
Dear Fellow Fools, 
In the past two issues of Rule Your Retirement, I discussed how broad classes 

of assets take turns being the prince and the pauper, whether it’s investment type 
(e.g., U.S. stocks, international stocks, real estate, and commodities) or style 
(such as value vs. growth). Sure, there are long-term trends we can build on — for 
example, stocks outperform bonds over most multidecade time frames. But that 
doesn’t mean you shouldn’t own bonds.

One of those long-term trends we emphasize in RYR is the preference of value 
stocks over growth stocks. The evidence shows that, over the long term, cheaper 
stocks provide better, steadier returns. Anyone who was in value stocks over the 
past five years would certainly agree. From 2000 to 2004, large value stocks 
returned an average 6.57% a year vs. an average annual loss of 4.68% for large 
growth stocks. But now we might have a problem. 

When an investment does pretty well, people pile in, causing that investment to 
do pretty well even longer. But eventually it runs out of gas, at least temporarily. 
And after five years of value beating the pants off of growth, it might be time for 
the latter to start beating the former. 

A research report issued last month by the value-oriented investment manage-
ment firm Grantham Mayo Van Otterloo & Co. (better known as GMO) shows 
that since 1978, the average price-to-sales ratio (P/S) of the Russell 1000 Value 
Index has been 52% of the P/S of the Russell 1000 Growth Index. However, today 
the P/S of the Value Index is 75% of the P/S of the Growth Index. In other words, 
value stocks are catching up to growth stocks in terms of valuation, which means 
they may no longer be a good value. Right now, value stocks are as expensive as 
they’ve been in the past 27 years, relative to growth. 

As the report stated, “The question we therefore have to ask ourselves is 
whether it makes sense to assume that value stocks will outperform starting from 
these levels.” When a highly regarded, value-oriented money manager says that 
there may not be much value in value, we should take notice. 

But there is one problem with focusing too much on growth. In down markets, 
growth stocks go down more than value stocks. And while a market downturn 
is a possibility at any time, it’s certainly more likely when valuations are above 
average, as they are now. 

So what should you do? If you’re still saving for retirement, maintain a diver-
sified, regularly rebalanced portfolio. Make volatility and the asset hokeypokey 
(one year it’s in, the next year it’s out) work for you. If you’re in or are close to 
retirement, keep money you’ll need for living expenses in the next five years out 
of the stock market. You can ride out the storms and minimize the chances you’ll 
have to sell stocks at a loss if you have the money you need for food and shelter 
sitting safely in bonds, CDs, or a money market account.

Rule on!

QUOTE OF THE MONTH

“Older Americans contribute tremen-
dously to Peace Corps programs all 
over the globe. No single group has 
more to offer in terms of experience, 
maturity, and demonstrated ability.” 

— Peace Corps website (see related 
story on page 6)
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CONSISTENCY IN FUNDS

Standard & Poor’s launched its Mutual 
Fund Performance Persistence 
Scorecard, which measures the 
consistency of top mutual funds over 
three and five consecutive years. As 
of May 31, only 10.7% of large-cap 
funds, 9.2% of mid-cap funds, and 
11.5% of small-cap funds maintained a 
top-quartile ranking over three consec-
utive years. In other words, about one 
in 10 of the top-performing funds in 
one year stays in the top 25% for the 
next two. 

The odds of a superior fund remaining 
superior get even worse over longer 
time frames. According to the S&P, 
“Only 3% of small-cap funds main-
tained a top-quartile ranking over two 
non-overlapping five-year periods, 
while there were no such funds in the 
large- and mid-cap category.”

Not surprisingly, the most consis-
tently top-performing funds had 
common characteristics: “Consistent 
top-half performers had longer 
manager tenure and lower expenses 
relative to their peers.”
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Mathew Emmert is the editor of Motley Fool Income 
Investor, which features high-yielding investment ideas 
that have collectively beaten the Standard & Poor’s 500 
by seven percentage points since inception. This month, 
Mathew explains the world of closed-end funds (CEFs), 
including the best choices for building an income-
producing portfolio today.

I regularly recommend closed-ends in the peripheral 
features of my newsletter, as they often provide valuable 
opportunities for readers to supplement the individual 
dividend-paying stocks that make up my core selections. 
Despite those recommendations, today you’ll be receiving 
a brand-new group of picks that are well positioned for the 
current market environment.

But first things first: What is a CEF and why would you 
want to own one?

The Ins and Outs of Closed-Ends
Closed-end funds are similar to exchange-traded funds 

(ETFs) in that they are simply investment companies 
trading on the major stock exchanges like ordinary stocks. 
Thus, the share price of a CEF is 
determined by supply and demand, or 
the normal machinations of the stock 
market, and is not set to the fund’s 
net asset value (NAV) at the end of 
each trading day like more common 
open-end mutual funds. (By the way, 
NAV — which is supposed to give 
you a firm idea of the value of the fund’s underlying 
assets — is simply a fund’s assets minus its liabilities, 
divided by shares outstanding.)

Interestingly, shares of closed-end funds often trade 
at a material discount to their NAV, which effectively 
allows you to purchase the assets held by the fund for less 
than they’re worth in the open market — like being able 
to buy a dollar’s worth of assets for $0.90 to $0.95. Keep 
in mind, though, that choosing only funds that trade at 
the largest discounts to their NAV is not always the best 
strategy, as many funds that trade at such discounts do so 
perpetually.

Like regular mutual funds, closed-ends are professionally 
managed. But because of minimal marketing expenses and 
lower asset turnover, CEFs tend to have lower operating 
costs. Investors have to pay a brokerage commission to 
buy and sell shares, though that’s also becoming more 
common with open-end funds if you buy through a broker. 

Also, closed-ends have no minimum purchase require-
ments or percentage-based sales loads, and the funds don’t 
carry 12b-1 fees — ongoing marketing expenses that many 
open-end funds have the gall to charge their shareholders.

Similar to traditional funds, closed-ends usually 
distribute their earnings to shareholders via both dividends 
and capital gains, depending on the focus of the fund. CEFs 
pay dividends on a regular schedule just like stocks, but 
the actual amount of the distributions can vary depending 
upon fund performance. Still, most funds strive to keep 
them consistent, and you’ll typically have a few months’ 
warning before a cut.

Don’t Be Lazy on Leverage
OK, all that may sound pretty good, but you have to 

choose your funds just as carefully on this side of the 
fence, as there are additional risks as well. Many CEFs 
tend to employ leverage — which is just a fancy way of 
saying they borrow money at short-term rates and invest 
it in long-term securities that should theoretically have a 
higher yield. If done successfully, this practice will boost 
earnings and therefore yields.

But if managers aren’t careful, the strategy will sour 
in a rising interest rate environment, and the leverage 
would then magnify losses. This is especially true when 

the yield curve flattens (as it’s doing 
now), shrinking the spread — and 
therefore the profit — the fund earns 
on its borrowings. Indeed, if the yield 
curve inverts — a distinct possibility in 
the current environment — leveraged 
funds can pile up losses very quickly.

As such, leveraged funds are 
inherently more risky and certainly more volatile than 
non-leveraged funds. However, volatility faced by CEFs 
is typically still lower than that experienced by individual 
stocks, and the additional benefits of closed-ends can make 
them compelling investments. 

Also, leverage strategies have changed quite a bit since 
these funds were clobbered by rising interest rates in 1994. 
Since then, more sophisticated leverage methods have 
helped these entities better tailor their approach to succeed 
in varying interest rate environments.

For instance, many CEFs now issue preferred shares to 
institutional investors in order to create leverage, which 
is a more conservative approach than some past methods. 
Better still, some funds go a step further and hedge against 
interest rate risk. This often gives them a cushion of two to 
five years before a negative interest rate move really hurts 
their bottom lines.

Closing In On Market-Beating Returns

PERFECT YOUR PORTFOLIO

by Mathew Emmert

Some of the sweetest 
opportunities in the 
income world lie in  

this category.
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Cool Closed-Ends
Now that you know the basics, let’s get down to the 

nitty-gritty. Some of the sweetest opportunities in the 
income world lie in this category, which is why many 
near or in retirement choose to tread in this generally 
underutilized sector.

Without further ado, here are my two favorite closed-end 
funds today:

BlackRock Is Rolling
My top choice in the sector is the BlackRock Municipal 

Income Trust (NYSE: BFK), which currently has a 
compelling yield of about 6.5%. But if you think that’s 
good, consider that interest received from municipal 
bonds is typically exempt from federal income tax. That 
means all you good folks sitting in the 28% tax bracket 
are going to be pulling down a tax-equivalent yield of 
more than 9%. Those of you paying at the top rate of 
35% are going to enjoy a tax-equivalent yield of 10%. 
That’s not a bad take given the relative quality of many 
municipal bonds over comparable corporates, especially 
when you consider that the 10-year Treasury is offering a 
yield of about 4% as we speak.

The BlackRock fund has a reasonable expense ratio of 
just 0.82%. Though the fund’s shares are currently trading 
about equal to their NAV, its shares are a better choice 
than comparable funds trading at a discount. BlackRock 
Municipal has beaten its peers by a sizable margin each year 
since its inception four years ago. Further, many competi-
tors are trading at significant discounts because they’ve 
been forced to cut their dividends, whereas BlackRock 
Municipal’s dividend reserves should allow it to keep its 
payout stable for at least the next nine months.

Now, don’t forget about that leverage thing. The fund 
can’t achieve this yield without stretching a bit, so the 
manager pumps up its payout using about 37% leverage. In 
other words, it borrows 37% of its total NAV and invests 
the proceeds in additional municipal bonds, which are 
(hopefully) paying a higher rate than its cost of capital. If 
37% leverage sounds high, consider that the fund would 
yield nearly 5.9% without employing leverage. So, it isn’t 
stretching too much to achieve its current 6.5% payout.

Certainly this additional yield comes with added risk, 
but the overall credit quality of the fund’s investments is 
solid, with more than 82% of the portfolio sitting in invest-
ment-grade bonds (i.e., those issues rated BBB or higher 
by the S&P). Thus, you’re basically achieving a junk-bond 
yield with an investment-grade fund.

A Master Investment
My second recommendation comes from what’s been 

one of my favorite sectors over the past five years: master 

limited partnerships (MLPs). This space has offered inves-
tors some of the most steadily increasing distributions of 
any sector in the market. Their yields have consistently 
topped most comparable investments, many of which 
invest in riskier assets.

The most common MLPs in the U.S. tend to be energy 
MLPs that own oil and gas pipelines that distribute these 
commodities throughout the country. Unlike the oil and 
gas companies themselves, however, the MLPs don’t take 
delivery of the assets that they transport, and thus they 
have little or no commodity price exposure. Instead, they 
simply collect steady tariffs on the gases and liquids that 
perpetually flow through their pipelines — a boring but 
lucrative business if ever there was one.

Thus far, investors seeking exposure to MLPs have 
largely been on their own, forced to perform their own 
research and purchase individual companies — until now. 
A few relatively new closed-end funds focusing exclu-
sively on the MLP sector have hit the market. Of these, 
I find the Kayne Anderson MLP Investment (NYSE: 
KYN) to be the most compelling.

This fund is committed to investing a minimum 85% of 
its assets in MLPs and MLP-related securities, including 
both stock and bond issues. It has a current yield near 6%, 
and though it’s employing about 40% leverage, it’s now 
hedging about two-thirds of that exposure.

Kayne Anderson has an expense ratio of 1.2%, which 
admittedly is higher than I’d like to see. But management 
appears to be making some solid investment choices thus 
far, and I believe the instant diversification offered by the 
fund makes the fee worth parting with.

Kayne’s portfolio is a bit focused — with its top three 
holdings accounting for about 38% of assets (I favor all 
three companies). Indeed, its second-largest holding is 
Enterprise Products Partners (NYSE: EPD), which has 
returned about 38% to Income Investor subscribers since I 
recommended the units in May 2004.

Kayne Anderson MLP has only been around since 
September 2004, but I believe the fund has a good deal of 
promise for investors seeking some exposure to the MLP 
sector. It’s trading at about a 2.8% premium to NAV, but 
the shares are in demand, and given their market-beating 
yield and above-average quality, they should make a nice 
play for income investors.

If you’re looking to expand your knowledge beyond 
what I’ve covered here, or you’d like to search for your 
own closed-end winners, I recommend you check out the 
wealth of information available from the Closed-End Fund 
Association (www.cefa.com) and ETFConnect (www.
etfconnect.com).
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David Braze (TMF Pixy) is a retired financial planner 
who receives a pension from the U.S. Army for nearly 25 
years of service.

Until recently, it was common for large employers to 
sponsor traditional pension plans for their workers. Paid 
for by the employer, these defined-benefit plans provide 
retired workers a monthly check for the rest of their lives. 
Unfortunately, traditional pension plans seem to be going 
the way of the dinosaur. According to the Department of 
Labor, today only about 20% of workers are covered by 
defined-benefit plans, a 50% drop from 30 years ago. 

More troubling is that the Americans still covered by 
a pension may not be able to count on it forever. Last 
month, Standard & Poor’s announced that the 369 S&P 
500 companies that sponsor pensions 
are underfunded by $164 billion. 
Compare that to a $280 billion surplus 
in 1999. 

The financial pages have been filled 
with reports of failed plans, especially 
heavy in the steel and airline industries, which saw the 
agency that insures private defined-benefit plans — the 
Pension Benefit Guaranty Corp. (PBGC) — assume the 
liabilities of bankrupt firms such as Bethlehem Steel and 
United Airlines. 

Even though these plans are insured, many recipients 
end up receiving a substantially smaller monthly check. As 
if the news isn’t bad enough, the PBGC has reported that it, 
too, is underfunded.

All of the above means that those of us with traditional 
pension plans can’t ignore what’s happening. If we wish 
to retire comfortably, we need to protect ourselves from 
unpleasant surprises. Here are a few ways we can do so:

1. Pay Attention
By law, each year the plan must furnish you a snapshot 

of the plan’s financial condition in a Summary Annual 
Report. Look at it. It will tell you how the plan’s invest-
ments did for the year and the administrative costs incurred. 
It will also highlight unusual financial transactions, such as 
questionable loans. More complete financial information 
can be obtained from the plan’s Form 5500, which you 
can get from the plan administrator or the Department of 
Labor. Both of these reports may indicate problems with 
your plan. If your plan’s assets are less than 90% of liabili-
ties, you should receive a notice. 

2. Keep All Your Paperwork
Human or computer error can lead to a miscalculation of 

benefits. Maintain a file with all your pension paperwork, 
compensation, and other employment information. Once 
you begin receiving benefits — or if you already have 
— confirm that your monthly amount has been calcu-
lated properly. Having documentary evidence is especially 
important if you have vested benefits with an employer 
you worked for many years ago, or if the employer went 
through a merger or acquisition.

3. Know What Can/Will Happen
Maybe your employer is planning to terminate your 

traditional pension plan to implement a cash balance or 
401(k) plan instead. Or maybe your employer will merge 
with another firm. Worse, your company could go bust. In 
each case, your existing plan will be terminated. Should 
that happen, ensure you learn from your human resources 
department exactly what will happen to your promised 

benefit. Even if the worst happens, 
you should still receive something. 
Knowing what that something is will 
tell you how much of a retirement 
shortfall you must make up by other 
means.

4. Take the Money If and When You Can
Generally, there’s only one time when you might be able 

to take your pension benefit as a lump sum: when you retire. 
There are many things to consider when you decide whether 
to take a lump sum or monthly payments, such as where 
you’d invest the money and whether you could make it last 
(studies have shown that a large percentage of retirees spend 
their lump sums too quickly). But if you question the long-
term viability of your pension or the company sponsoring it, 
consider taking the lump sum. 

5. Save More
Guaranteed retirement benefits under traditional pension 

plans are a vanishing breed. Don’t take them for granted. 
Instead, save more now by increasing your contributions 
to your 401(k) plan, IRAs, or after-tax investments. Even 
if your company and your plan are financially healthy, you 
will need to take income from other savings in retirement. 
Social Security will replace around 20% of your income. 
Traditional pensions add on average another 40%. That’s 
60% out of the roughly 75% of today’s income you will 
need. That other 15% must come from somewhere. 

If you don’t wish to return to work, then that needed 
income must come from savings. Therefore, it’s never a 
bad idea to increase your retirement savings. The worst 
that could happen by saving more is an increase in your 
retirement income.

Take the Pulse of Your Pension

WEALTH DEFENSE

by David Braze

Pension plans seem to 
be going the way of  

the dinosaur.
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For 30 years, psychologist, gerontologist, and demog-
rapher Ken Dychtwald has studied the effect aging has on 
individuals and society. He is the author of several books, 
including Age Wave, Age Power: How the 21st Century 
Will be Ruled by the New Old, and his upcoming book, The 
Power Years: A User’s Guide to the Rest of Your Life. 

The Motley Fool: Your message could be summarized 
by these two lines from The Power Years: “It’s not your 
obligation to go away just because you’re getting older. 
Nor is it your birthright to cede all responsibility to 
your community and mankind so that you may lead a 
life of leisure in retirement.” How have people reacted 
to that message?

Ken Dychtwald: It’s like a wake-up call. There’s been 
this hypnotic spell cast over society where people believe 
they’re not worth anything anymore when they reach their 
55th or 60th birthday or beyond. I think we have to realize 
that retirement is an experiment, and our moms and dads 
are the guinea pigs. Throughout most of history, people 
did not retire. Retirement was created not for the purpose 
of producing the leisure class, but because we had a 25% 
unemployment level, and there was a need to move older 
people out of the workforce to make room for the young. 

I’ve studied how happy these people are, how comfortable 
they are to never be earning again. About half of today’s 
retirees are jittery. And you’re beginning to see boomers 
saying they’d like to keep working, but a whole new model. 
They’re saying, “Maybe I can play a useful role. Maybe my 
best years are ahead of me.”  

TMF: You talk about an unprecedented labor 
shortage on the horizon. What’s the cause, and how can 
people factor this into their planning?

KD: When I was born, the fertility rate was about four 
kids per woman. Today, that number is around two. So 
the birthrate has been cut in half. There is going to be a 
growing number of 50- and 60- and 70-year-olds, and 
there’s going to be a shortage of workers to keep up with 
demand. So it’s projected that there may be between 5 
million and 10 million jobs without the capacity to be 
filled by younger workers over the next decade. 

Let’s say you have millions of boomers saying, “I’d like 

to keep working, but I’d like to do it on my own terms. 
I’d like to work six months a year.” Or, “I’d like to work 
two years on and one year off.” That desire to continue 
work but on more flexible terms would not be favorably 
responded to if there was a surplus of available workers. 
But that’s not what’s coming. As boomers step out of the 
workforce, there’s going to be a brain drain. Employers 
are already beginning to say, “Where are we going to find 
honest, hard-working, reliable men and women to get these 
jobs done?” There’s going to be a shortage of workers and, 
more important, a shortage of talent. 

TMF: Do you have an opinion of the theory that the 
market will crash as the boomers sell the assets in their 
401(k)s and IRAs?

KD: Retirement is bad for the economy. When people 
retire, they grow more frugal. They grow more conservative 
in their investment portfolios. So if we were to imagine the 
largest generation in history — who have spent the past few 
decades buying cars and toothpaste and watches and stereos 
and luxury vacations at a voracious level — retiring on 
their 64th birthday and never working again, then the equity 
markets and the consumer markets would go into a death 
spiral. ... If retirement persists under the current model, not 
only will corporations and governments be strained, but the 
marketplace will suffer. Ultimately, the equity markets will 
cave.

However, I don’t think that’s going to happen. Just under 
80% of boomers expect to keep working. If people work 
longer, if they continue to spend, then you’ll see a surge for 
decades in the economy as a result of people reaching their 
power years. There’s plenty of time. Some boomers are 59 
but an equal number are 43. If we have a more productive 
maturity, if we give more, if we earn a bit longer, then the 
story turns out quite spectacular. Then this becomes a time 
of awakening, not a time of collapse.

TMF: Tell us about how you and your wife decided to 
get re-married every year.

KD: The night we got married, I said to her, “You 
know, this was really fun. Let’s get married every year, in 
a different location with a different religion.” It’s become 
a sort of punctuation point. In our busy lives, it becomes 
really easy for your marriage to get lost.  

To read the unabridged interview transcript, including 
advice on how to get married by a Navajo chief, on a ski 
slope, or while naked, visit the RYR website.

Revving Up for the Power Years

EXPERT CORNER
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Ah, retirement — that time to finally see the world, 
travel to exotic places, learn about other cultures, spread 
goodwill, live without hot water, and get mysterious bacte-
rial infections. 

So you may not be looking forward to those last two. But 
world travel is one of the most popular retirement activities, 
and an increasing number of retirees are satisfying their 
wanderlust by joining international aid organizations. Of 
course, two years with the Peace Corps may not be as 
relaxing as a cruise to the Caribbean. And you will have 
to do without some First World luxuries and might catch 
some Third World ailments (there’s a reason why the Peace 
Corps motto is “the toughest job you’ll ever love”). But for 
those seeking to mix altruism with adventure, a stint with an 
overseas service organization might fit the bill.

One Way to Do It
Let’s start with the program 

President Kennedy started in 1961. 
While the Peace Corps was designed 
for younger folks, today approxi-
mately 7% of the volunteers are age 
50 and older (the oldest is 82). These 
people are teaching photography in 
Bulgaria, organizing health projects in 
Macedonia, teaching computer skills 
in Togo, and giving vaccinations in Morocco. 

A Peace Corps adventure is a 27-month commitment, 
beginning with a two-day orientation in the U.S., and then 
eight to 12 weeks of language and cultural training in the 
host country. Housing is provided, as is a monthly stipend 
(between $200 and $600 — enough to qualify as a mid-level 
income in the host country). For each month of service, 
you get two days of vacation. Health care is provided by 
a medical officer stationed in each country. If you need 
a procedure not available in the host country, you’ll be 
flown wherever necessary. Once you return stateside, you’ll 
receive approximately $6,000 to help with the transition. 
Some colleges will give credit for Peace Corps service (in 
case you might want to go back to school). 

The application process takes six to 12 months, 
including a thorough physical examination and review of 
your medical records. You can express a preference for a 
location, but posts are ultimately determined by matching 
your skills with open positions. Married couples can be 
placed together, but it can be difficult finding great jobs for 
both in small locations. 

The Peace Corps is definitely not for people who want 
to see the world from a four-star hotel and a tour bus. 
Volunteers really do live like, and often with, the locals. 

A perusal of the many online accounts of former 
volunteers reveals varying levels of satisfaction with the 
experience. As one volunteer told The Wall Street Journal, 
“The Peace Corps isn’t for everyone. There are some 
people who never will be able to accept the fact that [for 
instance] you eat goat meat at five o’clock in the morning.” 
(Of the four former volunteers interviewed for the Journal 
article, “Heed the Call to Volunteer and Discover a New 
Career,” two said they would love to do it again, and the 
other two said they would “definitely not.”) 

Not Just the Corps
The Peace Corps is just one of many global volunteer 

organizations, sponsored by international-development 
groups, religious organizations, and regular people who 
have banded together to support a specific cause. These 
organizations provide varying levels of support, have 
different application requirements, and allow a wide range 
in duration of the commitment.

So if you don’t meet the Peace 
Corps health requirements, for 
example, or if you don’t want to 
make a two-year commitment, see 
what else is available. Visit the 
websites of organizations such as 
the International Volunteer Programs 
Association (www.volunteerinter-
national.org) and Volunteer Abroad 

(www.volunteerabroad.com), which have tools that allow 
visitors to screen for programs based on region, country, 
duration, and type of work. If a religious affiliation is 
important to you, contact aid agencies sponsored by your 
preferred denomination. 

What to Do
• Dip your toe in the water. Take a shorter international 

trip first — perhaps for a month or the whole summer — 
to see how well you tolerate limited access to your local 
newspaper, American television, and Starbucks. 

• Speak with former volunteers. Once you’ve 
narrowed the list of prospective organizations with whom 
you’d work, ask to speak with former volunteers and 
scour the Internet for firsthand testimonials. Find out how 
much support the organization provides volunteers, and 
whether the organization accurately portrays the experi-
ence. 

• Monitor safety developments. Check with the State 
Department (www.travel.state.gov), the Centers for 
Disease Control and Prevention (www.cdc.gov), and the 
International Association of Medical Assistance to Travelers 
(www.iamat.org) for travel and health advisories. 

Toughest Retirement You’ll Ever Love

THE GOOD LIFE

The Peace Corps is 
definitely not for people 

who want to see the world 
from a four-star hotel  

and a tour bus.
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10 Tips for Late Starters

ence was that it had to be done after I was taken care of. 
And most financial planning books miss that. Women use 
money based on their values — until they realize that, it’s 
difficult for them to organize their money properly.” 

5. Consider selling your house. Lesley remodeled 
and sold her “shabby farmhouse” for a very good price, 
and now rents half of a house from a friend, paying just 
one-third of what her house cost her. While most of us 
consider our houses assets, she considered hers a liability, 
something she learned from Rich Dad, Poor Dad. 

“An asset is something that puts money in your pocket,” 
she says. “A liability is something that takes money from 
your pocket. Until it’s paid for, a house is a liability, a very 
large one. I am taking the money I’d be spending on a 
house and putting it into my 401(k) and then some.”

6. Telecommute. We’ve all heard that expenses drop in 
retirement because we no longer have the daily commute 
to the office. Lesley decided not to wait until retirement 
to lose those expenses. “That is saving me an astonishing 
amount of money on gas,” she says. “There are no more 
meals out at work or after work because I’m working late. 
My clothing expenses have dropped dramatically.”

7. Max out your savings accounts. Lesley contributes 
as much as possible to her 401(k), which will be $18,000 
for this year. “I can’t believe how much I’m saving and 
how little I seem to miss the money that is taken out of my 
paycheck,” she says. Plus, she appreciates the tax savings 
that come from deducting contributions. She figures that 
contributing to her 401(k) cuts her tax bill by almost 
$5,000 a year. 

8. Save your marriage. OK, you shouldn’t stay with 
someone just for your retirement. But divorce can wreak 
havoc on finances, especially for women because they 
have often sacrificed their careers to raise a family. Says 
Lesley, “I’m still not done with the financial hassles from 
my divorce, but I’m really doing well otherwise.”

9. Reward yourself. Life for Lesley isn’t just about 
frugality and self-denial. She visits South America twice a 
year to see her father. She has plans to take over one of the 
family farms. But she won’t inherit outright. She’ll have 
to buy it, which she’s budgeting for. 

10. Slow down, but don’t retire. “I just can’t see 
myself sitting around all day,” says Lesley. “My dad 
retired at 70, and at 85 is still going strong. He said it 
was a big mistake for him to retire. I love my career and 
I’m very happy with my company, so it’s quite likely I’ll 
find something similar to do when I’m older. Just not all 
day, every day.”

What do you do when you’re 53 and have just $83 
saved for retirement? Lesley Wootton — the winner of our 
“Starting Late” contest — has some ideas. In a little more 
than two years, Lesley went from having a negative net 
worth to being debt-free and saving $150,000, and she is 
on target to reaching her goal of being a millionaire by age 
67. Here’s how she did it.

1. Improve your job prospects. Lesley immigrated to 
the U.S. from Ireland with her American husband in 1979. 
They had three kids under the age of 4, with two more to 
follow. Their family income was $5,200 a year (less than 
$15,000 in today’s dollars). Understandably, they had 
trouble making ends meet. 

“One day, my father asked if I was going to keep going 
from financial disaster to financial disaster for the rest of 
my life,” says Lesley. “I was working all kinds of odd jobs, 
from waitressing to assembling toys on a factory line, on 
night shifts so we didn’t have to pay for day care.” 

For Lesley, the biggest obstacle was her lack of higher 
education. “In the U.S., I could not get the type of job 
I used to do in Ireland without a college degree.” So 
she went back to school. She earned merit scholarships, 
almost straight A’s (just one B), and was selected to the 
Phi Beta Kappa national honor society. With degree in 
hand, she was able to increase her income.

2. Read great books about money. Though Lesley was 
able to fatten her paycheck, she had difficulty increasing 
her savings. She credits several books for changing that 
situation, particularly Smart Women Finish Rich by David 
Bach, Rich Dad, Poor Dad by Robert Kiyosaki, 9 Steps to 
Financial Freedom by Suze Orman, and The Millionaire 
Next Door by Thomas Stanley and William Danko. 

3. Track spending. Lesley followed Orman’s advice 
to follow the money trail. “I took three months’ worth of 
bank and credit card statements and divided them up into 
various categories. It was an eye-opener.” She learned 
about how much she was spending on car repairs, utilities, 
and groceries — and took some money-saving actions. 

4. Wean your kids off the gravy train. Lesley also 
learned how much she was spending on her kids, even 
into adulthood. She still helps her kids; it’s a priority for 
her. But she’s limited her largesse. 

“My children’s well-being is extremely important to 
me and I can’t bear to see them suffer financially,” says 
Lesley. “So I had to build helping them into my financial 
planning because I was going to do it anyway. The differ-
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Q. I am planning my early retirement next year at 
age 55. Are there any restrictions on the frequency and 
amount of withdrawals from my 401(k) at that age? 
Can I continue withdrawals if I have a part-time job or 
found my own company after I retire?

As far as the IRS is concerned, when you retire from 
work in the year you reach age 55, you may make 
withdrawals from your 401(k) or 403(b) plan free of any 
penalty. All that’s required will be for you to pay regular 
income taxes on those withdrawals in the year you take 
them. The only withdrawal restrictions you will encounter 
are those required by the plan itself, so contact the admin-
istrator to learn the rules for your plan. You can continue 
to make withdrawals even if you later take on a part-time 
job or start your own company, because you will be taking 
the money from the plan sponsored by a former employer, 
from whom you retired at age 55 or older. 

Generally, we recommend that money be transferred 
from a 401(k) to a self-directed IRA as soon as possible. 
Why? Employer-sponsored retirement plans usually offer 
limited, mediocre investment choices — and charge too 
much for them, to boot. Chances are that you’d pay less 
in fees and have many, many more investment options by 
moving your money to a low-cost mutual fund family or 
discount brokerage.

There are also estate-planning benefits to having money 
in an IRA vs. an employer-sponsored plan. When someone 
inherits a 401(k) from a person who wasn’t his or her spouse, 

for example, the inheritor might be required to withdraw all 
the money from the account immediately, and count the 
entire amount as ordinary income. That will lead to a hefty 
tax bill, and thus a lower after-tax inheritance. (Contact your 
plan sponsor to find out the rules for your plan.) However, 
withdrawals from an inherited IRA can be spread out over 
the beneficiary’s lifetime. This provides more flexibility, 
and permits most of the money in the account to continue 
growing on a tax-advantaged basis.

For someone in the age range of 55 to 59 1/2 years old, 
however, there’s an extra wrinkle. While you can take 
money out of your employer-sponsored plan restriction-
free if you retire in or after the year you turn 55, you don’t 
have such freedom with an IRA until you turn 59 1/2. The 
same is true of SIMPLE IRAs and Simplified Employer 
Pensions, a.k.a. SEPs. If you want money from an IRA 
before that magic age, but you don’t want to pay the 10% 
penalty on early withdrawals, you must take distributions 
that are a part of a series of “substantially equal periodic 
payments” (SEPPs). The Internal Revenue Service allows 
three ways to calculate your SEPPs. 

Once you’ve selected a method and resulting with-
drawal amount, you must take that much out of your IRA 
each year for five years or until you turn 59 1/2, whichever 
is greater. In other words, if you transferred your money 
from an employer-sponsored plan to an IRA and began 
taking SEPPs at age 57, you would have to take that 
amount each year until you turned 62. So anyone between 
the ages of 55 and 59 1/2 who wants to begin withdrawing 
money from an employer-sponsored plan should weigh the 
benefits of transferring assets to an IRA vs. the reduced 
flexibility of SEPPs. 

Money you need in the next five years should be out 
of the stock market. However, this doesn’t mean retirees 
should multiply their required annual income by five, 
and then put that amount in bonds or cash. Retirement 
income doesn’t come from savings alone. Longtime Fool 
David Braze explained how he calculates the amount he 
keeps out of the market in an article titled “Creating a 
Comfy ‘Income Cushion.’” He wrote:

“There are a number of ways you can establish the 
size of your five-year pot. I simply start with the gross 
income I want for the first year. From that, I subtract my 
known income from pensions, wages, Social Security 
benefits, etc. That establishes the year’s shortfall that 
must come from investments. Then, using an assumed 

inflation rate, I simply inflate that estimate to determine 
my shortfall for each of the next four years.” 

This doesn’t apply just to retirees. If you’re still 
working and plan to retire in three years, for example, 
you should have the money you’ll need from savings in 
your first two years of retirement out of stocks. The same 
goes for any specific financial goal, whether it’s buying a 
house or putting your kids through college. 

The dynamics of calculating how much you’ll need 
can be tricky when you have to balance items that 
increase with inflation (expenses and Social Security 
payments) and items that don’t (most pension payments). 
To see an example of how David calculates the amount 
he needs, visit the RYR 
website to read his article. 
Then arrange your finances 
accordingly and rest easy.

Sleeping Peacefully on a Bed of Cash

FINAL THOUGHTS

401(k) or IRA?

Q&A
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