




Your To-Do List:
�� Analyze your personal spending.

�� Make a budget and stick to it. Use forms at
www.aarp.org/finance to create a budget and
track your cash flow.

�� If youÕre comfortable with doing financial
tasks on the computer, consider purchasing
budgeting software to help keep track of your
expenses.

�� Ask your local electric or gas company to help
you with an energy review of your home.

�� Find more cost-cutting ideas in Ò66 Ways to
Save Money,Óby the Consumer Federation of
America, www.consumerfed.org/ pdfs/
66ways.pdf.

�� Comparison-shop in the store and on the
Internet, and use coupons.

�� Before refinancing your mortgage, read the
information from the Federal Reserve Board in
ÒA ConsumerÕs Guide to Mortgage Refinancing,Ó
at www.consumer-guides.info/
Mortgage_Refinance/.

�� Make sure you take advantage of all the tax
breaks coming to you, such as the SaversÕ
Credit for putting money into a retirement
account, or property tax assistance for seniors.
If you need help finding these savings, learn
how AARPÕs Tax-Aide program may be able to
help, www.aarp.org/money/taxaide/.

In the supermarket, read the unit prices: is it cheaper
to buy a 16-ounce box of crackers for $3.50, or 12
ounces for $3.10? For larger expenses such as a
winter coat or a washing machine, check prices at
more than one store before you make a decision. 
You should also check out thrift shops, especially if
you know of one in an upscale neighborhood where
you might get some good bargains. For Internet
purchases, in addition to comparison-shopping on
prices, check shipping charges. Some sites make you
pay the whole cost; others will offer a deal to entice
you to buy from them.

Health Care
As health care costs spiral, they become a larger part
of almost everyoneÕs budget. To minimize your costs,
review what you spent on health care and insurance
last year so you can make sure you choose the
coverage thatÕs best for you and your family. Whether
you have a choice among plans offered by your
employer, or buy your own insurance on the open
market, calculate which deductible will be best for
you. If you and your family are very healthy, a higher
deductible will probably be the most economical
choice. Also check to see if you can save health care
costs by following these tips: 

¥ See if your health insurance offers a mail-order

system for prescriptions. It might be cheaper
than buying directly from the drugstore.

¥ Check the anniversary date of your insurance
before scheduling routine medical appointments
or tests. For example, your insurance may require
you to wait a full calendar year between
mammograms. If you schedule a mammogram
even a day or two before the end of that year, the
insurance may not pay for it.

¥ If you know youÕll need several appointments or
tests that are definitely not urgent, consider wait-
ing until you choose your insurance for the next
year. Then take a lower deductible so that youÕll
get more of the costs covered.

Luxuries and Unnecessary Expenses
ItÕs easy to commit to expenses for goods or services
that sound appealing or necessaryÑand then end up
not getting your moneyÕs worth. If you pay for weekly
housekeeping, try to cut back to twice a month.
Cancel subscriptions to magazines or newspapers
that are piling up without being read, or membership
at the fitness club you never visit.

These and other cost-cutting tips are a few examples
of how you can begin the journey toward meeting
your financial goals for your retirement.
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Mortgages

More than three-fourths of Americans age 65 and older own their own home.
However, for many people approaching retirement, a key decision on the
path to financial security will be whether to pay off their current mortgage,
to look for a mortgage with better financial terms, to get a new mortgage for
their current home, or to buy a new home.

A mortgage is a long-term loan issued by a bank or
another lender. Most lenders require you to pay a
down payment of 20 percent of the loan. The remain-
der 80 percent is what you owe on the loan. When
you make a payment, the money goes toward two
basic expenses:

• The principal, which is the dollar amount you
have borrowed; and

• The interest, which you pay at a specific rate, 
such as 6 percent per year. 

Private Mortgage Insurance (PMI), another cost 
associated with a mortgage loan, is usually required 
if the down payment is less than 20 percent. 

These tax tips may help you answer questions about
your mortgage. 

In addition to the principal and interest, you can
usually also arrange to have real estate taxes and
property insurance payments rolled into your mort-
gage payment, so you don’t have to pay them sepa-
rately. The lender holds these payments in an escrow
account and then pays the bills when they come due.

In the first years of a mortgage, most of your pay-
ment is interest. The closer you get to paying it off,
more of your payments go toward the principal.

Should You Have a Mortgage?
When deciding whether to have a mortgage as you
approach retirement, consider these two key 
financial issues: 

• Will you be able to afford the payments—as well
as utilities, maintenance and insurance on your
home—after you retire, when your income will
probably go down?

• Will having a mortgage offer you a significant tax
deduction?

Types of Mortgages
If you decide that getting a new mortgage or  refi-
nancing your current one makes sense for you, learn
how the different types work. Before signing any
papers, be sure you get the following information on
the mortgage in writing before closing:

• Accurate estimates of the closing costs and fees;

• The exact amount you’ll need to pay every
month; and

Tax Tips

• When you make mortgage payments, you get to deduct
the mortgage interest from your income taxes.

• You do not get a deduction for paying the principal, so
the closer you are to paying off the mortgage, the
lower the deduction.

• If you stop working and your earnings go down, your
income tax bill will probably also go down. So if you’re
still paying the mortgage, the deduction will save you
less money.

• If you are paying a mortgage on the home where you
live, you can deduct state and local real estate taxes on
the property.

• You do not get a tax deduction for paying rent.



• Whether the payment can go up, and if so, by
how much. 

In the past, a typical mortgage required a 20 percent
down payment, lasted for about 30 years and had a
“fixed” interest rate that never changed. But in recent
years, many new complicated versions have come 
on the market. They are often tempting because the
payments start out low. But they can be risky,
because over time the payments can go up a lot. Here
are some examples of other types of mortgages:

ARM: With an Adjustable-Rate Mortgage (ARM), you
have a certain number of years to pay off the loan.
But the interest rate can change, so you may end up
paying more or less than you expected.

Take the case of a 20-year ARM with an interest rate
of 6 percent for five years. After five years, the lender
has the right to change the rate, using a formula that
is based on financial factors, such as the interest rate
on Treasury bills. Usually the rate cannot go up 
more than 2 percent a year, say from 6 percent to 
8 percent. In this example, if you moved out of the
property in five years, there would be no risk of 
higher payments. But if you planned to live in the
property for 20 more years, your payment could go
up quite a bit.

Interest-Only Mortgage: Let’s say you take out a 
20-year mortgage. For the first five years your 
payment is very low because it covers only the 
interest. After five years, you must start paying 
both interest and principal. So for the next 15 years
your payment could increase a lot to make up for not
paying any principal for the first five years. If you are
not certain what your future income will be, this type
of mortgage could be very risky. 

Balloon Mortgage: This type of mortgage offers lower
payments for a certain number of years, for example
seven years. After that, you must pay the entire bal-
ance of the loan in one lump sum. Don’t sign up for
this type of mortgage unless you can count on having
a big chunk of money on hand when it comes due. 

Reverse Mortgage: If you are 62 or older, this may be
a way to help with expenses. You get a new mortgage
and instead of making monthly payments, the bank
gives you money as a lump sum, monthly payment or
line of credit. The mortgage comes due when you
move out of the home. This is a complicated financial
transaction and can be expensive, so make sure you
understand all the pros and cons before agreeing to it.

Sub-Prime Mortgage: People with serious credit
problems may be unable to get a mortgage 
on typical market terms. Sub-prime mortgages carry
much higher interest rates, penalties and other terms
because the lender considered you a credit risk. 

Mortgage Terms

One of the best ways to make sure you choose the best
type of mortgage for your financial situation is to learn 
the lingo used in the field.
A good source of definitions of mortgage and real 
estate terms is the Federal Trade Commission’s “Real 
Estate Glossary,”
www.ftc.gov/bc/realestate/resources/realestateglossary.pdf.



Your To-Do List:
 Use AARP’s Retirement Planning Calculator

to estimate how much mortgage you can
afford on your retirement income at
www.aarp.org/money.

 For tips on how to shop for a mortgage and
other practical advice, go to the Department
of Housing and Urban Development website,
www.hud.gov/buying/#afford. 

 Learn all about reverse mortgages at
www.aarp.org/money/revmort/ on 
AARP’s website.

 Order a free copy of AARP’s “Borrowers
Guide to Home Loans.” Just call 1-888-OUR-
AARP (1-888-687-2277) and ask for D17381.

 Your credit score, based on your credit
records, is a big factor in qualifying for a
mortgage. To learn how it’s calculated, and
how to improve it, read “Credit Scoring” on
the Federal Trade Commission’s website,
www.ftc.gov/bcp/edu/pubs/consumer/
credit/cre24.htm.

 Beware of predatory lending—excessive
interest rates and fees that may be charged 
to people with credit problems. Read “Don’t
Be a Victim of Loan Fraud” on the HUD web-
site, www.hud.gov/offices/hsg/sfh/buying/
loanfraud.cfm. 

This and other tip sheets provide general financial information; it is not meant to substitute for, 
or to supersede, professional or legal advice.

© AARP 2007.
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IRAs
While you’re on the road to retirement, the best way to save is through a 
work-based plan, like a 401(k). If you don’t have a plan or if you are look-
ing for additional ways to save for retirement, an Individual Retirement 
Account (IRA) is the place to start.  

An IRA is similar to a savings account, but there 
are two big differences. First, IRAs provide tax 
advantages to encourage you to save for retirement.  
Second, in addition to cash, you can put a wide 
variety of investments—including stocks, bonds and 
mutual funds—into an IRA so your money has a 
chance of growing at a better rate. 

As long as you meet some limits on your income and 
on the amount you contribute, you can add to the 
account every year. However, most years both the 
income and contribution limits change. So before 
you make a contribution, check www.irs.gov or 
with your financial institution for the most current 
information. In general, you must be earning income 
from a job to contribute to an IRA. However, a family 
can also save more money for retirement by opening 
an IRA for a spouse who does not have earnings from 
a job, and contributing to it from other income.   

How to Set Up an IRA
•	 Open one through your bank, a brokerage house, 

a credit union, or a life insurance company. 

•	 Before you open an account, compare fees.  
Choose an account with low fees to maximize 
your savings.

•	 Make an initial deposit, which may be anywhere 
from $100 to $1,000.

•	 Contribute through a payroll deduction if you 
can, or through a regular transfer from your 
checking account. You could also choose to make 
occasional contributions.

•	 Ask what investments are available before you 
open an account to make certain you have the 
options you want.

Investment Options
The IRA itself is simply an account. You have to 
choose how to invest your contributions and 
earnings. 

•	 Banks typically offer IRA investments in 
certificates of deposit or money market funds. 

•	 Other financial institutions typically offer stock 
and bond mutual funds and individual stocks 
and bonds, as well as other investment choices. 

Decide how to invest your contributions based on 
these factors:

•	 Your current age;

•	 When you expect to retire; and

•	 Your comfort level with risk relative to your 
savings goal. 

Traditional vs. Roth
There are two main types of IRAs—the traditional 
and the Roth. The main difference between them is 
that when you contribute to a traditional IRA, you 
receive an immediate deduction on the same year’s 
taxes. With a Roth, you must pay income tax on the 
money you contribute each year. But when you retire 
and start taking money out of a Roth, you won’t have 
to pay taxes on the withdrawals. 

See the chart for some factors to consider when 
deciding whether to open a traditional or a Roth IRA. 



Rollover IRAs
If you have a 401(k) or other retirement account at 
work, when you leave your job you must decide what 
to do with the money in the account. If you simply 
withdraw the money and plan to spend it, you’ll have 
to pay income tax on it. If you’re under 59 n, you’ll 
probably have to pay a penalty for early withdrawal. 

To keep the tax benefits and allow the money to  
continue to grow for your retirement, often the best 
option is to transfer the 401(k) money directly into an  

IRA Rollover account in a bank or other financial 
institution. This allows you to choose how to invest 
the money. It also frees you from having to keep 
up with changes and new information about your 
account when you are no longer working for that 
employer. Typically you must move the money into 
the rollover IRA within 60 days of leaving your job.  
So don’t put off choosing a financial institution to 
help you make the switch.  

Traditional IRA

•	 You must be getting paid for working and be 
under age 701/2. Spouses of workers may also 
contribute within certain income limits. 

•	 IRS allows you to contribute $5,000 each year 
($6,000 if you are 50 or older). 

•	 Contributions are deductible from your taxable 
income.

•	 You must pay income taxes on money you 
withdraw from the IRA. 

•	 10% penalty for early withdrawal before age 
591/2 with certain exceptions.

 

•	 50% penalty for not taking minimum required 
withdrawals each year at age 701/2 or older.

•	 No penalty on early withdrawals for college	
tuition (up to $10,000); first-time home	
purchase; certain medical expenses; disability;	
or if you inherit an IRA.

•	 You can roll your traditional IRA into your new 
employer’s 401(k). 

•	 You can roll your 401(k) into a traditional IRA.

Roth IRA

•	 You’re fully eligible at any age if you meet cer-
tain income limits that change often. Spouses 
of workers may also contribute within certain 
limits. Check Publication 590 at www.irs.gov 
for current limits.

•	 IRS allows you to contribute up to $5,000 each 
year ($6,000 if you are 50 or older). 

•	 You may not take a tax deduction on 
contributions when they are made.

•	 You pay no federal tax on earnings and inter-
est, provided withdrawals meet certain rules.

•	 10% penalty for early withdrawal on invest-
ment earnings during the Roth’s first 5 years 
or before age 591/2 with certain exceptions.

•	 No penalty on withdrawals after the IRA’s first 	
5 years if you are over 591/2.

•	 No penalty. Minimum withdrawals are not 
required. 

•	 Withdrawals are tax-free at any time if with-
drawal is for college tuition (up to $10,000), 
first-time home purchase, certain medical 
expenses, disability, or if you inherit the IRA.

•	 You can roll your Roth IRA into your new 
employer’s 401(k).

•	 You can roll your 401(k) into a Roth IRA.

Eligibility  
to contribute

Income tax
treatment

Penalty  
for early  

withdrawal

Penalty  
for late 

withdrawal

401(k)  
rollover 
options



Your To-Do List 
	 Before putting money into an IRA, contribute 

the maximum amount to your 401(k) or  
similar work-based retirement account.

	 For an overview of the types of IRAs and how 
they work, visit the retirement planning  
section of AARP’s website, www.aarp.org/
money. 

	 Compare traditional and Roth IRA options. 
Use Morningstar’s IRA comparison calculator 
at http://screen.morningstar.com/IRA/ 
IRAcalculator.html to figure out which type 
would likely provide you with more retirement 
income. 

	 Use the same Morningstar comparison  
calculator to decide if it makes financial 
sense for you to roll money from your  
traditional IRA into a Roth.

	 Ask about fees and investment options before 
choosing a provider, and compare. Some 
comparisons are available on The Motley Fool 
website, www.fool.com/ira/ira01.htm.

	 For details on how different types of IRAs 
work, read IRS Publication 590, “Individual 
Retirement Arrangements” at www.irs.gov/ 
publications/p590.

This and other tip sheets provide general financial information; it is not meant to substitute for, or to 
supersede, professional or legal advice. 
© AARP 2009.
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401(k) Plans
Do you have a retirement savings plan at work? These are usually called 
401(k)s. If you work for a government or at a nonprofit, your plan might  
be called a 403(b) or a 457.
The best way to get on your road to retirement is to 
contribute regularly to one of these plans. As with 
an IRA, a 401(k) offers tax incentives to save for your 
future. If your employer has a plan and you aren’t 
contributing, sign up now. If you don’t have a plan 
through work, set up an Individual Retirement 
Account (see AARP’s “IRA” Tip Sheet for help).

These plans all generally work in the same way, but 
each has its own rules. Ask your human resources 
office for the Summary Plan Description to learn the 
rules of your plan. Here’s what you need to do to get 
your 401(k) savings going:

Sign Up
Sign up for a 401(k) when you start a new job. The 
money goes from your paycheck into your account 
automatically.

Choose a Plan
Your employer may offer a traditional 401(k) or a 
Roth 401(k). Here are the basic differences. 

•	 Traditional 401(k) plan. You don’t pay taxes 
on the money in the year you put it into the 
account.  But you’ll have to pay income tax on 
your contributions and earnings when you take 
the money out. 

•	 Roth 401(k) option. You pay income taxes when 
you put money into the account, but you usually 
won’t be taxed on the contributions or the gains 
when you withdraw it. 

Decide How Much to Contribute
Currently, if you are less than 50 years old, you can 
contribute up to $16,500, depending on your sal-
ary and the company’s rules. If you’re 50 or older, 
you can make a “catch-up” contribution of an extra 
$5,500 a year. The amount you can contribute may 

change annually, so check with your plan or with a 
financial professional to learn about the maximum 
contribution. If your employer offers a Roth 401(k), 
you can split your contributions between it and the 
traditional plan, but the limit stays the same.

Save as much as you can. If you’re starting in your 
20s, save at least 10 percent of pay (count the 
employer match). Save more if you’re getting a later 
start.

Take the Match
Many employers offer matching contributions to 
encourage you to participate in the plan. The match 
is generally cents on the dollar up to a certain per-
cent of your salary. For example, your employer may 
also contribute 50 cents for every dollar you put into 
the account, up to six percent of your pay. But don’t 
assume that “saving to the match” is enough. Put in 
as much money as you can, up to the annual limit. 

Choose Investments Wisely
You choose your investments in a 401(k) from a 
range of stocks, bonds and mutual funds selected by 
your employer. Follow these helpful tips: 

•	 Pay attention to each investment return. Is all 
your money in the “safe” option? If the return is 
less than the inflation rate, you’re losing money. 

•	 Diversify your investments. This simply means 
you should not put all of your money into one 
class of funds or other investments. If you spread 
the money around, when one investment is 
down, there’s at least a chance another one will 
be doing well.

•	 Limit your investment in employer stock. If the 
company falls on hard times—as happened with 	
Enron and World Com—you could lose some or 
all of your retirement savings. 



•	 Consider picking a life cycle or target date retire-
ment fund that’s based on your estimated retire-
ment date. If you put all of your contributions 
into this option, they automatically go into a 
diversity of investments.

•	 Consider index funds. They are a simple but 
powerful way to reduce fees, and to improve and 
achieve diversification.

Beware of Fees 
Mutual fund fees are subtracted from your account.  
If you choose a fund with a 1.5 percent fee, then it 
has to earn at least 1.5 percent for you to just break 
even. The lower the fee, the better. If you’re not sure 
what fees you are paying, ask your employer.

Pay Attention
It’s easy to just let the money roll into your account 
without paying attention to the results. Read your 
account statements and if you’re concerned that 
an investment is not doing well, consider making a 
change. 

Save Your Savings
The whole idea of a 401(k) plan is to save for retire-
ment, so don’t work against it. Taking a loan from 
your plan is not a good idea. Why? Because the 
money in your account won’t grow if it’s not there; 
you may pay loan fees; you have to pay it back in full 
if you change jobs; and if you default, you pay taxes 
and penalties. 

Cash Out Wisely
When you leave a job, you’re allowed to take the 
money out of your 401(k). Don’t spend it! You’ll have 
to pay a 10 percent penalty on the money and, in 
most cases, unless you’re older than 591/2, and you’ll 
also have to pay income taxes on it. You’ll also sac-
rifice the potential for future earnings. Instead, ask 
your employer to roll over the money from your plan 
to your new employer’s plan, or open a Rollover IRA. 

Your 401(k) plan is a powerful engine in driving along 
your financial roadmap to retirement. Follow your 
“to-do” list to set yourself on the right path to your 
savings goal. 

Keep an Eye on Your 401(k)
Consider these issues when you review your account  
statements: 

	 Am I increasing my contribution every time I get a pay 
raise?

	 Do I have the right investment mix? For more informa-
tion on how to figure this out, read about allocating 
your money at www.aarp.org/money.

	 Do I need to rebalance my investments? For 
information on how rebalancing helps you stay on 
track, visit www.aarp.org/money.



Your To-Do List:
	 If your employer offers a plan and you have not 

signed up, enroll now. Contact your HR office 
and request the Summary Plan Description and 
an enrollment form.

	 Use AARP’s Retirement Planning Calculator  
at www.aarp.org/moneytools to help decide 
how much to contribute to your 401(k). 

	 To learn how to roll money out of your 401(k) 
into an IRA go to www.rolloveraid.com/ 
401krollover.htm.

	 To learn how 401(k)s work, go to 
www.401khelpcenter.com.

	 Read “A Look At 401(k) Fees” on the U.S. 
Department of Labor website www.dol.gov/ 
ebsa/publications/401k_employee.html to 
learn how fees can cut into your savings.

	 Figure out how much of your own 401(k) 
savings go to fees. Add them up using the mutual 
fund cost calculator at www.sec.gov. 

	 Find out if you are eligible for the Retirement 
Savings Contributions Credit on your federal 
income tax. For 2008, you may qualify if your 
income is below $53,000 (filing jointly), or below 
$39,750 (filing single). For 2009, the limits go up to 
$55,500 and $41,625, respectively. Visit www.irs.
gov/publications/p590/index.html to learn 
more.

	 See how your savings can grow with the AARP 
401(k) Savings Calculator at www.aarp.org/
moneytools.
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Annuities
One of the biggest challenges you will encounter on your journey toward 
retirement is how to make your financial resources last as long as you need 
them. For some people, buying an annuity—an insurance contract, which 
can provide you with a regular income stream—can be reassuring.  
There are many types of annuities with different 
costs and benefits. So, if you’re considering buying 
one, you should do two types of research:

•	 Compare the costs and benefits of annuities 
with other options you may have for retire-
ment income. Some people may prefer to keep 
their money in savings accounts or investments 
(including real estate) where they feel they have 
more control and easier access to it; and,

•	 Compare different types of annuities to see which 
offers the most reliable, highest income on the 
best terms.

Things to think about if you’re considering an  
annuity should be your current age, the number 
of years you expect to live in retirement, and the 
amount of income you’ll have from Social Security, 
a pension, and/or other investments such as mutual 
funds or real estate. 

How Annuities Work
When you buy an annuity, you pay a certain amount 
of money in return for future income. The contract 
you sign with the insurance company spells out the 
terms of the policy and the exact amount of income 
you will receive, and for how long. That amount is 
based on the type of annuity you choose and on the 
insurance company’s estimate of your life expec-
tancy.

Here’s a general example of how an annuity may 
work: A 65-year-old husband and his 60-year-old 
wife buy an annuity for $100,000. While they are both 
alive, they receive an income of $541 each month. 
After one passes away, the survivor receives two-

thirds of that amount, or $357 per month.

The decision whether to buy an annuity usually arises 
when you are close to retirement and are trying to  
figure out how to manage your retirement income 
and decide what to do with your 401(k) or other 
retirement savings. Some employers have arranged 
for their employees to use the money in their retire-
ment accounts to buy a particular annuity. If you 
receive such an offer, compare the terms of that 
annuity with what you can receive for a similar 
amount of money in other annuities and other  
investments.

Types of Annuities
Insurance companies sell two main types of  
annuities—fixed and variable—but each company 
has its own products, with different costs and  
features. Here’s a general description of how fixed  
and variable annuities work. 

Fixed Annuity: Pays you a certain amount of  
interest—say 5 percent—for a certain number of 
years. After that, the interest rate can be changed, 
depending on the formula in the contract. There are 
two types of fixed income annuities:

•	 Fixed income deferred: With a deferred annuity, 
you start making payments before you collect any 
income. When you are ready to retire, you con-
vert it to an immediate annuity and start receiv-
ing the income. Some people choose to put some 
of their savings into a deferred annuity as part of 
their retirement savings strategy.

•	 Fixed income immediate: In this case you pay the 
entire amount to buy the annuity at once—for 



example, with money from your 401(k)—and you 
start to receive income immediately. 

Variable annuity: The money you pay to buy this 
type of annuity is invested in financial products such 
as money market funds or stock or index funds. As 
with a fixed annuity, you can buy either a deferred or 
immediate variable annuity.

Variable annuities carry more risk than fixed. Be 
sure you fully understand these risks before deciding 
whether to buy one: 

•	 The amount of income you receive is not  
guaranteed. It varies, depending on how the 
investments are doing.

•	 Variable annuity sales commissions and fees are 
some of the highest in the industry. Compare the 
commission and all other fees to those of other 
investment opportunities. Be sure to find out 
about “surrender charges”—fees that can range 
from 6 to 7 percent of your investment—if you 
pull the money out of the annuity early. 

•	 In some cases, annuities can increase the inves-
tor’s tax burden and can stick heirs  
with large tax bills. Once the investor starts  
withdrawing money from an annuity, the  
capital gains are taxed as ordinary income  
rather than at the lower capital-gains rates. 

•	 You need to beware of aggressive marketing  
and tactics used to convince the public to buy 
complicated annuities without understanding 
how they work. The U.S. Securities and Exchange 
Commission and the National Association of 
Securities Dealers have warned the public and 
fined some sellers of variable annuities for 
aggressive or fraudulent sales tactics. So before 
you buy a variable annuity, check with your state 
insurance and securities departments to verify 
that the product is registered and the sales agent 
is appropriately licensed. 

•	 Use the resources in the “To-Do List” at the  
end of this Tip Sheet to make sure you clearly 
understand exactly how a variable annuity  
you’re considering would work, and what all  
the costs are. 

Before You Buy
There are so many different annuities, and it can  
be expensive to get out of an annuity you’ve bought. 
So don’t buy a specific product until you are  
comfortable with your answers to these questions:

•	 Did you comparison-shop? Whether you want an 
annuity that’s fixed or variable, are you sure you 
have the best deal?

•	 Do you have a complete list of the charges and 
fees? Because they are managed by investment 
advisors, variable annuities often cost more than 
fixed annuities.

•	  Have you researched the financial stability of the 
insurance company? Do not make a long-term 
purchase, such as an annuity, from a company 
that’s financially weak.

•	 What benefits will your spouse receive if you 
should die first? 

•	 What are the “surrender fees” if you decide you 
want to get out of the contract? These may be 
about 6 or 7 percent, if you decide to opt out any 
time in the first several years.

•	 For a variable annuity, what has been the  
historic return on the funds where your money 
would be invested? How does it compare to  
overall market returns?

•	 For a fixed annuity, make sure that the  
guaranteed interest rate has a good chance  
of being higher than the inflation rate. 
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Your To-Do List:
	Use AARP’s online Retirement Planning 

Calculator at www.aarp.org/money to figure 
out all your sources of retirement income to 
help you decide if an annuity is right for you.

	Get detailed explanations of the different types 
of annuities and their pros and cons at  
http://money.cnn.com/retirement/guide.

	Use an Annuity Calculator  
at www.moneychimp.com/calculator/ 
annuity to determine how much income  
you will receive, should you decide to  
purchase an annuity.

	For checklists, tax information and other  
tips to help decide if you should buy an 
immediate annuity, read this booklet, 
“Making Your Money Last for a Lifetime:  
Why You Need to Know About Annuities,”  
by the Actuarial Foundation and the Women’s 
Institute for a Secure Retirement at  
www.actuarialfoundation.org/consumer/ 
wiser_annuities.htm. 

	If you’re considering buying a variable  
annuity, read the SEC’s pamphlet, “Variable 
Annuities—What You should Know,” on their 
website at www.sec.gov/pdf/varannty.pdf, 
and investor alerts at www.finra.org/ 
investors.

	To learn when and how much income tax 
you must pay on an annuity, see “Tax Topic 
410—Pensions and Annuities,” on the IRS 
website, www.irs.gov/taxtopics/tc410.html.

	To check out the financial status of the  
insurance company selling an annuity, go to 
www.insureuonline.org/, a website created 
by state insurance regulators. The site can 
link you to the website of your state insurance 
office, which may include consumer informa-
tion.
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Pensions

Are you earning a pension benefit now, or have you earned one from a former
job? Traditional pension plans are a dying breed, but millions of workers are
still earning a right to one. You need to know if you’re one of them.

How They Work
A traditional pension, called a “defined benefit” plan,
rewards long-term employees with a regular, usually
monthly, pension payment when they retire. Find out
if your employer offers a pension plan by contacting
the human resources department. If you have a
pension, request the Summary Plan Description
(SPD) that details the plan rules.  However, pension
plans for government employees follow different rules.

How Pensions Are Funded:
• The employer typically makes all the

contributions;

• The employer invests the money to be able to 
pay out promised benefits; and 

• A federal agency, the Pension Benefit Guaranty
Corporation (PBGC) will pay a pension to
employees of firms that close their pension plans,
but the amount may be less than what was
promised by the employer. 

How Benefits Are Determined:
• Most plans require you to work a certain number

of years—typically five—to earn a right to, or to
vest in, a benefit.

• The amount of your pension is based generally
on your years of employment and your salary in
your final years.

• Your earned benefit is guaranteed. But the 
sponsor has a right to change or discontinue the
plan at any time, as long as the company provides
notice required by law to the employees. 

• If the plan is discontinued, you won’t earn any
more benefits.

The Payout
Most employers have traditionally paid out a
monthly check for life beginning at retirement but
some permit you to take the benefit as a single lump
sum. Also, if you have a vested benefit and you
change jobs, your employer can require you to take
the money with you if it’s $5,000 or less. 

There are good reasons to select a monthly pension,
rather than a lump sum:

• You’ll get a monthly check for life. If you’re
married, your benefit typically defaults to a joint-
and-survivor pension that your spouse would
receive if he or she outlives you. (To change this,
your spouse would have to sign a consent form.)

The Summary Plan Description: 
A Guide to Your Pension Plan 
The U.S. Department of Labor requires employers to provide
their employees with this explanation of how their pension
plan works. If you’re in a plan, you should request and read
the SPD, and ask human resources staff to answer any
questions you have about it.

Read through the SPD to find out:
• If you qualify for a benefit;
• Your options for how to receive your benefit;
• What benefits you might lose if you take a lump sum

rather than an annuity;
• How Social Security benefits might reduce your pension

amount; and
• How long you need to stay to earn a right to a benefit.

Plan to stay with your employer at least as long as your
benefit continues to grow.



Your To-Do List:
 When considering a new job, look carefully at

the benefits. Ask for information in writing to
compare your current benefits versus what the
new job offers.

 Ask your employer how much your benefit is
worth now, what it would be if you stayed a few
years longer, and what it would be if you stayed
until retirement age. Starting in 2007, employers
with traditional pension plans are required 
to give vested employees a statement of their
benefits. However, they’re also required to give
you such a summary once a year, if you ask for
it in writing.

 Get legal advice if you are divorcing, with
regards to your or your spouse’s pension. 

 Get advice on the best way to collect your 
pension—an annuity or a lump sum. For tips
on choosing a financial professional, see AARP’s
Tip Sheet “Working With a Financial Planner.”

 If you think you earned a pension from a
previous job but you can’t reach the company,
contact the PBGC at www.pbgc.gov or 
1-800-400-7242.

 Find out if your pension plan is financially
healthy by contacting the Pension Benefit
Guaranty Corporation at www.pbgc.gov or 
1-800-400-7242.

 Order other Money Matters Tips Sheets to
share with friends at www.aarp.org/orderfinan-
cialpubs.

• You don’t have to manage or invest the money.

• You may get to keep other retiree benefits, like
periodic pension increases and retiree health.

On the other hand, a lump sum could make sense for
you, because it:

• Makes it easier for you to leave an inheritance; 

• Gives you the full benefit upfront if your health
status suggests you may not live very long in
retirement; and 

• Allows you to buy an annuity of your own
choosing with a portion of the money
immediately or down the road.  

Many people get diverted from their retirement path
because they spend their pension money when they
change jobs. If you do this, you’ll lose the value of the
money now, plus the value of the earnings on the
money in the years before you retire. If your employ-
er lets you cash out your pension benefit when you
change jobs and you choose to do so, transfer the
money to the new employer’s 401(k) or open a
rollover IRA. Also, transferring the pension money to
one of these other accounts will make it easier to
keep track of all your retirement benefits. 

A word of caution if you divorce:  every state views
pensions as a joint asset. However, the division of 
the benefit doesn’t occur automatically, and not all
lawyers know how to deal with the issue. You and
your spouse should make joint decisions about
pension assets.
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Is Your Pension Safe?
In the last decade or so, the number of private-sector
employees covered by a traditional pension plan has plum-
meted from about half to about 20 percent. In many cases,
announcements that a plan was frozen or shutting down
came with little or no warning, leaving some employees
with unexpected reductions in benefits at the time of termi-
nation. Starting in 2008, a new law requires employers to
provide employees with more complete and current infor-
mation about the health of their pension plan. Your employ-
er is already required to provide you with two notices that
could indicate a problem: a “participant notice,” if the pen-
sion plan is funded below 80% or 90% in recent years, and
a “Summary Annual Report” with information on issues
such as the return on your pension plans’ investments. Ask
your human resources department for them.
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