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Roth IRA and 401(k) 
 

What is a Roth account? A Roth IRA or 401(k) is a retirement account that offers a valuable future tax break: tax-free 

income in retirement.  Specifically, any withdrawals from a Roth that satisfy the later of 5 years or age 59.5 are tax free, 

even the investment gains.  This is the exact opposite of the most common type of retirement plan contribution:  the 

pre-tax contribution where contributions are pre-tax now and then taxed upon withdrawal during retirement. 

 

When is utilizing Roth 401(k) or IRA helpful?  Below are some scenarios where making Roth contributions instead of 

or in combination with pre-tax contributions can be helpful: 

 

 

 Unusually low income for the short term – For any number of reasons a person could have a lower income 

than normal in a given year (for example, someone recently retired or between jobs, or a person taking a pay 

cut for business purposes).  Lower income means a lower tax bracket and there may be room to realize 

income before a higher rate of tax kicks in.  See page 3 for a summary of the 2015 income tax rates. 

 

If a person is able to receive more income (from a conversion) and remain in a lower tax bracket, then a 

conversion to take advantage of that lower bracket, especially if that person expects higher income in the 

future, could be beneficial.  Please see the tax tables on page three to determine your current, incremental tax 

rate. 

 

 High income now, with an expectation for continued high income in retirement – Because of the large 

budget deficit the US Government is now running, many expect tax rates to be much higher in the future,  

especially for those reaching the 33% bracket and up.  I have a feeling that 33% or 35% might seem like a 

very low rate of tax down the road.  Most tax increases are expected to be carried by those earning over 

$200K annually.  Therefore, if you fall into this camp, a conversion could be a smart move to take advantage 

of today’s “low” tax rates. 

 

 Low reliance on retirement plan assets for retirement living expenses – For those folks who have other 

sources of retirement income and do not expect to tap much, if any at all of their retirement plan balances 

during retirement, a Roth conversion could make very good sense.  Pre-tax IRA’s and retirement accounts are 

subject to the RMD rules, where a person is required to begin withdrawals (and pay tax) at age 70 ½, at the 

latest.  A Roth IRA has no such requirement, and passes income tax (not estate tax) free to heirs. 

 

 Currently maxing out contributions with the desire to save more – If a person us currently maximizing 

their pre-tax contributions, they can effectively raise their limit by making all or a portion of their 

contribution of the Roth variety.  Because Roth contributions are after tax now with tax-free payouts later, 

the tax due is not included in the limit.  Put another way, $18,000 as a Roth contribution is worth a lot more 

than $18,000 as pre-tax, because the tax that will someday be due is included in the pre-tax contribution. 

 

People that may not benefit from a Roth conversion or Roth 401(k) deferral include: 

 

 High income now, with the expectation of lower (under $200K) income during retirement – This group 

of people is not as likely to experience higher tax rates in the future, in our opinion.  They are better off to 

defer tax now and pay it later at a lower rate.  Remember to count all sources of retirement income, like social 

security, dividends, interest, and deferred compensation payouts in forecasting retirement income streams.  
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 No side cash to pay tax on conversion – In our opinion, a conversion only makes sense if the tax on the 

conversion can be paid from a side fund.  In other words, a $100K conversion would run $35K in tax 

(assuming a 35% marginal rate).  This must be paid for with other funds than those under conversion. 

 

 

 Roth 401(k) contributions – All of these scenarios also apply to whether a person should be making regular, 

pre-tax contributions or after-tax Roth deferrals as well.  And, similar to the above, a Roth deferral should 

only be made if the person can keep their Roth deferral amount consistent with their pre-tax deferral, 

resulting in less take home pay to that individual. 

 

 

Investment Allocations 

If a Roth conversion does make sense, it could be beneficial to allocate the household’s most aggressive investments to 

the Roth account.  In the analysis beginning on page 4, we began with the assumption that the investor is targeting an 

8% return.  If we assume that 8% is earned in the Roth and the pre-tax account, the ending balances and best solution 

depends entirely on current and future tax rate.  In reality, a portfolio targeting 8% will have some investments that are 

more conservative (cash and bonds with an expected return of 2-6%) and some that are more aggressive (small cap and 

international stocks with an expected return of 8-12%).  For our analysis, we simplified the example into two 

investments, one with a return expectation of 12%, and one with a return expectation of 4%, and an overall target 

return of 8% (a 50/50 split between these two investments).  

 

The conclusion is that even if a person retires with a lower rate of tax, having at least a portion of their portfolio as 

Roth can be beneficial. 

 



Page 3 of 7 

 

 

2753 South Washington Street Seattle, WA  98144 

Tele: (206)625-2658  Fax: (206)625-3285 

 

Duncan & Haley, Ltd. is an SEC Registered Investment Advisor 

 

 

 

 
 

 

 

 

 

 

2015 Income Tax Bracket Summary 

Filing Status Taxable Income Rate 

Single 

$0 to $9,225 10% 

$9,226 to $37,450 15% 

$37,451 to $90,750 25% 

$90,751 to $189,300 28% 

$189,301 to $411,500 33% 

$411,501 to $413,200 35% 

$413,201+ 39.6% 

Joint  

$0 to $18,450 10% 

$18,451 to $74,900 15% 

$74,901 to $151,200 25% 

$151,201 to $230,450 28% 

$230,451 to $411,500 33% 

$411,501 to $464,850 35% 

$464,851 +  39.6% 

Head of Household 

$0 to $13,150 10% 

$13,151 to $50,200 15% 

$50,201 to $129,600 25% 

$129,601 to $209,850 28% 

$209,851 to $411,500 33% 

$411,501 to $439,000 35% 

$439,001+ 39.6% 



Page 4 of 7 

 

 

2753 South Washington Street Seattle, WA  98144 

Tele: (206)625-2658  Fax: (206)625-3285 

 

Duncan & Haley, Ltd. is an SEC Registered Investment Advisor 

 

 

 

 

Our analysis compares the following three scenarios: 
 

1.  No Roth Conversion.  The investor continues with their current pre-tax balance.  The investor also continues with 

the taxable investment account that would be utilized to pay the tax if a Roth conversion were elected.  Both accounts 

grow at 8%, with the pre-tax account taxed as ordinary income upon withdrawal and growth of the taxable account 

taxed at 15% (capital gains). 

 

2.  Total Roth Conversion.  This investor converts the total Pre-Tax balance to Roth and spends the entirety of the 

taxable account to pay tax for the Roth conversion.  The Roth account grows at 8% and is not taxed upon withdrawal. 

 

3.  1/2 of the pre-tax IRA is converted to a Roth IRA.  Tax is paid from the taxable account.  The remaining pre-tax 

account is then invested more conservatively (4%) and the Roth is invested more aggressively (12%).  The Roth is then 

re-balanced to a more conservative allocation each year, so the weighted return over both accounts remains at 8%.  The 

idea here is to have the overall risk characteristics be the same as scenarios 1 and 2 for an equal comparison from an 

investment risk perspective. 

 

    Summary of Ending Values 

 

 No Conversion Total Conversion ½ Conversion 

Equal Tax Rates Before 

and After Retirement 

(35%/35%) 

$441,625.69 $466,095.71 $497,082.80 

Lower Tax Rate During 

Retirement (35%/20%) 

$511,540.05 $466,095.71 $513,516.22 

 

The tables on the following pages show the detail and assumptions behind this summary.  

 

 

Disclosures 

 

Please note that the return assumptions utilized in the analysis are hypothetical in nature, and are not 

intended to represent any particular investment product.   

 

The hypothetical rates of return do not reflect the deduction of fees of fees and charges inherent to 

investing.  Please speak with a tax advisor as it pertains to your tax situation.  Future tax laws can change 

at any time and may impact the benefits of Roth IRAs, as their tax treatment may change.  Your results will 

vary. 

 

Bonds are subject to market and interest rate risk if sold prior to maturity.  Bond values and total return 

will decline as interest rates rise and bonds are subject to availability and change in price.  

 

Small-cap stocks may be subject to a higher degree of risk than more established companies’ securities.  

The illiquidity of the small-cap market may adversely affect the value of these investments. 

 

International investing involves special risks such as currency fluctuation and political instability and may 

not be suitable for all investors.   

 

Stock investing involves risk included loss of principal. 

 

As basis for these assumptions, the ishares Core US Aggregate Bond and the Vanguard FTSE Emerging 

Markets Indices have historical 10 year average returns of 4.58% and 7.27%, respectively, as of 

2/28/2015. 
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You can see that if the aggressive portion of a portfolio actually results in a higher return (not guaranteed of course), the investor that converts half of his or her account to a Roth 

IRA ends with a higher net-of-tax balance, under equal pre-retirement and post-retirement tax rates. Return assumptions are hypothetical in nature and are not intended to represent 

any particular investment. 

 

Beginning values differ as a result of the tax cost of the respective conversion.  For example, if no conversion occurs, the investor maintains both their pre-tax account and the full 

amount of their taxable account.  If all of the pre-tax account is converted to Roth, the taxable account is spent on the tax cost of the conversion, whereas only half of the taxable 

account would need to be spent if only half of the pre-tax account were converted. 

 

Of note is that under scenario 3, the return is listed as “various”.  This is because in this analysis, when the account is split, we assume a 4% expected return investment is 

maintained within the pre-tax account, and that an investment with expected return of 12% is held in the Roth account, for an overall average of 8%.  As the Roth account outpaces 

the pre-tax account in the projection, it becomes a bigger portion of the overall portfolio, and therefore, if those investments are maintained at 12%, the weighted average return of 

the overall portfolio becomes greater than 8%, making the comparison unfair against the other scenarios where an 8% overall return is earned each year.  Therefore, this analysis 

assumes that each year, the Roth account is made slightly more conservative, so the overall weighted average return remains 8% each year.  Please see the “Table of Yearly Roth 

Returns” after all scenarios for further detail. 

Roth Scenarios with Equal Tax Rates 

 Current Tax 

Rate 

Type Growth Rate Balance Now Years Ending Balance Net of Tax Balance Withdrawal 

Tax Rate 

No Roth 35% Pre-Tax 8%  $     (100,000.00) 20  $           466,095.71   $               302,962.21  35% 

35% Taxable 8%  $       (35,000.00) 20  $           163,133.50   $               138,663.48  15% 

35% Total     $           629,229.21   $               441,625.69   

         

All Roth 35% Roth 8%  $     (100,000.00) 20  $           466,095.71   $               466,095.71  0% 

35% Pretax 8%  $                   -    20  $                        -     $                            -    35% 

35% Taxable 8%  $                   -    20  $                        -    $                             -     15% 

35% Total      $               466,095.71   

         

1/2 Roth with Allocation 

Split (most aggressive 

portion of portfolio in Roth 

account) 

35% Roth Various  $       (50,000.00) 20  $           356,539.56   $               356,539.56  0% 

35% Taxable 8%  $       (17,500.00) 20  $            81,566.75   $                 69,331.74  15% 

35% Pre-Tax 4%  $       (50,000.00) 20  $           109,556.16   $                 71,211.50  35% 

  Total      $               497,082.80   
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Surprisingly, even if tax rates are 15% lower during retirement, the “converted Roth with most aggressive investments held in Roth” result in the highest net of tax 

balance.  

 

In summary, if a person has significant pre-tax 401(k) balance(s) a Roth conversion for at least a portion of those balances is worth considering, especially in a year when lower 

taxable income from other sources is expected.  Additionally, a person’s personal risk tolerance and resulting target allocation to aggressive investments also plays a role in the 

overall determination of the optimal conversion (or Roth 401(k) from new contributions) amount. 

 

If you would like further discussion surrounding this analysis and how it relates to you, please feel free to contact me. 

 

John C. Haley 

Duncan & Haley Ltd 

(206)625-2658 ext 3 

john@duncanhaley.com 

 

 

Return assumptions are hypothetical in nature and are not intended to represent any particular investment. 

Roth Scenarios with Lower Tax Rates During Retirement 

 Current Tax 

Rate 

Type Growth Rate Balance Now Yrs Ending Balance Net of tax Withdrawal 

Tax Rate 

No Roth 35% Pre-Tax 8%  $     (100,000.00) 20  $           466,095.71   $               372,876.57  20% 

35% Taxable 8%  $       (35,000.00) 20  $           163,133.50   $               138,663.48  15% 

35% Total     $           629,229.21   $               511,540.05   

         

All Roth 35% Roth 8%  $     (100,000.00) 20  $           466,095.71   $               466,095.71  0% 

35% Pretax 8%  $                   -    20  $                        -     $                            -    20% 

35% Taxable 8%  $                   -    20  $                        -     $                            -    15% 

35% Total      $               466,095.71   

         

1/2 Roth with Allocation 

Split 

35% Roth Various  $       (50,000.00) 20  $           356,539.56   $               356,539.56  0% 

35% Taxable 8%  $       (17,500.00) 20  $            81,566.75   $                 69,331.74  15% 

35% Pre-Tax 4%  $       (50,000.00) 20  $           109,556.16   $                 87,644.93  20% 

 35% Total      $               513,516.22   

mailto:john@duncanhaley.com
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Table of Yearly Roth Return (“Various”) 

 
Roth Re-Balanced to Maintain 8% Weighted Average 

 Roth  Pre-Tax 

 Rate Year End Balance  Rate Year End Balance 

 $     50,000.00  12%  $        56,000.00   $        50,000.00  4%  $            52,000.00  

 11.71%  $        62,560.00   4%  $            54,080.00  

 11.46%  $        69,728.00   4%  $            56,243.20  

 11.23%  $        77,555.97   4%  $            58,492.93  

 11.02%  $        86,100.16   4%  $            60,832.65  

 10.83%  $        95,421.48   4%  $            63,265.95  

 10.65%  $      105,585.84   4%  $            65,796.59  

 10.49%  $      116,664.57   4%  $            68,428.45  

 10.35%  $      128,734.87   4%  $            71,165.59  

 10.21%  $      141,880.29   4%  $            74,012.21  

 10.09%  $      156,191.20   4%  $            76,972.70  

 9.97%  $      171,765.40   4%  $            80,051.61  

 9.86%  $      188,708.70   4%  $            83,253.68  

 9.76%  $      207,135.54   4%  $            86,583.82  

 9.67%  $      227,169.74   4%  $            90,047.18  

 9.59%  $      248,945.20   4%  $            93,649.06  

 9.50%  $      272,606.78   4%  $            97,395.02  

 9.43%  $      298,311.12   4%  $           101,290.83  

 9.36%  $      326,227.65   4%  $           105,342.46  

 9.29%  $      356,539.56   4%  $           109,556.16  

 

 
Return assumptions are hypothetical in nature and are not intended to represent any particular investment. 


