax 
on the amounts you withdraw from the 
plan at the same rate as you pay on your 
other taxable income.

In the last few years a growing number 
of employers with tax-deferred 401(k)s  
have begun to offer the option of con-
tributing to a Roth 401(k) instead. If you 
choose this alternative, you defer after-tax 
rather than pretax income and pay no tax 
on earnings as they accumulate. When 
you retire, if you’re at least 59½ and your 
account has been open at least five years, 
any withdrawals are free of federal income 
tax and often state income tax as well.

Any employee who is eligible to partici-
pate in an employer’s 401(k) can choose  
to contribute to the Roth option if it’s 
available. There are no income restrictions 
as there are with a Roth IRA.

Both tax-deferred and Roth 401(k)s  
require minimum withdrawals after you 
turn 70½. But, if you roll over your Roth 
401(k) or convert your tax-deferred 401(k) 
to a Roth IRA, you can eliminate the 
required distributions. Withdrawals from 
the Roth IRA are tax free under the same 
conditions that apply to a Roth 401(k).
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cLass actions
When you’re putting money into a 401(k), you’re essentially 
concerned with three primary asset classes:
•  Equity investments, including stocks and stock mutual funds
•  Fixed-income investments, including bonds and bond

mutual funds
•  Capital preservation investments, including money market

funds and stable value funds

nUMBer gaMes
Asset allocation can have a 
major impact on your invest-
ment return. A portfolio 
that provides an average 
annual return of 8% because 
a larger percentage of the 
total is invested in higher-
performing asset classes  
will accumulate more  
value than a portfolio that 
provides a smaller average 
annual return. Compare  
the pretax value of three 
hypothetical $100,000  
portfolios after 20 years, 
based on annual growth 
rates of 8%, 5.5%,  
and 3%.*
* These examples do not reflect 

the performance of any specific 
investments, and these levels of 
return may not recur in the future.

tHere’s no rigHt aLLocation
No single allocation model produces strong 
results in all economic climates, so firms 
suggest different models at different times. 
Even models suggested at the same time 
may differ from each other, sometimes  
subtly and sometimes significantly. Like- 
wise, your strategy may differ dramatically 
from what other people are doing.

For example, conventional wisdom sug-
gests that the further away you are from 
retirement, the greater the investment risk 

$600,000
$295,500
$435,500
$572,000

$290,681
$419,206
$534,083

$180,611

$291,776

$466,096

8%

500,000
400,000
300,000
200,000

10%

RATE 
OF 
RETURN

60%
30%

30%
60%

30%
10%

5.5% 3%

you can assume. This approach isn’t right 
for everyone, however.

Say you’re in your early 30s. If you  
were to follow the guidelines for people  
30 or more years away from retirement, 
you might invest 80% or more of your 
401(k) account in stock and stock  
mutual funds. But if the effect of a bear 
market—a sustained downturn in the 
value of stock—makes you very uneasy, 
you may choose to limit your stock  
allocation to 60% or less of your account.

On the other hand, suppose you’re 
in your 60s. According to conventional 
guidelines, you should have closer to 50% 
of your account invested in stock. But if 
Social Security, your pension benefits, 
and the part-time work you’re planning 

to do will cover most of your expenses 
right after retirement, you 

may want to be more 
aggressive with 
your 401(k) money. 
So, you might 
invest a larger 
portion—perhaps 

60%—in stock, 
with the thought 

that you can always 
reallocate later.
In fact, unless your 

401(k) is still in a former 
employer’s plan where you can’t 

make changes to the account, you’ll 
be able to adjust your allocation when 
you feel it’s important. Remember, you’re 
making a long-term commitment to saving 

for retirement, not to specific 
investments or asset classes.

Asset allocation is an 
investment strategy 
for spreading your 
money across asset 
classes or the mutual 
funds that invest in 
them. Market history 
shows that when one 
class of investments 
is performing poorly,  
others are often doing better.  
So by investing in a number of  
different classes, you may limit 
your risk and improve your 
chances of a higher  
long-term return.

Asset allocation 
is a three-step  
process.

You sketch 
out the mix of 

asset classes you think 
is right for your portfolio.

You assign a percent-
age of the portfolio’s total  

value to each class.
You buy investments to fill 
in the percentages you’ve 

selected for each asset class.
For example, if you allocate 60%  

of your contribution to stock funds,  
and you put $400 from each paycheck 
into your 401(k), then $240 of each 
contribution goes into the stock funds 
($400 x 60% = $240).

Keeping tracK
You can track 401(k) asset allocation. 
Your account statement reports the  
percentage of your total contribution  
that goes into each fund. And you can 
estimate whether the actual value of the 
different asset classes is in line with  
the allocation you’ve chosen by dividing  
the current value of each asset class  
by the total value of your account.

for most of the time you’re putting money 
into a 401(k) account, you may want to  
put the greatest emphasis on growth  
investments, specifically stock and  
stock funds. If you’re getting closer to  
retirement, you may want to gradually 
shift the proportion of stock and bonds  
or other fixed-income securities so that 
more of your assets are more stable in 
value and produce regular income.

Next, you might look at the asset allo-
cation models that financial institutions 
recommend. They can give you a sense 
of what the professionals are thinking. 
Then work with your retirement adviser to 
design an allocation model that suits your 
age, retirement plans, and risk tolerance.

You can also create an allocation  
model using retirement planning software 
available from mutual fund companies  
and brokerage firms. Or you might try the 
retirement planning tools available on a 
number of financial websites.

 Current value of class
÷ Total value of account
= % of asset allocation

rUnning tHe nUMBers
Which asset allocation should you choose? 
First and foremost, you need to consider 
your investment goals. If your target is 
maximum long-term growth, as it may be 

Asset Allocation
You can slice your 401(k) portfolio to suit your taste.
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tHe seesaw principLe
Diversification works because the major 
asset classes tend to move in opposite  
directions. So do the subclasses  
within them.

For example, when investors are  
buying stock, stock provides a strong  
return and bond returns are likely to be 
weaker. And when investors get out of the 
stock market and buy bonds, bond returns 
generally strengthen and stock returns 
weaken. Similarly, there are times when 

LooKing fUrtHer afieLd
International investments, especially equities,  
are also an important part of diversification. 
Because the world’s economies respond primarily 
to events and conditions in their homelands or 
regions,  investing abroad is a way to build a 
broad-based portfolio. And the opportunity to 
invest in emerging as well as developed markets 
offers a further level of diversification.

While international investing provides  
diversification simply by raising the number of 
potential investment choices, it also adds diversity 
by spreading your investments across different  

stocKs   Bonds

regions of the world. For example, putting  
money into a European fund or an Asian fund  
can position you to benefit from potential strength 
in those areas during periods when the US  
economy is sluggish or in recession.

In general, mutual funds provide the simplest 
way to invest internationally, since they handle  
all of the currency and taxation issues that go 
along with buying and selling abroad. But while 
choosing such a fund can add diversification, it 
can’t insulate you from potential risks of currency 
fluctuation and political turmoil.

overseas stocks (and the mutual funds  
that invest in them) provide stronger  
returns than stocks in US companies. At 
other times, domestic stocks are on top.

If you keep money invested in a variety  
of asset classes and subclasses, you can 
benefit in two ways. First, you’re in a 
position to profit from strong returns in a 
particular subclass. Second, those gains 
may help offset losses in a class or sub-
class that’s slowing down.

Using VarietY wiseLY
If your 401(k) plan offers just one fund 
in each asset class, making decisions is 
simpler than it might otherwise be. You 
just carry out your allocation strategy with 
the options you have. But you’ll want to 
make sure you diversify more broadly in 
your overall portfolio.

If you have several fund choices  
within a single asset class—say several 
stock funds—look first at each fund’s  
investment objective. Try to avoid  

investment in several funds all making 
the same type of investment.

While a fund’s name is often a useful 
clue, don’t take it at face value. Look first 
at the fund’s prospectus for its official  
statement, and then check to see how the 
fund is classified by research companies, 
including Lipper Inc. and Morningstar.  
You may find that one fund that describes 
itself as a small-company fund invests 
more in mid-sized companies than another 
small-company fund. That could mean 
you’re not as diversified as you’d like to be.

Putting part of your 401(k) contribution 
into equities, part into fixed-income  
investments, and perhaps part into cash is 
only the first step in creating your 401(k) 
portfolio. Unless you have a limited choice, 
you’ll need to decide among investments 

within those classes in order to create a 
diversified portfolio. That means identify-
ing subclasses of investments within each 
of these three asset classes.

For example, even though a fund that 
buys small-company stock and a fund that 
buys stock in large companies are both  
equity funds, they are significantly differ-
ent investments. Each one exposes you to 
different levels of risk, changes in value  
at different rates, and may prosper in  
different economic circumstances. So 
when small-company stocks are provid-
ing stronger returns than large-company 
stocks, a small-company fund is likely to 
provide a stronger return than a large-
company fund, and vice versa.

If you own each type of fund, 
you’re better positioned to benefit 
from a strong return on at least a  
portion of your portfolio, no  
matter which fund is providing  

the stronger performance at any  
given time. That’s the whole point  
of diversification: It means you’re  
investing to protect your portfolio 
against major losses that could result 
from a drop in value of a single  
investment category or market sector.

In other words, a diversified  
portfolio contains investments that 
are not only individually strong, but 

also distinctly different from 
each other. 

However, it’s essential  
to remember that diversifi-
cation does not guarantee 
a profit or protect against 
losses in a falling market.

if YoUr tiMing 
is off
While the ups and downs  
of investment performance 
are clearly recognizable, it’s 
almost impossible to predict 
when they might occur.  
If you try to time the 
market—for example, if 
you wait to buy until exactly 
the moment you think  
an investment is about to 
take off, you run the risk  
of being out of the market 
when the price increases 
most. And you’ll end up 
paying more to invest.

Diversification
You can knit together a diversified portfolio of investments.
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Potentially the most rewarding—but 
also the most intimidating—part of 
managing your 401(k) plan is deciding 
how to invest the money you’re putting 
into your account. That’s because the 
investments you select make a major 
difference in how quickly your account 
balance may increase or decrease in 
value and the income your plan will be 
able to provide after you retire.

wHat tHe cHoices are
Your employer, who is the plan  
sponsor, picks a financial services  
firm as plan provider. The sponsor 
selects the investments to be offered 
in the plan from among those available 
through the provider. 

At a minimum, you can expect three 
distinctly different investments, each of 
which puts your money to work in a way 
different from the others and exposes you 
to a different level of risk. For example, 
there may be a stock fund, a bond fund, 
and a capital preservation fund. 

In reality, most 401(k) plans offer 
a range of choices within these three 
categories, each of whose investment 
objectives and other characteristics vary. 
As an example, there might be six stock 
fund choices, variously focused on com-
panies of different sizes, international 
companies, growth companies, and  
value companies.

Some of the plan’s funds may be  
passively managed index funds, which 
track a particular market index, such as 
the Standard & Poor’s 500 Index or the 
Russell 2000 Index. There may also be 
a balanced fund, which owns a mix of 
stocks and bonds. The relative proportion 
of stocks to bonds is noted in the fund’s 
prospectus.

Some plans also offer a set of target 
date funds. You select the one whose 
date— 2020, 2025, 2030, 2035, 2040, or 
2045—is closest to the year you expect 
to retire. These funds of funds allocate 
your money to a diversified portfolio of 
individual funds that’s appropriate for the 
amount of time you have to accumulate 
assets. Over time, the mix is gradually 
modified from a focus on seeking growth 
to a focus on providing income.

An Investment Menu
401(k) plans offer a  
variety of investments 
from which to choose.

doing doUBLe dUtY
Providing a variety of choices helps your 
employer meet its fiduciary obligation 
to offer a menu that will serve your best 
interests. By giving you enough suitable 
investment alternatives, employers limit 
their legal liability for the results you 
achieve. If the portfolio you choose doesn’t 
perform as well as you expect, the responsi-
bility is yours because you could have made 
other choices.

may prefer one that’s higher or lower than 
the 3% rate that’s the initial default per-
centage for many automatic enrollment 
plans. The primary limitation is that most 
employers require you to contribute at 
least a minimum—often 1%—to partici-
pate. In some cases, there may be upper 
limits—such as 15%—as well.

on target…or not
The appeal of target funds is that they 
reduce the stress of choosing how to 
invest your contributions. They also 
provide a level of professional oversight 
and, in the case of target date funds, a 
commitment to revising the allocation 
according to the guidelines established 
in the prospectus. 

The funds are also transparent, which 
means you can check a fund’s prospectus 
for how it is invested, the pace at which 
it plans to reallocate and fees.

There may be drawbacks, though. 
The fees tend to be higher than on a 
self-selected combination of individual 
funds because of the additional layer 
of management. The principal value 
of target date funds is not guaranteed 
at any time, including at the target 
date, so you could have less than you 
expected—or need—at retirement.

MatcHing contriBUtions
If your employer matches contri- 
butions by adding additional tax-
deferred money to the accounts of 
participating employees, it’s smart  
to contribute enough to qualify for 
the full amount to which you’re 
entitled. It’s often 50% of what you 
contribute to a maximum of 5% or 
6% of your pay, though plans differ.

While any money you contribute 
to your 401(k) is yours from the 
start, you have to work for your 

employer for a certain amount of time, 
called a vesting period, to be entitled to  
its contributions when you leave or retire. 
There are various vesting schedules, to  
a maximum of six years, so be sure to 
check which one your employer follows. 
It might make a difference if you consider 
changing jobs but don’t want to forfeit  
part of your account. 

If your employer doesn’t match and 
provides limited investment choices, you 
may want to consider contributing less to 
your 401(k) and putting the maximum in 
an individual retirement account (IRA). 
That will give you more flexibility to invest 
as you choose.

of risk—aggressive, moderate, or  
conservative—and therefore provide  
the potential of a certain level of return. 

it’s aUtoMatic
If a plan sponsor chooses to enroll employ-
ees automatically in a 401(k), it chooses  
a default investment for all participants.  
It must be a set of target date funds, a  
balanced fund, or a managed account. 

If you’re automatically enrolled, you 
have the right to stick with the default 
investment or choose a different invest-
ment or investments from among those 
offered through the plan. The same is true 
of the rate at which you contribute. You 

You may also find a set of target risk 
funds. They are also funds of funds that 
select a combination of stock and bond 
funds that expose you to a certain level  
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Small-cap
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Large-cap
company
Large-cap
company

Mid-cap
company

Small-cap
company

Mid-cap
company

Discovery, tend to invest in younger  
companies that managers believe have  
the potential to be much more valuable  
in the future than they are today. Because 
they’re often start-ups or unproven  
companies, there’s also a significant risk 
that some of them may fail, which puts 
your capital at risk.

Between these extremes are thousands 
of other funds, some investing in a broad 
range of companies and others more  
narrowly focused on stocks in a single  
industry or sector. 

Stock funds are subject to market risk,  
and their principal value and investment 
return will fluctuate in response to changing 
market conditions.

It’s no accident that most of the funds  
offered in a typical 401(k) plan are stock 
funds. There are more stock funds, and 
more varieties of them, than any other  
type of fund. In addition, in many—though 
not all—years, stock funds have provided 
stronger investment returns than other 
types of funds.

Stock fund returns reflect the perfor-
mance of the stocks in publicly traded 
companies that are the underlying  
investments of these funds. The port- 
folios of managed funds include stock  
in companies the manager expects to 
be most effective in meeting the fund’s 
investment objectives. Index fund port- 
folios, in contrast, typically include all  
the stocks in the index the fund tracks.

tHe fUnd as inVestor
A stock fund buys in much bigger quanti-
ties than you and other individuals do,  
and typically buys and sells at a faster 
pace. But it chooses its investments for  
the same reasons:
•  Many funds choose stocks so they can

make money by selling them at a
higher price than they paid

•  Some funds choose stocks to earn
dividends that the corporation pays
its stockholders

reLatiVes…not cLones
Stock funds are designed to suit  
different investment goals. Some make 
relatively conservative investments by  
concentrating on well-established  
companies sometimes described as  
blue chips. Their goal is steady if some-
times modest growth in value over the  
long term, dividend payments that can be 
reinvested, and limited risk from major 
losses resulting from business failures. 
These funds may have names like Blue 
Chip, Growth and Income, Dividend 
Growth, or Equity Income.

At the other end of the spectrum,  
some stock funds, with names like 
Aggressive Growth, Capital Appreciation, 
or almost any word combined with New or 

Matters of size
Stock funds are sometimes identified as large-cap, 

mid-cap, or small-cap. That’s because funds are  
designed to invest in companies of 

different sizes, identified by their 
market capitalizations,  

or market caps. You figure a company’s market cap by  
multiplying the current price of its stock by the number of 
existing shares. The dollar value that defines a company 
as large or small isn’t official, and it varies. Some consider 

companies valued at more than $5 billion to be 
large caps. Others set the minimum 

at $10 billion.

Market cap makes a difference in the way a 
fund’s underlying investments can be expected 
to perform, which has a direct impact on the 
performance of the fund itself. Generally, the 
smaller the average market capitalization of the 
companies in a fund, the more volatile the stock 
price. So when you invest in a small-cap fund, you 
can expect greater risk but also the potential for 
greater return.

That’s because the smaller the company, the 
fewer financial reserves it’s likely to have to carry 
it through a period of economic slowdown. As you 
might expect, the opposite is true of large-caps. 
They’re generally thought of as more stable and 
less volatile, though there’s no guarantee.

Technology companies and the funds that  
invest in them may be exceptions. They can be 
some of the biggest companies in the world, mea-
sured by market capitalization. But their prices still 
tend to be extremely volatile. So a large-cap fund 
with major investments in technology companies 
might behave more like a small-cap fund than a 
large-cap fund investing in blue chip companies.

narrow sLices
Many stock fund portfolios include 100  
or more companies whose products and 
services span many different parts of the 
economy. For example, a typical fund 
might own stock in companies whose  
businesses are as varied as electronics, 
automobiles, retail clothing, financial ser-
vices, software, pharmaceuticals, energy, 
technology, and telecommunications. In 
fact, diversified portfolios of this kind are 
one of the defining features of mutual 
funds. And investors consider diversifica-
tion one of funds’ greatest appeals.

Another breed, called sector funds, 
invests only in the stocks of a particular 
segment of the economy or in a particular 
industry, such as energy or healthcare. 
While a sector fund is more diversified 
than a single stock, since it might own 
dozens of stocks in its area of interest, 
there’s nothing in the fund’s portfolio  
that could offset a downturn in the sector 
it invests in.

Since any sector can be highly volatile, 
these funds provide an opportunity for big 
profits if you’re invested at the right time. 
But there is always the equal and opposite 
risk that one year’s strong sector may  
provide weak returns the next.

Sector funds may work well in a core 
and satellite strategy, though. You put 
most of your money in broadly diversified 
equity funds—the core—and the rest in  
a revolving group of satellite sector funds.

 Price per share 
x Number of shares
= Market cap

Stock Funds
Stock funds are part of the 
mutual fund universe.

Stock funds are also known 
as equity funds. Equity means 
ownership, and when a fund 
buys shares of stock it is buy-
ing partial ownership of the 
corporation issuing the stock.
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When you put money into a bond fund,  
you buy shares in the fund, just as you do 
when you put money into a stock fund.  
The fund manager invests that money by 
buying bonds issued by corporations,  
governments, or government agencies.

When issuers sell bonds, they’re  
actually borrowing money from investors 
who are willing to lend for a specific  
period of time, called the bond’s term. In 

exchange, the investors receive interest 
on the loan and the promise that the  
principal, or loan amount, will be  
returned by a specific date, called the 
maturity date.

Since the issuer owes the investors 
money, bonds are also called debt  
securities. It’s a way to distinguish  
them from equity securities, or stocks, 
which give investors partial ownership.

Variation on a tHeMe
Bonds are often described as fixed-income 
investments. That’s because most bonds pay a 
fixed rate of interest on a fixed schedule. But 
it’s not really accurate to describe a bond fund 
as a fixed-income investment, since the interest 
rate you earn varies from payment to payment 
as the fund’s portfolio of bonds changes.

Bond 
MatUres 
or fUnd 
seLLs it

Bond fUnd-aMentaLs
You differentiate bond funds from each 
other in two ways: by the type of issuer 
and by the average term of the bonds in 
the fund. 401(k) plans generally offer four 
categories of bond funds:
•  US Treasury funds, which invest in

bills, notes, or bonds issued by the
federal government

•  Agency funds, which invest in bonds
issued by agencies that are part of or
affiliated with the federal government

•  US corporate funds, which invest
in bonds issued by US companies of
various sizes

•  International funds, which invest in
bonds issued by corporations based
overseas or by governments other
than the United States
Funds may focus on bonds of different

terms, grouped by average maturities:

•  Short-term funds, which have an
average maturity of one to two years

•  Intermediate-term funds, which
have an average maturity of two
to ten years

•  Long-term funds, which have an
average maturity of ten years or longer

coMpLex interest
In most cases, if you own an individual 
bond, the rate of interest you earn remains 
the same for the term of the loan. But 
that’s not the case with a bond fund.

While each bond that a fund owns pays 
a fixed rate of interest, every bond in the 
fund—and there may be dozens—is  
likely to be paying at a different rate. In 
addition, the fund’s portfolio of bonds is 
always in flux, so that the collective rate 
the fund earns on one day may not be the 
same as its collective rate the next day.

tracKing totaL retUrn
From an investment perspective, what 
matters most about owning shares in a 
bond fund is total return—the interest 
you earn plus any increase or decrease in 
the value of your principal. The greater 

your total return, the better your invest-
ment is doing. The longer a bond fund’s  
average maturity, the more sensitive it is 
to changes in interest rates. Thus, a long-
term bond fund has greater potential than 
a short-term bond fund to generate high 
total returns when rates are declining, and 
low total returns when rates are rising.

Higher-yielding issues, sometimes 
known as junk bond funds, or more  
politely as high-yield funds, are gener- 
ally the most volatile. The interest rate 
they offer is high, which can boost total 
return, but their underlying investments 
can decline precipitously in value.

cHanging interest,  
cHanging fUnd prices
As interest rates change in the economy at 
large—going higher in some periods and 
dropping in others, often in response to 
policy decisions by the Federal Reserve—
the interest rates a bond fund earns and 
the distributions it makes to its share- 
holders reflect these changes.

Fluctuating interest rates also affect  
a bond fund’s net asset value (NAV), or  
price per share. When rates drop, the share 
price of a bond fund increases because the 
bonds it owns, which pay a higher rate of 
interest than new issues in the market, 
increase in value. The reverse is also true. 
When rates rise, share prices of bond funds 
drop because newly issued bonds pay a 
higher rate than the bonds the fund owns.

price and YieLd
Yield is a measure of what you earn on a 
bond fund. When you own an individual 
bond for its full term, your yield is the 
same as the interest rate the bond pays. 
But when you own a bond fund, your yield 
changes as the fund’s NAV changes. The 
yield drops as the NAV rises, and rises as 
the NAV drops.

Bond Funds
A bond fund invests in a portfolio of individual bonds 
suitable for meeting the fund’s objective.

As a bond fund’s NAV changes in 
response to changes in interest rates,  
the market value of your holding in the 
fund changes as well. In a simplified  
example, if you bought 100 shares with  
a NAV of $10, your account value would  
be $1,000. But if the NAV dropped to  
$9.75 because of rising interest rates,  
your account value would be $975. That’s 
an example of interest rate risk.

In addition, the value of a bond also 
changes based on supply and demand. An 
existing bond is worth more when rates 
drop because investors will pay more than 
its par value, or price at issue, to own it, 
so they can earn the higher interest rate 
it pays. And they’ll pay less for existing 
bonds when rates rise because they can 
earn better rates on newer issues.

YoUr 
401(k) 
pLan

YoU

institUtions 
Borrow 

froM fUnd 
in pLan

How Bond Funds Work in Your 401(k)

YoUr  
sHare of 
earnings 

reinVested
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Money Market

In addition, you can face substantial 
penalties for switching money out of a 
GIC, including forfeiting a percentage of 
your principal. That’s because GIC assets 
are themselves invested in fixed-income 
investments that provide a higher rate of 
return than the insurer guarantees you. If 
the insurer has to sell those investments 
to redeem your principal, it puts the  
insurer’s profit at risk—a loss that’s 
passed along to you.

You should also be aware that if you  
put money in a GIC and the insurer goes 
out of business, you may receive a lower 
interest rate than you were promised. And 
it may also take longer than expected to 
get your principal back.

However, you can evaluate the issuer’s 
economic strength and its ability to meet 
its obligations by checking the company’s 
credit rating before you purchase a GIC. 
Those ratings are available online from 
Standard & Poor’s (www.standardand 
poor.com), and Moody’s Investors Service 
(www.moodys.com). You can also ask your 
plan administrator for this information.

Money Market Funds
Money market funds are also designed  
to preserve principal by investing in cash 
equivalents, or short-term debts of corpo-

Stable value funds and guaranteed income 
contracts (GICs) are designed to preserve 
capital, which means reducing the risk 
that your investment will lose money. For 
example, if you put $10,000 into a capital 
preservation fund, you should reasonably 
be able to expect that the value of that 
fund will never be less than $10,000. The 
downside is that a capital preservation 
account is less likely to provide long-term 
protection against inflation.

stable  
Value Funds
A stable value fund 
guarantees the value 
of your initial invest-
ment, or principal, 
and promises a fixed 
rate of return.

A stable value 
fund may buy US 
Treasury and corpo-
rate bonds as well  
as interest-bearing  
contracts from banks 
and insurance companies. Or all of the 
fund’s assets may go into GICs.

The sponsor, typically an insurance 
company, establishes the value of the 
fixed-income investments at the time of 
purchase, arriving at what’s known as book 
value. After valuation, the net asset value 
of the fund and the price of each share 
remain constant, unrelated to the changing 
market value of the fund’s holdings.

Stable value funds pay interest at a 
higher rate than money market mutual 
funds, providing a stronger hedge against 
inflation. That’s because the fund’s 
investments have longer maturity dates 
than the investments made by money 
market funds, and pay higher interest. 
The higher rates are one reason some 
experts recommend stable value funds 
for investors who want to diversify a 
401(k) account that contains more  
volatile investments, such as stock 
mutual funds or international funds.

However, the interest rate on a stable 
value fund is generally guaranteed for 
only a predetermined time, sometimes 
as brief as three months, and varies 
with changing market conditions. In 
some plans, you may have to pay a fee, 
sometimes a substantial one, for shifting 
money out of a stable value account.

Guaranteed InVestMent 
ContraCts (GICs)
Investors concerned about losing their 
principal by buying securities that they 
consider too risky may choose to put some 
of their retirement plan savings into  
guaranteed investment contracts (GICs).

These contracts are insurance company 
products that resemble individual bonds 
(not bond funds) or bank certificates of 
deposit (CDs). The issuer has the use of 
your money for the term of the contract, 
and pays a fixed rate of interest in return. 
At the end of the specified term, often one 
year but sometimes as long as five years, 
you get back your principal plus interest. 
You can use that lump sum to buy another 
contract paying the current interest rate 
or invest your money elsewhere.

nIbblInG at your aCCount
While GICs are often described as safe  
investments, they actually pose a number 
of risks. The major problem is that the  
return on a GIC is unlikely to outpace 
inflation over the long term, leaving  
you short of the income you need  
in retirement.

rations, banks, and the US government. 
These funds try to keep the value of each 
share at $1. For example, a money market 
fund might buy 13-week US Treasury bills 
or commercial paper, which is a corpo-
rate loan with a maturity as short as a few 
days or as long as a few months. Since the 
terms are short, there’s little danger that 
interest rates will change significantly. 
But money market funds aren’t federally 
insured and could lose value.

pros and Cons oF  
Money Market Funds
Money market funds have their good 
points. You earn interest, typically at  
about the same rate than you would get  
on an insured bank account. And, you  
can usually move money in and out of the 
fund without penalty or loss of value.

On the other hand, since the interest 
rate is unlikely to be significantly greater 
than the rate of inflation, and may be  
substantially lower, you won’t earn enough 
over time to keep up with the increasing 
cost of living.

When you own a money market fund 
outside a 401(k), it can play an impor-
tant role in managing your money, 
since you can use it as a parking 
place for cash you’re planning to 

invest elsewhere. But since you 
can allocate your 401(k) 

contributions to vari-
ous investments 

as you add 
money to  
your account, 
a money  
market fund 
may serve  
little purpose 
during the 
time you’re 
building your 
account.beHInd tHe Guarantee

The principal and earnings of a stable  
value fund are guaranteed by the insurance  
company sponsoring the fund. The guarantee 
is as good as the company’s ability to meet  
its financial obligations.

Capital Preservation
Investing conservatively may not be as smart as it seems.
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a tax pLUs
From the employee’s perspective,  
one of the greatest appeals of a 401(k) 
brokerage account is that dividends and 
capital gains aren’t subject to current 
taxes. For example, if a stock in your  
portfolio hit a new high in a period of  
market exuberance, you could sell it  
and realize the profit. You could then  
use the entire amount to make more  
stock investments, or earmark some of  
the gain for a more conservative account 
as insurance against a market downturn  
or a bad investment decision.

Of course, there’s also the possibility 
with a 401(k) brokerage account that you 
could lose large amounts of money if the 
markets falter or you make poor choices. 
In that case, you can’t write off any of 
those capital losses to offset gains.

While you defer tax on any earnings in a 
401(k) brokerage account, remember that 
you do pay income tax when you start with-
drawing from your account at the same 
rate you pay on your ordinary income.

You should consult your tax adviser 
about the tax implications of withdrawing 
from a 401(k) brokerage account in  
comparison to taking money out of a  
brokerage account outside a 401(k) plan.

tHe risK of fLYing soLo
Investing your 401(k) money through 
a brokerage account, or window, has  
advocates as well as detractors.

Those in favor argue that having the 
greatest possible choice is a boon for 
401(k) participants with investment  
experience who prefer to select their  
own investments and have the skill and 
experience to do it.

But others believe that having  
unlimited choice may be confusing or  
intimidating. They point out that it’s  
impossible for plan sponsors to evaluate 
the nearly infinite array of investments 
that are available through brokerage 
accounts. They also worry that employees 
may not have enough information to make 
smart choices.

Some employers fear that they might  
be held legally liable for losses if plan 
participants are disappointed with their 
returns, since any investments made 
through the plan might appear to have 
been sanctioned by the employer. 

a trading price tag
Maintaining a brokerage account in your 401(k) 
carries a modest annual fee—in the range of 
$25 to $175, depending on the firm. Further,  
you may pay transaction costs and commissions  
on each trade you make. Most people who are  
enthusiastic about the chance to invest their 
401(k) money as they please consider those 
charges worth the price.

Similarly, mutual funds you purchase through 
a brokerage account may have higher fees than 
those provided by your employer, in part because 

•  Greatest possible
investment choices

•  Capital gains aren’t
subject to current taxes

•  Greatest possible
investment choices

•  Capital gains aren’t
subject to current taxes

•  May not have all the
information needed to
make good choices

•  Short-term trading can
jeopardize long-term
retirement goals

•  May not have all the
information needed to
make good choices

•  Short-term trading can
jeopardize long-term
retirement goals

tHrowing MoneY oUt  
tHe window
Some financial professionals object  
to brokerage accounts in 401(k) plans  
because they worry that some investors  
might be tempted to try short-term trading,  
also known as day trading. Day traders 
attempt to make money on rapid, short- 
term price changes in a number of differ-
ent stocks. But they face the increased  
risk of substantial losses by trying to  
time their trades. Further, the critics 
say, stressing short-term gains is at 
odds with the goal of retirement  
savings, which is long-term growth.

Similarly, these same critics fear 
that being able to trade regularly in 
a 401(k) brokerage account might 
encourage less experienced inves-
tors to sell off stocks during a market 
downturn and buy them again when 
the markets have recovered.

They argue that this approach—
which they sometimes describe as  
a knee jerk reaction to market  
fluctuations—is a bad idea. It means  
you pay higher prices when you 

repurchase shares, on top of sustaining 
losses, if you sell when prices have 
declined dramatically—precisely the 
point at which panic tends to set in.

There is statistical evidence to show 
that past investors who stayed in the  
market through thick and thin came out 
ahead of investors who moved in and 
out—but there are no guarantees that  
will be the case in the future.

Some 401(k) plans let you 
invest in stocks, bonds,  
or funds of your  
choosing, as well  
as the investments 

and company stock that are part of 
the plan’s menu. Using this option, 
you trade through a designated  
brokerage account, just as you would 
using a broker outside the plan.

Letting tHe 
LigHt in
The opportunity to 
choose among a  
larger universe of 
mutual funds or to 
trade stocks and 
bonds in your 401(k) 
account is sometimes 
described as a  
brokerage window.

Brokerage Accounts
Some 401(k) plans open a window to broad investment 
opportunities.

your employer may 
subsidize part of 
the cost of in- 
vesting or because 
the choices 
offered 
through 
the plan 
are institu- 
tional funds, which typically have lower fees. 
Any transaction costs, as well as annual fees,  
are deducted from your account value. 
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If you work for a publicly traded corpora-
tion, the list of investment choices in your 
401(k) plan may include the opportunity 
to buy company stock or put money into a 
company stock fund.

You may even find there are incentives 
to encourage you to make this choice. For 
example, you may be able to purchase  
the stock at a price that’s lower than the 
current market price. Or, you may be able 
to put in a higher percentage of your pay  
if you choose company stock. And, in  
certain instances, the amount you choose 
to invest in company stock can determine 
the percentage of the match you receive.

In fact, some employers make their  
entire matching contribution in the form 
of stock instead of cash. If that’s the case, 
your account is credited with company 

stock or shares in a company stock fund, 
no matter how your individual contribu-
tions are invested.

sUnnY side Up
There may be good reasons to invest in 
your company’s stock. After all, you  
probably understand the products and  
services, what the company’s doing to  
expand its business opportunities and 
market share, and the strengths or  
weaknesses of its management. Those  
are exactly the kinds of things you  
investigate when you’re considering  
any stock investment. And investing  
in your employer’s stock gives you an  
opportunity to share in the success  
you’re contributing to as an employee.

egg on YoUr face
But there are risks. You already depend  
on your employer for your current income. 
If you have a defined benefit retirement 
plan in addition to your 401(k), the com-
pany will also be providing part of your  
retirement income. So you might want  
to think twice about tying your financial 
security too tightly to a single source.

In the worst possible circumstance,  
if your employer went out of business,  
you might not only be out of a job, but  
the portion of your 401(k) that’s invested 
in company stock might be worthless. 
Company bankruptcies and stock price 
collapses, as recent history shows, can  
and do happen, leaving employees  
without assets.

soMe tax adVantages
If company stock increases in value before 
you’re ready to retire—as you hope it 
will—you may be able to postpone paying 
tax on the gain by withdrawing the stock 
from the plan rather than moving it to a 
rollover IRA with other plan assets.

If you take the stock out, you owe  
income tax on only its value when it  
was added to your account, not on any  
increase in value. You owe no additional 
tax as long as you hold onto the stock.

And, when you do sell, you may be  
eligible to pay tax on any increase in value 
at the long-term capital gains rate. In fact, 
selling company stock is the only current 

When you invest your 401(k) in 
company stock, you may get…

W
he

n y
ou

put
all your eggs in one basket...•  You risk losing a

greater percentage
of your value

•  You miss out on
the advantages
of diversification

exception to the rule that all withdrawals 
from retirement plans are taxed at your 
regular income tax rate. But the rules  
are tricky, so be sure you get expert  
professional advice.

stocK ownersHip, two
Choosing to buy company stock with your 
401(k) contributions is different from  
getting stock from your employer through 
an employer stock ownership plan 
(ESOP). An ESOP, when it has been 
approved as a retirement plan by the  
IRS, is a trust to which the company 
contributes shares of newly issued stock, 
shares the company has held in reserve,  
or the cash to buy stock. The shares  
go into individual accounts set up for  
employees who meet the plan’s eligibility 
requirements—generally the same ones 
that determine eligibility for a 401(k).

In fact, while an ESOP may be separate 
from a 401(k), it may also be part of the 
same plan. If it’s linked, your employer 
may match your contribution by adding 
shares to your ESOP account rather than 
adding cash to your investment account. 
In many cases, matches made through 
ESOPs are more generous, in part because 
there are tax advantages to using an ESOP 
and in part because offering an ESOP can 
be a good way to attract interest in—and 
contributions to—the retirement plan.

If you leave your job, you have the right 
to sell your shares, on the open market if 
your employer is a public company or back 
to the ESOP at fair market value if it’s not. 
About 90% of companies offering ESOPs 
are privately held.

Better 
401(k) 

matching

% you 
invest in 

employer’s 
stock

Restrictions 
on when  

you can sell

Tax  
advantages

Dropping price  
on  

stock

danger zones
When you receive matching contribu-
tions in the form of company stock, 
an increasingly large percentage of 
your total portfolio may be in a  
single investment. In fact, in some 

plans where this matching arrange-
ment is in place, employees may have 
up to 50% or more of their portfolios 
allocated to employer’s stock.

Many retirement experts argue 
that diversification is a critical com-

ponent in your retirement portfolio, and 
that you can’t afford to take the risk of 
overemphasizing any investment, even one 
that may provide a significant return. Their 
advice is a maximum of 10% to 20% in 
company stock.

Company Stock
Sometimes buying what you know is a smart investment 
strategy—and sometimes it’s not.
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But not all funds invest in only one  
segment of the market. For example, a  
US stock fund might own both large-cap 
core value and growth stocks, and keep a 
percentage of its holdings in cash.

Further, no two funds own exactly the 
same investments in exactly the same  
proportions, or produce exactly the  
same return.

For example, a stock mutual fund that 
describes itself as a growth fund doesn’t 
necessarily produce the same return as 
other growth funds. For similar reasons,  
a growth fund may not produce the same 
return as an index that tracks growth  
investments.

To create benchmarks for measuring 
funds that make diverse investments,  
companies that specialize in analyzing 
fund performance use a process called 
style analysis or returns-based style 
analysis. This methodology focuses on  
the way a fund’s returns behave in  
relation to the returns of a number  
of different asset classes. That  
information, in turn, helps to  
explain the fund’s past perfor- 
mance as well as anticipate  
how the fund may perform  
in the future.

Fees: be prepared
The returns published in the financial 
press for a particular mutual fund may  
differ from the return that’s reported for 
the same fund in your portfolio statement. 
That happens for a number of reasons.

Part of the answer is fees. Unless your 
employer covers the entire administrative 
cost of the plan, you may be paying a  
share of those fees, fees for recordkeeping  
services your plan offers, or loan fees if 
you’ve borrowed from your plan. Those 
fees are subtracted before your return is 
reported on your statement.

Fees vary from plan to plan, based in 
part on who the provider is and in part  
on the size of the plan. Large plans tend 
to have lower fees—sometimes much 
lower—than smaller plans. That’s because 
the more money that flows into the plan, 
the better the deal the provider is willing 
to offer to keep the sponsor’s business.

otHer Cost Issues
Investment management fees, which are 
figured as a percentage of your assets, are 
also subtracted before return is reported. 
Fees for different investments vary, 
typically based on how active the manage- 
ment is and the kinds of investments the 
fund makes. For example, stock funds tend 
to have higher fees than bond funds, and 

passively managed index funds tend to 
have the lowest fees of all.

Similarly, your account activity,  
particularly the timing of money flowing 
into—and sometimes out of—your  
account, and the costs of the transactions 
you make, also affect return. For example, 
if your contribution hits 
the fund on a day when 
prices have jumped  
or dropped, your 
money will buy a  
different number  
of shares than it 
would have if your 
purchase had gone 
through a day earlier 
or later. And if you  
do a lot of buying  
and selling, you may 
pay substantial sales charges  
or transaction fees.

CHeCkInG up on  
your own
If you’re investing in individual stocks or 
bonds through a 401(k) brokerage account, 
you’ll find that performance data isn’t  
neatly presented to you the way that  
mutual fund statistics are. But you can find 
up-to-the-minute information on prices and 
yields online as well as in the financial pages 
of major newspapers.

Fee FInders
You can get more information about 401(k) 
fees and expenses from the US Department 
of Labor. A booklet called “A Look at  
401(k) Fees…for Employees” is available 
on its website at www.dol.gov. You can  
find other information about fund fees at 
www.finra.org and www.sec.gov.

You can also encourage your employer 
to compare the costs of different 401(k) 
plans using a form developed by the  
US Department of Labor and the mutual 
fund, banking, and insurance industries,  
all of which sponsor various plans.  
This form and the Employee Benefits 
Security Administration’s (EBSA) guide, 
“Understanding Retirement Plan Fees  
and Expenses,” are available from the 
department.

Your 401(k) plan statement—whether  
in print, online, or through a voice 
response system—will tell you whether 
your account value went up or down  
during the most recent period. But you’ll 
need more information to determine 
whether to stick with your current  
investment choices as they are or make 
some changes to improve the chances of  
meeting your long-term goals.

benCHMarks
One of the things you want to know as you 
evaluate portfolio performance is how well 
a fund is doing in relation to the other 
funds making similar types of investments, 
or striving to achieve a similar goal. That’s 
where benchmarks come in.

A benchmark is an index or average 
that reflects the movement of a particular  
financial market or market sector. It 
serves as a standard against which to  
compare the performance of an invest-
ment that belongs to the same market  
or sector. For example, the Standard & 
Poor’s 500 Index (S&P 500) is the bench-
mark against which the performance of 

large-capitalization US stocks and stock 
funds that invest in those stocks are mea-
sured. Likewise, the Russell 2000 Index  
is the standard for small-company stocks  
and funds.

Lipper Inc. and Morningstar Inc. also  
provide standard benchmarks for mutual 
fund performance. Each of the indexes 
tracks the performance of funds that  
invest in a specific group, or subclass, of 
stocks or bonds, such as large-company 
growth stocks or US government bonds.

If one of your funds lags behind its  
appropriate benchmark for more than  
two or three years, it may be a candidate 
for replacement. But remember that you  
can’t make a meaningful assessment  
unless the benchmark you’re using is  
the right one for that fund.

analyZInG style
A fund manager’s investment style, 
which influences the types of investments 
the fund makes, is an important factor  
influencing its performance. For example, 
if a fund invests mainly in short-term 
bonds, it tends to perform the way the  
short-term bond market performs. 
Similarly, a fund that invests in large- 
capitalization growth stocks tends to  
perform the way the large-cap growth  
segment of the stock market performs.

Performance Factors
Keeping close tabs on your 401(k) portfolio is critical.
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DATE

ing prices. But if your plan uses monthly or 
quarterly valuations, your investments will 
be priced as of the close of that period.

MaKing cHanges
The rules for changing your investments 
differ from plan to plan. Your plan descrip-
tion will tell you how often you can make 
changes, and when they will take effect. 
For example, if your plan allows you to 
switch investments daily, you may have  
to call or log in by a certain time in order 
for the change to be implemented the 
same day. When you make a change,  
your plan administrator will mail you  
a confirmation statement.

Personal data. You’ll find 
your name, address, date of 
birth, the date you joined 
the plan, beneficiaries,  
and annual salary. If this 
information is incorrect, 
check further, as there may 
also be errors in how your  
account is valued. 

Vesting status. There may 
be a statement describing 
whether or not you are vested 
in, or own, your employer’s 
contributions to your account, 
and if not, the date you will  
become vested.

Future account value. Some plans may 
provide a projection of your  
account’s value at retirement  
based on different hypotheti- 
cal rates of return, assuming  
you continue contributing at  
your current rate.

Investment selections. This section 
shows your current allocation among  
the investment options you’ve chosen. 
Most plans let you shift your 
investment mix, though the 
frequency and timing for  
making these changes vary 
from plan to plan, often based 
on the valuation dates.

Transfers. If you’ve 
moved money out of 
or into your account, 
those amounts will 
be reported. For  
example, you might 
have added money from  
a former employer’s plan.

pLace YoUr order
In plans that offer electronic access to  
account information, you may not receive 
printed account statements, but you can  
request them if you wish.

pLans onLine
Online access to 401(k) account informa-
tion is becoming an increasingly popular 
feature of many plans. If your plan isn’t 
online yet, it probably will be soon.

Plan websites provide the same account 
information as printed statements and 
voice response units in a format that 
you can view and print at any time. Plan 
administrators use special software to  
ensure secure transmission of confidential 
account information, and require you to 
identify yourself with a user ID and a  
password to get access to your account. 

Account balance. The report provides 
your balance at the beginning and end  
of the period, plus a breakdown showing  
your pretax and aftertax contributions (if 
any), employer contributions (if any), and 
rollovers from a prior  
employer’s 401(k) plan  
(if any). If you subtract  
the total you’ve added  
to an investment for  
the period from its  
overall increase or  
decrease in value, you can  
figure out its rate of return.

Loan information. If you’re repaying a 
loan from your 401(k), the investment 
from which you took the loan and the 

amount that you 
borrowed will be 
shown as a debit.

Your employer is legally required to report 
the status of your 401(k) account just once 
a year—and that’s only if you request a 
copy of your statement. Fortu nately, how-
ever, most plan sponsors automatically 
provide reports on at least a quarterly 
basis. Others issue statements monthly. 
And to keep up with the demand for 
 immediate, up-to-date information,  
more and more firms are reporting 
 account information online or using 
 automated voice response units (VRUs).

Regardless of how you get your  
401(k) report, it’s an important tool for 
monitoring performance and confirming 
that deposits are being made.

doing tHe MatH
The timing of the reports you receive 
depends on how often your plan is valued. 
Valuation occurs when the plan’s record-
keeper reconciles all the activity in your 
account—such as contributions or  
matching funds being deposited, the  
gain or loss from moving assets from one 
investment option to another, increases  
or decreases in the value of your invest-
ments, and loan repayments you’ve 
made—within a particular period.

Armed with increasingly sophisticated 
electronic tools, recordkeepers have no 
trouble valuing your account daily and 
making this important information  
available to you.

As plans are valued more frequently, 
you have more flexibility in changing your 
investment selections—whether your  
assets are held in plan investments or in 
brokerage accounts. In most cases, if your 
plan is valued daily, you can usually switch 
your current investments and redirect 
your future plan contributions every day. 
Similarly, if your plan is valued quarterly, 
you can usually make changes in your  
portfolio quarterly as well.

a friendLY Voice
If you have a touch-tone phone, you can 
often get 401(k) information using a voice 
response unit, which is usually accessible 
through a toll-free telephone number. 
These systems allow you to access your 
account balances, investment selections, 
and personal data, as well as request 
statements, 24 hours a day, 7 days a week. 
You usually have to enter an ID number, 

often all or part of your Social Security 
number, and a personal identification 
number (PIN).

Voice response units offer the same 
information that’s available in printed 
form on a statement. The difference is 
that the systems make it easy for you to 
reallocate your account—that is, switch 
your current investments, or change the 
way your future contributions will be 
invested—and update personal data. 

Remember, though, that the timeliness 
of your account balance depends on how 
frequently it’s valued. If the recordkeeper 
performs daily valuations, your account 
balance will reflect the previous day’s clos-

Your statement won’t look exactly 
like this one, but it will have this 
information.

Account Report Cards
Your plan statement provides an in-depth look at where 
your 401(k) stands.
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Blue Chips

Mid-cap Stocks

Emerging Stocks

a reBaLancing tiMetaBLe
Some investment professionals suggest 
rebalancing your allocation once a year 
as part of an annual reassessment of your 
financial plan. But there’s no official time-
table, and the further in the future your 
retirement is, the less important frequent 
rebalancing is likely to be.

Rather than rebalancing mechanically,  
you might decide to sell off holdings in 
your portfolio’s strongest asset class 
only when that class exceeds a specific 
percentage—say 10% or 15%—over your 
target allocation. That way, you avoid  
what seems like the backward logic of 
selling an investment that is doing well in 
order to put your money into something 
that seems less likely to help you meet 
your long-term needs.

With a target date fund, the fund 
provider is responsible for rebalancing and 
reallocation. The premise of these funds 
is that they gradually modify the asset 
mix from an emphasis on growth to an 
increasing emphasis on producing income. 
A balanced fund manager also readjusts 
its allocation to maintain the mix of equity 
and bonds described in the prospectus.

wait it oUt
If watching the stock ticker take a nose-
dive makes you worry that your 401(k) 
funds are losing value too, or if your  
account has dropped enough in value to 
make you uncomfortable, what should you 
do? In most cases, the answer is sit tight.

In reality, there’s always the potential 
that equity markets will drop and your 
account will lose some of its value.  
That’s why a broadly allocated 401(k) 
portfolio and a gradual shift toward a 
more conservative mix as you get closer 
to retirement are essential. While that 
doesn’t ensure your account won’t lose 
value, it should help cushion the blow.

tHe Hidden cost  
of sHifting
If you have online access to your portfolio or 
you have a 401(k) plan brokerage account, 
you may be able to shift your asset class  
allocation and the individual investments 
within each class as often as you wish.

When your portfolio value is up, you  
can lock in profits without having to plan for 
the immediate tax consequences. When it’s 
down, you can move into something safer.

But remember that this kind of constant 
shifting makes retirement planners shiver. 
Most trading comes with a price tag, in  
terms of sales charges and sometimes  
back-end loads, exchange fees, or exit fees. 
The more often you trade, the more you 
pay. So there’s a real risk that you may be 
spending more to make changes than you 
earn from making them. An even more 
serious consequence is that switching out 
of equities when the equity market drops 
means you’re locking in a loss.

On the other hand, some of the invest-
ments in your account may be living up to 
your expectations, while others are not.  
Is that the time to make a change? If a  
mutual fund produces returns below the 
average for its category for two years, it 
may be time to sell your shares and put  
the money into another alternative within 
your plan.

Many people are careful to allocate their 
assets when they start to participate in a 
401(k) but fail to make adjustments over 
the years. That’s almost never a good idea.

Two situations may require that you 
rethink your initial allocation or make 
some changes to get back on track:

As you get closer to retirement, you 
may want to readjust your allocation 

strategy to add more stability and empha-
size income-producing investments.

If market performance increases  
or decreases the value of one asset 

class so that your actual portfolio alloca-
tion is significantly different from the 
allocation you selected, you may want  
to realign your holdings to get them back 
in balance.

Keeping YoUr BaLance
Different assets grow at different rates. 
Over time, the ones that grow more  
quickly will make up a greater percent-
age of your portfolio than you originally 
planned. To maintain your portfolio’s  
original asset allocation mix, you may  
decide to transfer money from asset  
classes that have grown faster—such as 
long-term corporate bond mutual funds  
or small-cap stock funds—into those that  
have grown more slowly, such as blue  
chip funds or capital preservation funds.  
If you don’t reallocate, you may find your-
self with a portfolio that has more risk  
or the potential for a smaller long-term  
return than you originally intended.

getting it done
You can rebalance your portfolio in  
different ways. They all work, but you may 
be more comfortable with one approach 
than another.

For example, you can sell off a portion 
of the asset class that has increased most 
in value and reinvest those profits in the 
lagging asset class.

Or you can change the way your future 
contributions are allocated, putting more 
money into the lagging asset class until 
things are back in balance.

You can also add new investments in 
the lagging asset class to your portfolio 
and funnel your contributions to those  
investments.

If you’re reallocating to emphasize 
income over growth, you can gradually sell 
off some of your stock holdings, moving 
the money into fixed income. At the same 
time, you can direct a larger percentage of 
your continuing contributions into those 
more conservative choices. 

It’s better not to let your 
portfolio get too far out  
of balance.

Rebalancing Acts
Keeping your 401(k) portfolio balanced may mean 
moving investments around from time to time.
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And don’t underestimate inflation 
risk. The cost of things goes up over time, 
reducing your buying power. If your return 
is less than the rate of inflation, you lose.

prepare for tHe Unexpected
No matter how carefully you select the 
investments for your portfolio, there are 
always things that take you and other 
investors by surprise. 

Company risk is the possibility that a 
once-powerful company will falter. A com-
petitor could produce a better product, 
the management could make a series of 
bad decisions, or scandal could taint its 
reputation. In such cases, investors tend 
to sell and the stock or bond price falls.

Credit risk is the possibility that a 
bond issuer won’t be able to make regular 
interest payments or repay your principal 
when the security matures. You face the 
same risk with fixed annuities.

Political risk is a factor in interna-
tional investments, especially those in 
emerging markets where instability may 
undermine markets or a new regime may 
limit outside investment.

risK toLerance
When you understand the link between 
risk and return, you can figure out ways to 
take calculated risks to improve the likeli-
hood of meeting your goals. For example, 
you may be willing to buy a potentially 
risky investment if you expect that its 
long-term return will be greater than the 
return on a risk-free investment. That’s 
called a risk premium.

The risk-free investment you typically 
use as a benchmark, or standard for 
comparison, is the 13-week US Treasury 
bill, also called the 90-day bill. A T-bill is 
considered risk free for two reasons:

•  It’s issued by the federal government,
which makes it virtually free of default
risk, though you could lose money if
you sold before its expiration date

•  Its short term means it’s not vulnerable
to inflation risk

You can calculate the past risk premi-
ums, using different formulas for specific 
investments. With a large-company stock, 
for example, you divide the total return, 
or earnings plus change in value, by the 
total return for T-bills. If the result is  
positive, taking the risk has paid off.

tHe risK of safetY
If you’re so worried about the possibility 
of losing money that you put most of your 
money into investments you consider  
absolutely safe—like insured CDs and  
US Treasury bills—you’re investing to pre-
serve principal. Basically you can expect 
to get back what you put in, plus interest. 

As a long-term investment strategy, 
preservation of principal has its own 
serious risks. First, insured investments 
usually pay less than uninsured ones. And 
inflation steadily erodes your real return 
and your purchasing power.

For you, as an investor, risk means the  
possibility that you’ll lose some or all of 
your principal, or that the return your 
principal provides won’t be enough to  
meet your financial goals. Return is your 
profit or loss on an investment, which is 
based on dividend or interest earnings  
plus increases or decreases in value. 

anatoMY of risK
Risk comes in several forms, and so do the 
strategies you can use to help protect your 
investment portfolio. 

Asset allocation helps protect you 
against what are called systematic, or 
predictable, risks. One example is the 
recurring pattern that a period of stock 
market gains is always followed by a  
period of losses. If you always hold bonds 
and cash as well as stock, you reduce the 
risk of loss when stocks slide.

Diversification, on the other hand, can 
help insulate you from nonsystematic, or 
security-specific, risks. For example, you 
may select a highly rated bond for your 
portfolio. But bonds can be downgraded  
for a variety of reasons, which usually 
means their market value drops. What’s 
unlikely in a diversified bond portfolio, 
though, is that all your holdings would be 
downgraded at the same time. 

However, it’s essential to remember 
that neither asset allocation nor diversi-
fication guarantees a profit or protects 
against losses in a falling market.

coping witH tHe expected
While there are no guarantees that history 
will repeat itself, there are some risks you 
should fully expect to encounter:

Market risk refers to the recurring 
pattern of ups and downs in the securi-
ties markets. Many factors—economic, 
political, and sometimes emotional—can 
drive prices up or down. When the value of 
a market or asset class drops, most of the 
individual investments in that market or 
class suffer losses as well.

Interest-rate risk occurs because 
bond prices tend to move in the opposite 
direction from interest rates. If rates go 
up, the market prices of existing bonds go 
down. That means you could lose principal 
if you sold, just as you would if you sold 
stocks when their prices dropped.

Currency risk affects you if you 
have international investments. As the 
exchange rate between the US dollar and 
the currencies in which your investments 
are sold fluctuate, the value of your return 
on those investments reflects that change.

Risk Strategies
Recognizing the threats to your goals can help you figure out 
diversionary tactics.

risK and retUrn
Historically, stocks have exposed investors to 
greater risks but provided higher returns.

Ri
sk

 

Money
markets

Bonds

Stocks

Potential return
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INFLATION

percent retUrn
The reason you’re interested in percent 
return is that the information can help  
you evaluate whether to keep certain  
investments in your portfolio or replace 
them. For example, if the percent return 
that a large-company mutual fund provides 
over several years is substantially below  
the benchmark, or average level of  
performance, for its category, you may  
want to move your assets into a similar  
fund with a better record.

When you own individual investments 
and are not reinvesting your dividends or 
interest, calculating percent return can be 
quite simple, as the illustration here shows. 
You divide the total return, or income plus 
increase or decrease in value, by the amount 
you invested. Then, to find the average 
annual percent return, you divide the 
result by the number of years you’ve held 
the investment. 

If your earnings are being reinvested, 
the calculation is more complicated because 
each reinvestment increases your cost  
basis, or investment amount. If you  
simply divided total return by your original 
investment, the result would be too high.

The good news, though, is that retail 
mutual funds regularly calculate their 

There’s something satisfying about invest-
ing your money to earn more money. Part 
of that sense of accomplishment probably 
comes from knowing that you don’t always 
have to keep your shoulder to the grind-
stone to get ahead. But you can’t just sit 

$ 160 Total return
 ÷ $ 1,000 Amount you invested
 =  16% Percent return

$ 16% Percent return
 ÷ $ 3 Number of years
 = 5.3% Annual percent 

 return

YoU can coUnt  
YoUr cHicKens
While your actual return on 
an investment isn’t final 
until you sell the 
investment 
and fig-
ure out 
where you 
stand, you 
can keep a 
running tally 
of reinvested 
earnings and 
any increases 
or decreases 
in value by 
checking your 
current account 
value. Remember, 
though, not to con-
fuse the contributions 
you’re adding to your 
account with return that  
the investment is generating.  
If your increased value is 
equal to the contributions 
you’ve added, your investment  
isn’t providing a positive return.

did YoU reaLize tHis?
Gains in the value of an investment that 
exist on paper—as opposed to gains in 
your pocket or your bank account—are 
unrealized gains. When you sell, your 
gains, if any, become realized. Realizing 
a gain means an investment can no longer 
increase in value, but it also ends the risk 
that the investment may lose value. You 
can also have unrealized losses, especially 
in the short term. And if you sell when an 
investment is worth less than you paid for 
it, you realize a loss.

HigHer is Better
While there’s no ideal investment return, 
obviously the higher your return over an 
extended period of time, the more your  
retirement savings account can grow.  

One approach is aiming for 
an 6% overall annual return. 
You can consider the years 
you do better as icing on 
the cake. On the other 
hand, too many years when 
your return is lower may be 
cause for concern: If your 
average annual return is 3% 
instead of 6% while you’re 
accumulating savings, your 
retirement fund probably 
won’t provide the income 
you need.

cUrrent YieLd
Current yield on a fixed-income investment, 
such as a bond, is the amount you’re  
earning in relation to the current price 
rather than the amount you invested. It’s a 
useful number for valuing your investments 
in the current market.

  $ 50 Interest or dividends
 ÷ $ 1,000 Amount you invested
 =  5% Yield

YieLd
Yield is what you collect in income on an invest-
ment, expressed as a percentage of the amount 
you spent for your investment. For example, 
the $50 annual interest payment you get on a 
bond you bought for $1,000 is a 5% yield. 

retUrn
Return, or more precisely total return, is the 
amount your investment increases or decreases 
in value, plus any income you receive. For  
example, if you earn $150 on a bond and can 
sell it for $1,010 instead of the $1,000 you 
paid for it, your total return is $160 ($150  
interest + $10 increase in value = $160).

$ 1,010 Sale price
– $ 1,000 Investment

 = $ 10 Increase in value
+ $ 150 Income from investment
= $ 160 Total return

Annual 
Percent 
Return

wHen retUrn is reaL
In figuring return on your investment, 
there’s another factor you have to  
take into account—inflation, or the 
decreasing value of money over time.

Because inflation is persistent, it  
gradually erodes your buying power.  
That means you need more income  
each year simply to maintain the same 
standard of living you’ve been enjoying. 
And the longer into the future you are  
trying to anticipate the income you’ll 
need, the more you have to be concerned 
about inflation.

Real return is the return an invest-
ment is currently producing minus the 
current inflation rate. For example, if one 
of the stock funds in your portfolio reports 
a one-year return of 8% and inflation is  
at 3% that year, the real return on your  
investment is 5% (8% return – 3% inflation 
= 5% real return). Another way to look at 
real return is that it’s the portion of your 
return that matters because it measures 
the rate at which you’re staying ahead of 
inflation.

The importance of real return  
emphasizes why you may not want to  
concentrate too heavily on fixed-income 
investments in your retirement portfolio. 
Since the average return on fixed-income 
investments is already less  
than the return on  
equities, inflation has  
a proportionally  
greater impact  
on the real  
return they  
provide.

reaL retUrn
8% Total return

– 3% Inflation rate
 = 5% Real return

Yield and Return
There are different formulas for analyzing results.

back and let things happen. You have to 
stay alert to the kind of progress you’re ac-
tually making toward your financial goals. 

You can measure the results provided 
by your investments in two ways, by  
figuring yield and return.

percent return, including reinvested earnings 
minus expenses, over a number of periods. 
While the actual percent return on your account 
will vary slightly from the numbers the fund 
reports, based in part on when you bought 
shares, the results are close enough to provide 
the information you need.
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five years. What’s more, there are no 
required minimum distributions from a 
Roth IRA, as there are with a traditional 
tax-deferred IRA.

a second perspectiVe
If you have a spouse or partner with 
investment assets, you might want to 
look at both portfolios when you allocate 
your assets. For example, if your spouse 
has a defined benefit pension that will 
pay 30% to 50% or more of his or her final 
salary—a generous but not uncommon 

taxaBLe inVestMents
When you compare investing in taxable 
accounts to investing in tax-deferred 
accounts, you might think first of the 
disadvantages. In the case of taxable 
accounts, you’ve already paid income 
tax on the amounts you invest, you pay 
income tax on any earnings your invest-
ments produce (even if you reinvest 
them), and you owe tax on any profit you 
realize from a trade.

But the rate at which long-term capital 
gains are taxed is lower than your regular 
tax rate, which may help soften the tax 
blow. Qualifying dividends are taxed at the 
same lower rate, which may be 0%, 15%, or 
20%, based on your adjusted gross income 
(AGI). There’s no cap on the amount you 
can invest in a taxable account in any  
one year, and you can sell an investment 
without penalty whenever you wish. So if 

percentage—that could provide a sub-
stantial amount of the basic income you 
need in retirement. Having that income 
frees each of you to put an even larger  
percentage of your 401(k) and your tax-
able investment portfolios in equities. 

On the other hand, if the bulk of your 
401(k) account is in stock of the company 
you work for, you may want to put more 
emphasis on tax-exempt municipal bond  
investments in your taxable accounts to 
add adequate diversification.

you concentrate on certain investments  
in your taxable accounts and on other 
types of investments in your tax-deferred 
accounts, you can take full advantage of 
what each has to offer.

One rule of taxable investing is  
to concentrate on long-term growth  
potential, usually in equities. It often  
pays to hold on to these investments for 
the long haul, or at least as long as they  
remain promising. Remember, you owe  
no income tax on unrealized gains—no 
matter how big they are.

Similarly, you’re better off keeping  
tax-exempt investments, such as municipal 
bonds and municipal bond funds, in an 
ordinary taxable account. Otherwise  
you’ll end up owing tax on the interest  
you receive, since all earnings on tax-
deferred accounts are taxed when you 
withdraw them.

taxaBLe 
Advantages
•  Tax on capital gains

and qualifying dividends
at rate lower than
regular rate

•  No limit on purchases

Disadvantages
•  Taxed as you earn

tax deferred
Advantages
•  No tax on earnings until withdrawal
•  With 401(k) and deductible IRAs,

no tax on contributions
until withdrawal

Disadvantages
•  Taxed at regular rate

at withdrawal

tax free
Advantages
•  Earnings not taxed

if you follow
withdrawal rules

•  No required
withdrawals

Disadvantages
•  Contributions always

taxed

inVestMent coMparisons

gains tax on profits when you sell invest-
ments in the account, though there will be 
transaction fees. As a result, your account 
has the potential to accumulate more 
than a taxable account with comparable 
earnings. If you’re 50 or over, you may also 
make annual catch-up contributions.

You may qualify to deduct your  
contribution to a traditional IRA. If you’re 
not eligible for a retirement plan at work, 
you can always deduct if you’re single. 
Income limits apply if you’re married and 
file a joint return. You also qualify for a 
deduction if your modified adjusted gross 
income (MAGI) is below the annual limits 
that Congress sets for your filing status. 

Based on your MAGI, may also qualify  
to open or add to a Roth IRA. You con-
tribute after-tax earnings to your account 
but can withdraw completely tax-free 
income—provided you are at least 59½  
and the account has been open at least  

You might think of your retirement savings as  
a self-contained investment portfolio. You’ve  
allocated the assets within your account and 
made sure your portfolio is diversified. But to 
make the most of your plan, you also need to 
think of it as part of your total financial picture.

Even if your contribution to a 401(k) plan 
is the only active retirement investing you’re 
doing, it probably won’t be your only source of 
retirement income. For example, though Social 
Security may change over time, it’s reasonable to 
expect some income from that source. You may 
also be entitled to a pension, even if it’s only a 
modest one. And if you’re married, you may get 
pension income from your spouse’s employer.  
Or, you may own property you can sell or rent.

As you meet your other financial goals,  
such as buying a home or paying for higher 
education, or if you have money left over 
after contributing the maximum to your 
401(k), you may be in a position to invest 
for retirement outside your 401(k) plan.

don’t forget ira
If your 401(k) is a good one, it’s usually 
smart to put as much money into it as you 
can. Sometimes, that means coming up 
against the annual federal limit. But when 
you hit the limit and can afford to invest 
more, you might want to consider an  
individual retirement account (IRA).

The only requirement for opening an 
IRA is that you have earned income. You 
can contribute up to the annual limit but 
not more than you earn.

While the maximum contribution is 
considerably lower than the 401(k) limits, 
traditional IRAs share the 401(k) advan-
tage of tax-deferred growth. That means 
you postpone tax on any earnings as they 
accumulate, and you don’t owe capital 

Inside and Outside Your 401(k)
Orchestrating your taxable and tax-favored investing can 
create financial harmony.
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Account balance, also called your accrued 
benefit, is the amount your 401(k) account  
is worth on a date that it’s valued. For  
example, if the value of your account on 
December 31 is $250,000, that’s your account 
balance. Each time your account is valued,  
it is likely to have a new balance.

Asset allocation is a strategy for offsetting 
systematic risk by investing specific  
percentages of your investment principal 
in different asset classes. For example, you 
might put 60% of your 401(k) portfolio in 
equity investments, 30% in fixed-income 
investments, and 10% in cash equivalents. 
You use different asset allocation models  
and include different asset classes in  
your portfolio based on your investment 
objectives, risk tolerance, and timeframe.

Benchmark is a standard against which 
some variable is measured. A market index 
or average whose gains and losses reflect the 
changing direction of the market segment 
it tracks—such as large-company stocks or 
corporate bonds—may serve as a bench- 
mark for individual securities included in  
the index and mutual funds investing in 
those securities.

Brokerage window is a designated  
brokerage account offered as an investment 
option in a 401(k) plan. Through a window, 
a plan participant is able to buy and sell 
individual securities and other investments. 
While the percentage of plans offering 
brokerage windows is increasing, opinion is 
divided on the wisdom of giving participants 
so wide a choice.

Capital preservation is an investment 
strategy designed to protect the assets you 
have. In most cases, you choose insured  
investments or other products that pose  
little or no risk to principal. However, in 
using this strategy you do expose yourself  
to inflation risk since you’re likely to realize 
only a marginal increase in the value of  
your portfolio.

Diversification is an investment strategy  
for offsetting nonsystematic risk that 
involves buying a number of individual  
securities or mutual funds in different  
categories or subclasses within a single asset 
class. For example, as part of diversifying, 
you might invest in two mutual funds, one 
buying small-company value stocks and the 
other large-company growth stocks.

Fiduciary is a person, organization, or  
institution responsible for making decisions 
that affect someone else’s investment assets. 
As fiduciaries, plan sponsors are held to a 
specific standard of conduct, and they can 

meet some of their responsibility by working 
with investment professionals, such as  
plan providers.

Guaranteed investment contract (GIC) is 
a contract a 401(k) plan sponsor negotiates 
with an insurance company to provide a 
fixed rate of return on investment principal 
for a specific period of time. The insurance 
company assumes the investment risk of 
paying the guaranteed return. But there is 
usually a penalty, figured as a percentage of 
your account balance, if you want to move 
your money out of the GIC before the end  
of the term.

Fund of funds, is a package of individual 
mutual funds that a fund company puts 
together to help investors meet their  
objectives without having to select a port- 
folio of funds on their own. Some companies 
offer a set of three to five separate target 
risk funds, each with a different level of risk 
and potential for return. Target date funds 
are designed to mature in a specific time 
frame. You can choose from among funds of 
funds the specific package that suits your 
investment style or timeframe.

Matching contribution is money or  
company stock your employer adds to  
your 401(k) account, usually figured as a 
percentage of the amount you contribute. 
Employers are not required to match  
contributions, but may do so if they wish. 
Employers must also choose a vesting  
schedule that conforms to federal guidelines 
to determine how long you must be on the 
job to be entitled to transfer or withdraw  
the matching contributions.

Pretax contribution is money that you 
agree to have subtracted from your salary 
and put into a retirement savings plan or 
other employer sponsored benefit plan.  
Your taxable earnings are reduced by the 
amount of your contribution, which reduces 
the income tax you owe in the year you  
make the contribution. When you withdraw 
the contributions and any earnings they  
produce, you pay income tax at the same  
rate you’re paying on other income.

Qualified plan, such as a 401(k), is a  
retirement savings plan that entitles  
the plan sponsor to certain tax benefits,  
provided the plan complies with the  
regulations of the US tax code section 
401. Some other retirement savings plans 
share certain features with qualified plans, 
including tax-deferred earnings and early 
withdrawal penalties, but aren’t considered 
qualified plans. These include 403(b) plans, 
457 plans, and individual retirement
accounts (IRAs).
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The seesaw principle

Diversification works because the major 

asset classes tend to move in opposite  

directions. So do the subclasses  

within them.
For example, when investors are 

buying stock, stock provides a strong 

return and bond returns are likely to be 

weaker. And when investors get out of the 

stock market and buy bonds, bond returns 

generally strengthen and stock returns 

weaken. Similarly, there are times when 

looking furTher afield

International investments, especially equities, 

are also an important part of diversification. 

Because the world’s economies respond primarily 

to events and conditions in their homelands or 

regions,  investing abroad is a way to build a 

broad-based portfolio. And the opportunity to 

invest in emerging as well as developed markets 

offers a further level of diversification.

While international investing provides 

diversification simply by raising the number of 

potential investment choices, it also adds diversity 

by spreading your investments across different  

sTocks   Bonds

regions of the world. For example, putting 

money into a European fund or an Asian fund 

can position you to benefit from potential strength 

in those areas during periods when the US  

economy is sluggish or in recession.

In general, mutual funds provide the simplest 

way to invest internationally, since they handle  

all of the currency and taxation issues that go 

along with buying and selling abroad. But while 

choosing such a fund can add diversification, it 

can’t insulate you from potential risks of currency 

fluctuation and political turmoil.

overseas stocks (and the mutual funds 

that invest in them) provide stronger  

returns than stocks in US companies. At 

other times, domestic stocks are on top.

If you keep money invested in a variety 

of asset classes and subclasses, you can 

benefit in two ways. First, you’re in a 

position to profit from strong returns in a 

particular subclass. Second, those gains 

may help offset losses in a class or sub-

class that’s slowing down.

using varieTy wisely

If your 401(k) plan offers just one fund 

in each asset class, making decisions is 

simpler than it might otherwise be. You 

just carry out your allocation strategy with 

the options you have. But you’ll want to 

make sure you diversify more broadly in 

your overall portfolio.

If you have several fund choices 

within a single asset class—say several 

stock funds—look first at each fund’s  

investment objective. Try to avoid  

investment in several funds all making 

the same type of investment.

While a fund’s name is often a useful 

clue, don’t take it at face value. Look first 

at the fund’s prospectus for its official  

statement, and then check to see how the 

fund is classified by research companies, 

including Lipper Inc. and Morningstar.  

You may find that one fund that describes 

itself as a small-company fund invests 

more in mid-sized companies than another 

small-company fund. That could mean 

you’re not as diversified as you’d like to be.

Putting part of your 401(k) contribution 

into equities, part into fixed-income  

investments, and perhaps part into cash is 

only the first step in creating your 401(k) 

portfolio. Unless you have a limited choice, 

you’ll need to decide among investments 

within those classes in order to create a 

diversified portfolio. That means iden-

tifying subclasses of investments within 

each of these three asset classes.

For example, even though a fund that 

buys small-company stock and a fund that 

buys stock in large companies are both  

equity funds, they are significantly differ-

ent investments. Each one exposes you to 

different levels of risk, changes in value  

at different rates, and may prosper in  

different economic circumstances. So 

when small-company stocks are provid-

ing stronger returns than large-company 

stocks, a small-company fund is likely to 

provide a stronger return than a large-

company fund, and vice versa.

If you own each type of fund, 

you’re better positioned to benefit 

from a strong return on at least a  

portion of your portfolio, no  

matter which fund is providing 

the stronger performance at any 

given time. That’s the whole point 

of diversification: It means you’re 

investing to protect your portfolio 

against major losses that could result 

from a drop in value of a single  

investment category or market sector.

In other words, a diversified 

portfolio contains investments that 

are not only individually strong, but 

also distinctly different from 

each other. That way, your 

portfolio may have a better 

chance of providing strong 

performance in a variety  

of situations.

if your Timing 

is off
While the ups and downs 

of investment performance 

are clearly recognizable, it’s 

almost impossible to predict 

when they might occur. 
If you try to time the 

market—for example, if 

you wait to buy until exactly 

the moment you think 
an investment is about to 

take off, you run the risk 

of being out of the market 

when the price increases 

most. And you’ll end up 

paying more to invest.

Diversification
You can knit together a diversified portfolio of investments.
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covers the essential things you need to know about building 
your 401(k) portfolio and explains the steps you should 
take to manage the assets in your account. The guide also 
offers practical measures for dealing with company stock, 
diversifying your holdings, and evaluating how well your 
investments are doing.

Whether you are just starting to participate in a 401(k) plan 
or have been contributing to a plan for years, this objective 
guide will prove a handy companion.
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