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Investing For Retirement
Main Idea
If you want to look forward 
to a comfortable and happy 
retirement, you must prepare for 
it now by participating in the best 
retirement savings plan for you. 

After completing this 
lesson you will be able to:
•  discuss retirement in a 

knowledgeable and informed 
manner

•  understand how Social 
Security works

•  talk about a pension, 
employer-sponsored 
retirement programs, IRAs, 
Keogh plans, and annuities

•  make informed decisions 
on how to save for your 
retirement

Key Terms
• 401(k) plan
• Annuity
• Defined-benefit plan
• Defined-contribution plan  
•  Employer-sponsored 

retirement plan  
•  IRA (Individual Retirement 

Account)
• Keogh plan
• Pension  
• Retirement   
• Roth IRA
• Social Security  

What Is Retirement?
Many of us look forward to the day when we can kick off our work 

boots for good, lie back, and relax. Or, maybe you’re hoping to travel the 
world. You may even dream of the day when you can commit yourself full-
time to a charitable cause. Whatever your plans may be, you’ll certainly 
need to make sufficient financial preparations for the day when you retire. 
But what does retirement mean? When you retire you permanently withdraw 
from your position or occupation; you are no longer a part of the workforce 
and therefore you must depend on your retirement savings (money you have 
saved specifically for this purpose) to support yourself. The full retirement 
age in the United States for people born after 1960 is 67 years old. The 
government designates this age as “full retirement age” because at 67 you 
become eligible to receive all of your social security benefits, which we will 
talk about later. It is possible to retire before age 67 or to delay retirement if 
you wish to keep working. Choosing when to retire is an important decision, 
but you certainly don’t have to decide that right now. However, it is important 
to learn all you can about retirement and how to plan for it, because the 
decisions you make today can affect what kind of retirement you have. In 
the computer exercise of this lesson you will get the chance to make some 
of those decisions and see the outcome.

What Is Social Security?
According to the government’s Web site, 96 percent of American 

workers are covered under social security, so chances are it will be part of 
your retirement plan. But what is it, and how does it work? Social security 
is a payroll tax that is deducted automatically from your paycheck. The 
deduction appears as FICA (Federal Insurance Contributions Act). You 
become eligible to receive social security retirement benefits after you’ve 
worked and paid into the system for 10 years. Throughout your career the 
government will keep track of your earnings. The amount of the monthly 
benefit to which you are entitled depends upon how much you earn during 
your working career. If your lifetime earnings are high, your benefits will be 
high; but if your earnings are low or you have lapses in your work history, 
your benefits will be lower. 

The age at which you retire will also affect how much you receive. The 
earliest possible retirement age to recieve social security benefits is 62, but 
full retirement age isn’t until 67 for all people born after 1960. If you retire 
at age 67 or later you will receive the full amount of benefits to which you 
are entitled. However, if you choose to retire before age 67, your benefits 
will be permanently reduced. You can also choose to continue working 
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past age 67 and delay your retirement. This will mean an increase in your 
benefits because you will be adding more earnings to your social security 
record. The government will also add 8% per year to your benefits for each 
year that you delay signing up for social security beyond age 67 until you 
reach age 70. That’s a lot of numbers to keep track of, but it’s important 
to keep these considerations in mind when deciding the right time to retire. 
Financial advisors say you will need 70–80% of your pre-retirement income 
to have a financially secure retirement. However, not all of this income will 
come from Social Security; it replaces only about 40% of pre-retirement 
income for the average worker.

What Is a Pension?
Another source of post-retirement income could come from a pension. 

With this type of arrangement, your employer will continue to provide you 
income even after you retire. During your time with the company, your 
employer saves money for you, manages it, and pays you the guaranteed 
amount when you retire. A pension is called a defined benefit plan because 
you are guaranteed a certain amount of money. The amount of your pension 
depends on two variables: how long you’ve worked for the company and 
how much money you’ve earned there. Usually, you have to take part in the 
program for a certain number of years before you have the legal right to the 
money. You will normally start to receive your benefits as soon as you reach 
retirement age and stop working. The great thing about pensions is that 
you continue to receive your benefits for as long as you live. Most pensions 
are paid to you monthly. Very few companies give you the choice to receive 
one lump sum. If you are married, you will have to decide whether or not 
to have your pension cover your spouse, which means your spouse has the 
right to receive the pension after you die. If you decide against covering your 
spouse, you will have a higher payout each month; however, your spouse 
must agree to this arrangement in writing. 

What Are Employer-Sponsored Retirement Plans?
In the computer exercise of this lesson you will be asked to compare 

investing on your own for your retirement against your employer’s 401(k) 
plan, which is an employer-sponsored retirement plan. These types of 
retirement plans are a great way to get the most out of the money you save 
for retirement. If your employer offers such a program, you should definitely 
participate and take full advantage of the benefits. But before you sign up 
be sure to read all the materials provided to you about the plan and ask your 
human resources representative any questions. Not all employer-sponsored 
retirement plans are identical, but most offer similar key features. 

•  The money you contribute to the plan is automatically deducted 
from your paycheck. This is helpful because if you never see the 
money, chances are you won’t miss it. You also control how much of 
your salary you contribute, and most employers allow you to change 
the amount on certain dates throughout the year. 

•  Your contributions are not taxed. You also will not pay taxes on 
investment earnings in your account until you withdraw the money.

•  It is possible that your employer will match all or some of your 
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contribution. For instance, if you contribute 6% of your salary, your 
employer may match 3% of that.

•  You may be able to borrow some of your vested balance without 
having to pay a high interest rate or penalties.

•  Your money is safe from creditors trying to collect on your debts. 

As you can see, employer-sponsored plans offer many advantages. 
For this reason you should try to contribute as much as you can. 

The 401(k)
The most popular employer-sponsored retirement plan is the 401(k).  

The name refers to a section of the U.S. Internal Revenue Code, but don’t 
let the name scare you; the way it works is pretty straightforward. You decide 
how much of your pre-tax salary you wish to pay into your account and your 
employer automatically deducts that amount from your paycheck. A 401(k) 
plan is a defined contribution plan because the amount of your benefit 
depends on how much you contribute to it. You are not guaranteed a specific 
amount when you retire. If your 401(k) plan is participant-directed, that 
means you choose where to invest your money. Most employers allow you to 
change your investments throughout the year. The majority of 401(k) plans 
are participant-directed. The other type is called a trustee-directed 401(k) 
plan, because the employer appoints trustees who control the investing. 

As mentioned before, a great benefit of 401(k) plans is the tax deferment 
they provide. You will be able to experience this firsthand in the computer 
exercise of this lesson. You do not pay income taxes on the money contributed 
to the account or any growth it experiences until you withdraw the funds. 
However, there are limits on how much you can contribute on a pre-tax basis. 
The limit is currently $15,500 per year. Another benefit that may be available 
to you with a 401(k) plan is a contribution match by your employer. With this 
benefit comes the term “vested.” This refers to the amount of your employer’s 
contribution that you are entitled to should you leave the company. If you are 
100% vested, that means you are entitled to all of the money; if you are 50% 
vested you are entitled to half of their contribution, and so on. The only real 
drawbacks to the 401(k) plan are the strict penalties that are assessed for 
withdrawing funds before the age of 59 years and six months. These penalties 
are over and above the regular income tax you will pay. 

Most people change jobs at least once in their lifetime, so what do 
they do with their 401(k)? You have several options from which to choose. 
You can take a lump-sum distribution, but then you will have to pay income 
taxes and maybe a penalty. Another option is to keep your money in your old 
plan. This may work for you if you’re satisfied with the plan’s investments. 
Or, you can “roll over” your funds to a new employer’s plan or to an IRA, 
which we’ll talk about next.

What Are Individual Retirement Accounts (IRAs)?
An Individual Retirement Account is commonly referred to as an IRA. It is 

a retirement plan that is not necessarily employer sponsored, but still provides 
some tax advantages.  There are two main types of IRAs: traditional and Roth. 
The maximum you can contribute to any IRA is $4,000 a year (if you are under 
50 years old). If you have more than one IRA the limit stays the same. 
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You can set up a traditional IRA as long as you receive taxable income 
and are under the age of 70, regardless of whether you have another 
retirement plan with your employer. There are no income restrictions to 
setting up a traditional IRA. You can begin withdrawing from it at age 59, but 
there is a 10% penalty on early withdrawals (some exceptions exist).  You 
can set up a traditional IRA through a bank or other financial institution or 
even your life insurance company. The advantages of a traditional IRA are 
that some or all of your contributions are tax deductible, and your earnings 
are not taxed until they are withdrawn. 

A Roth IRA works in basically the same way as a traditional IRA except 
that contributions are not tax deductible. However, you can withdraw your 
principal investment (not the earnings) at any time without paying penalties. 
When you reach retirement age, all withdrawals are 100% tax-free. Most 
people would benefit more from a Roth IRA, but not everyone qualifies to set 
one up. You can set up a Roth IRA if your income does not exceed $95,000 
and you are a single filer. If you are married and file jointly, the income 
restriction is $150,000 annually. If you want to set your IRA as a Roth IRA, 
you must state that at the time you open it.

What If I’m Self-Employed?
Being self-employed or owning a small business does not mean your 

retirement savings are doomed to lag behind. A Keogh plan is specifically 
designed for self-employed professionals or owners of small businesses 
and its employees. Keogh plans may also be referred to as self-employed 
pension plans. There are two types of Keogh plans: a defined benefit or a 
defined contribution plan. Do you remember what these two terms mean? A 
defined benefit plan is one that guarantees a specific benefit amount upon 
retirement, whereas a defined contribution plan does not. With a defined 
contribution plan, you decide how much to contribute. 

Keogh plans enjoy the same tax advantages as 401(k) plans. Your 
contributions are tax deductible and you do not pay income tax on any 
earnings until you withdraw the money. Another advantage of a Keogh plan 
is that you can generally contribute more than to an IRA. It is important to 
keep in mind that the same early withdrawal penalties apply to this plan 
as with the other plans we talked about. If you are the owner of a small 
business and wish to set up a Keogh plan, you must include your employees 
in the plan, but their contributions are also tax deductible.

Retirement Annuities
Most financial advisors agree that IRAs and employer-sponsored 

retirement plans like a 401(k) are the preferred way to save for retirement. 
However, if you have contributed up to the legal limit to both of these plans 
and you still want to save more, retirement annuities could work for you. 
Here is how a retirement annuity generally works. 

•  It is a tax-deferred investment contract. You do not pay taxes on the 
earnings as long as they remain in the annuity.

•  Your money is invested with a life insurance company (the annuity 
issuer) that sells annuities. You can either give them one lump sum 
or payments over a period of time.
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•  The annuity issuer pledges to make payments to you or your 
beneficiary at some point in the future. You can receive a lump sum 
payment or choose to receive payments during a defined period of 
time or for your entire lifetime. 

The type of annuity you want will depend on how soon you want your 
payments to start and how you want your money invested. With an immediate 
annuity you will begin receiving payments shortly after you purchase the annuity. 
But if retirement is a long way off, then you can go with a deferred annuity. A fixed 
annuity guarantees that you will earn a particular interest rate that is set by the 
annuity issuer. A variable annuity gives you the option of deciding how to invest 
your money. You have the potential to earn more money this way; however, you 
take the risk of losing money as well. You can purchase an immediate-fixed, 
immediate-variable, deferred-fixed, or deferred-variable annuity. 

Summary
Everyone hopes for an enjoyable retirement, one in which they have 

more time to pursue their passions and to spend with their family. However, 
social security benefits alone cannot provide this for you. Fortunately, there 
are retirement plans available to everyone that allow you to save for the 
future. Many of these plans also provide you with tax deductions and tax 
deferrments. The best plan for you will depend on what kind of job you have 
and how much you can afford to save. They all have some characteristics in 
common, like penalties for taking money out early. But no matter what plan 
you choose, it is vital to fund it as much as possible in order to ensure you’ll 
have the retirement for which you’ve worked your whole life. 

Key Terms

401(k) plan
A type of employer-sponsored retirement plan in 
which money is contributed on a pre-tax basis and 
all earnings are tax deferred.

Annuity
An investment contract made with the issuer  
(e.g., insurance company); types: immediate, 
deferred, fixed, variable.

Defined-benefit plan
A type of retirement plan, usually a pension, in 
which the payment amount is guaranteed.

Defined-contribution plan  
A type of retirement plan in which the amount 
invested in the plan is controlled by the employee, 
with no guarantee of benefits.

Employer-sponsored retirement plan  
A savings plan for retirement that is offered through 
a company’s benefits package; contributions are 
usually matched by the company.

IRA (Individual Retirement Account) 
A type of retirement-savings plan that is not usually 
done through an employer; traditional IRAs are tax 
deductible and earnings are tax deferred.

Keogh plan
A retirement savings plan for self-employed 
professionals or owners of small businesses; it 
affords the same tax benefits as a 401(k).

Pension  
A fixed sum paid regularly by an employer to an 
employee after retirement.

Retirement   
Permanent withdrawal from the workforce.

Roth IRA
This type of Individual Retirement Account is not tax 
deductible, but may not be subject to income tax 
upon withdrawal.

Social Security  
A United States government program established in 
1935 that includes a retirement benefit for citizens; 
it is funded by payroll tax.


