
Why Should You Think About Retirement Now? 
Did you know that the average American spends 20 years in retirement?1 
How much money do you think you would need to save to live off of for 
20 years if you weren’t working? It can feel like retirement is so far away 
that you don’t need to save. And even a quick internet search on retirement 
planning can generate an overwhelming number of options and advice. 

In this essay, we will explore some of the most common retirement savings 
plans and things to consider when thinking about retirement. By under-
standing some of the basic forms of retirement savings accounts, you’ll be 
more prepared to start making decisions for the future. 

What Are My Retirement Savings Options Through an Employer?
Employer-based retirement savings plans generally fall into two categories—
defined-benefit and defined-contribution plans (Figure 1). 

In a defined-benefit plan, commonly called a pension plan, the employer 
sets aside money for eligible employees and invests those funds on their 
behalf. Employees are promised a monthly payment when they retire based 
on several factors, including salary and length of service. Employees don’t 
have any responsibility (or opportunity) to choose how the money is invested. 
The promised payments for the employee’s lifetime make them an attractive 
job benefit, but they often require long terms of service with the employer.2 

In a defined-contribution plan, the employee, not the employer, sets 
aside money and decides how to invest those funds. The most common 
defined-contribution plan is a 401(k). The employee puts money from each 
paycheck into their retirement savings account and selects investment 
choices (usually from an approved list of mutual funds). These plans offer 
a higher level of choice for the employee, including when they may with-
draw money during retirement. To create an incentive for employees to 
save, many employers will match the amount employees contribute up to 
a certain percentage.3
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Defined-benefit retirement plan: A plan 
often funded by one’s employer that 
promises a fixed, predetermined monthly 
benefit at retirement. 

Defined-contribution retirement plan:  
A plan often managed and supported by 
one’s employer that allows an individual 
to contribute to their own investment 
and/or savings account with potential 
earnings and/or tax benefits. 

Mutual fund: An investment option that 
pools money from many investors and 
invests it in securities such as stocks, bonds, 
and short-term debt. Investors buy shares 
in mutual funds that represent their partial 
ownership in that fund and any resulting 
profits. 

Roth retirement account: A type of savings 
account, such as a Roth individual retire-
ment account (IRA) or Roth 401(k) account, 
that allows one to set aside after-tax 
income to be withdrawn tax free during 
retirement. 

Social Security: A federal system of old-age, 
survivors’, disability, and hospital care 
insurance that requires employers to with-
hold (or transfer) wages from employees’ 
paychecks and deposit that money in 
designated accounts.

Traditional retirement account: A type of 
savings account, such as a traditional 
individual retirement account (IRA) or 
traditional 401(k) account, that allows 
one to set aside pre-tax income to lower 
taxable income now. Taxes are paid during 
retirement when the funds are withdrawn.
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“Retirement is wonderful if you have two essentials—much to live on and 
much to live for.” 
—Anonymous

https://research.stlouisfed.org/staff/geiger/


Defined-contribution plans can also be categorized 
based on how they handle taxing the contributions. In 
each case, the saver is taxed; the difference is whether 
investments are made with pre-tax or after-tax income. 

In a traditional account, contributions are made before 
income taxes are paid: The investment accumulates and 
compounds, and the employee pays income taxes when 
they withdraw the money. This lowers the employee’s 
taxable income today and potentially puts them in a 

lower tax rate bracket when they withdraw the funds 
during retirement. 

In a Roth account, contributions are made after income 
taxes are paid: The investment accumulates and com-
pounds, and the employee can then withdraw the money 
income tax-free during retirement. The advantage of this 
type of account is that interest earned in the account 
over time is essentially income tax-free (Figure 2). 
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Figure 1
Defined-Benefit vs Defined-Contribution Retirement Plans

Benefits Drawbacks

Defined-benefit plans: Employees receive 
employer-promised payments based on a 
number of factors; contributions are pooled 
and invested on behalf of the employee. 

A promised monthly benefit for eligible 
employees starting at their retirement date, 
usually for the rest of the retiree’s life.

Can require many years of service to be 
eligible or to fully fund a retirement.

Defined-contribution plans: Employees 
receive a specified contribution amount in 
their individual accounts from employers. 
For example, an employer might contribute 
(or match) 5% of earnings annually.

High level of control (and responsibility) for 
the employee, including when to contribute, 
where to invest contributions, and when to 
withdraw funds.

There is no guaranteed payment. Risk of 
investment losses is entirely the employee’s.

Figure 2
Tradtional vs Roth Retirement Account

TRADITIONAL CONTRIBUTIONS
At time of retirement: Income taxes are paid on withdrawals, 

but since you are not earning an income from working, your tax bracket may be lower.  

Paycheck Investment TaxesWithdrawalRetirement

ROTH CONTRIBUTIONS
At time of retirement: No income taxes are paid on withdrawals, 
because your money was taxed before it went into the account.   

Paycheck InvestmentTaxes WithdrawalRetirement



Tax-advantaged accounts, such as a 401(k) plan or a Roth 
account, reduce your overall income tax burden and 
provide an incentive to put away money for retirement. 
But it’s important to realize that the money deposited 
in these types of retirement accounts ideally stays there 
until you’re 59½ years old; otherwise, you’ll pay a penalty 
for early withdrawal, in addition to the usual income 
taxes on such withdrawals.

What If My Employer Doesn’t Have Retirement Savings Options 
or I’m Self-Employed? 
For individuals who do not have retirement savings 
options through an employer, there are still several 
options available. Individual retirement accounts (IRAs; 
Figure 3) can be opened and managed on your own 
through numerous financial institutions. With an IRA, you 
decide where to invest your funds and how much money 
to contribute and when. Like in defined-contribution 
plans, there are both traditional and Roth versions of 
IRAs available. 

For small businesses and people who are self-employed, 
there are accounts beyond IRAs that have higher annual 
contribution limits, such as simplified employee pensions 
(SEPs). If you qualify for an SEP account, investing a 
higher amount each year can be a way to increase the 
total amount you save for retirement. 

But What About Social Security? 
According to the Social Security Administration, Social 
Security, on average, replaces only 40% of annual pre- 
retirement earnings. In other words, if Social Security 
were the only retirement savings you had, you would 
be living in retirement on a budget of approximately 
40% of your working income. Most financial advisors 
suggest you would need 70-80% of your pre-retirement 
income annually in retirement.4 

These averages suggest that while Social Security can 
be an integral part of your retirement planning, it ideally 
wouldn’t be the only way you save for retirement. 

What Type of Retirement Account/Plan Do You Want? 
The number of options when saving for retirement can 
feel so overwhelming that you don’t even want to think 
about retirement planning. You may want to talk with a 
financial advisor to help learn about and evaluate options 
that would be best for you. Some employers may even 
offer this service as part of their benefits to employees. 
When looking for a financial advisor, the following are a 
few things to consider: 

• Consider your own financial planning needs and com-
pare them with the services offered. Think about your 
financial goals and circumstances to determine if the 
services and experience of the financial advisor you 
are considering would be beneficial to you. 

• Make sure to choose a financial advisor with a license 
or reputable background in financial planning. Don’t 
be afraid to ask questions about their credentials 
and research the companies/firms offering you advice. 

• How will the financial advisor be compensated? Most 
financial planning professionals earn money through 
fees or through commission. Fee-based services allow 
you to know upfront the cost of the service they are 
offering. They may charge based on the total value 
of your account (say, a fee of 1% of the account’s total 
value), or they may charge an hourly rate or annual 
fee. Commission-based services allow the financial 
advisor to earn a commission when you buy certain 
products or services. This can impact the type of 
advice they offer, as they may be biased toward cer-
tain products. Make sure you understand how the 
financial advisor is being compensated, as this may 
impact the advice they offer you. 
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Figure 3
Individual Retirement Account

Benefits Drawbacks

Individual retirement account (IRA): 
Tax-deferred investment account used to 
save for retirement.

The IRA is attached to you and not an 
employer, so you can continue to contribute 
regularly even if you change jobs.

IRAs have a relatively low contribution limit: 
$6,000 per year as of 2023.
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How To Make the Most Out of Retirement Savings
Start early! Small amounts saved over longer periods of 
time do add up (Figure 4). It may feel like saving a small 
amount of each paycheck won’t make a difference, but 
the sooner you begin saving for retirement, the longer 
your investments have to earn a return. You’ll also be 
building habits that will make it easier to save through-
out your life. 

Don’t touch your retirement savings! The Wall Street Journal 
recently reported an increase in the number of individuals 
taking hardship withdrawals from their retirement sav-
ings.5 While you may not know when something might 
happen, you can be sure that at some point something 
financially unexpected will occur. Saving money for 
financial emergencies can be something you include in 
your budgeting plan each paycheck, but advisors sug-
gest keeping it separate from your retirement savings. 

Conclusion
As you begin to make decisions about jobs and careers, 
considering your retirement savings options can help you 
make informed choices. Ask questions and seek advice 
from a trusted professional to help you feel confident 
that you understand your options. Though retirement 
may feel a long way off, the more you begin to think 
about it and plan now, the more choices you will have 
later in your career when it comes to determining what 
you want your retirement to look like. ■
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Figure 4
Start Saving Early
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NOTE: This graphic shows that even a small amount saved early can add up! 
The earlier you begin saving, the more options you will have as you begin 
to think about what you want your retirement to look like.
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After reading the article, answer the following questions:

1. What are the two main categories of employer-based retirement savings options mentioned in the text?

 a. Traditional and Roth accounts

 b. Defined-benefit and defined-contribution plans

 c. 401(k) and IRA

 d. Pension and 403(b) plans

2. In a defined-contribution plan, who primarily makes investment decisions?

 a. Employer

 b. Financial advisor

 c. Employee

 d. Government

3. What is the key benefit of a Roth retirement account?

 a. Contributions are tax-free

 b. Promised monthly benefit

 c. Higher contribution limits

 d. Tax-free withdrawals in retirement

4. When can you generally withdraw money from a retirement account without penalties?

 a. After age 50

 b. Before age 65

 c. After age 59 ½

 d. After age 70

5. What type of account allows you to continue contributing even if you change jobs?

 a. 401(k)

 b. Roth account

 c. Defined-benefit plan

 d.  Individual retirement account (IRA)



Federal Reserve Bank of St. Louis | research.stlouisfed.org      6PAGE ONE Economics®

6. What is the recommended percentage of pre-retirement income one should aim for in retirement, according to  
 financial advisors?

 a. 40-50%

 b. 60-70%

 c. 70-80%

 d. 90-100%

7. What is the primary advice for making the most out of retirement savings, according to the text?

 a. Withdraw early and invest in real estate.

 b. Start early and avoid early withdrawals from retirement accounts.

 c. Contribute to Social Security.

 d. Choose high-risk investments.

8. Most financial advisors earn compensation

 a. through a salary from their employer only.

 b. only through commissions on products they sell.

 c. generally through fees or commissions.

 d. elsewhere, as their advice is free.

9. For self-employed individuals and small businesses, which retirement account has higher annual contribution  
 limits compared with traditional IRAs?

 a. 401(k)

 b. Roth account

 c. Simplified employee pension (SEP)

 d. Social Security

10. What does Social Security, on average, replace in terms of annual pre-retirement earnings?

 a. 20%

 b. 40%

 c. 60%

 d. 80%


