WEALTH MANAGEMENT INSIGHTS

charles

SCHWAB

Schwab Center for
Financial Research

Rob Williams, CFP®, CPWA®
Managing Director

Tax-Efficient Withdrawal
Strategies

Key Takeaways

* Taxes can have a significant effect on how long your retirement

accounts last.

Hayden Adams, CPA, CFP®
Director

Eric Tarkin
Senior Researcher

Utilizing a tax-efficient withdrawal strategy can result in more

money to provide for living expenses and potentially allow your
money to last longer.

* The traditional withdrawal strategy is not necessarily the most
tax-efficient strategy, especially if your future RMDs push you
into a higher tax bracket.

Overview

Retirement income and the United States tax code are both complex topics on their own. Combine them, and it is
easy to get overwhelmed. Something seemingly as simple as which accounts a retiree draws from first — and in what
amounts — can have a meaningful impact on their tax bill throughout retirement and on the success of their retire-

ment plan or longevity of their retirement savings.

The conventional wisdom of withdrawing funds from taxable brokerage accounts first, then tax-deferred accounts,
followed by tax-exempt accounts may not be best for all retirees. Our research suggests another option.

Testing the conventional wisdom

Previous industry studies have suggested that in order
to maximize growth in tax-advantaged retirement
accounts, the optimal withdrawal strategy is to
withdraw funds first from taxable accounts,’ then from
tax-deferred accounts such as 401(k)s or traditional
IRAs, and finally from tax-exempt accounts such as
Roth IRAs. Subsequent studies have suggested
alternatives to this advice.?

The conventional wisdom may be sub-optimal for some
people after considering the tax implications of two
important issues: (1) required minimum distributions
(RMDs) and ordinary income tax treatment on
distributions, and (2) Social Security benefits.

Tax implications of RMDs. Contributions into traditional
tax-deferred IRA and 401(k) accounts are most often
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made before taxes (pre-tax), which reduces current
taxable income. Pre-tax contributions and potential
growth of the investments held in traditional tax-
deferred IRAs or 401(k)s can grow without taxes for as
long as they’re held in the account, but they are taxed
as ordinary income when withdrawn. As a result, RMDs
obligate account owners to realize a certain amount of
ordinary taxable income every year. A consequence of a
large or growing balance in a tax-deferred account,
such as a traditional IRA, is the possibility that future
RMDs will trigger a higher tax bill than the investor
would have experienced had they taken distributions
from that IRA earlier than RMD age (currently age 72)
and smoothed out taxes over time. Depending on the
size of traditional IRA or 401(k) balances relative to
balances in taxable accounts, if any, it may make sense
to withdraw money from both taxable and tax-deferred
accounts before age 72 in the same calendar year.
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3 Account Types

e Tax-deferred accounts (traditional 401(k) and

traditional IRA). Contributions are generally
made on a pre-tax basis; however, they also
can be made with after-tax amounts. General-
ly, earnings (e.g., interest, dividends, apprecia-
tion) are not taxed until distributed. Pre-tax
contributions and earnings are taxed when

withdrawn, at the ordinary income tax rates.

Taxable accounts (brokerage account). Contri-
butions are made after-tax and earnings are
taxed when realized. Depending on the type
and/or holding period of the asset, the ordinary

income or capital gains tax rates may apply.

® Roth accounts (Roth 401 (k) and Roth IRA).

Contributions are made after-tax. Generally, all

distributions (including earnings) are tax-free.®

Tax implications of Social Security benefits. If taxable
income is close to or below the taxable income
thresholds that guide the taxation of Social Security, it
may be helpful to consider the tax implications of
current and future distributions from traditional 401(k)s
and IRAs to reduce the amount of Social Security
taxed.

An increase in taxable income can cause a jump in the
amount of Social Security benefits included as ordinary
taxable income from 0% to 50% (or 50% to 85%).3 After
$34,000 of “combined income” for an individual or
$44,000 of “combined income” for a couple, Social
Security benefits reach the maximum level of 85%
taxable.* Above this taxable income level, the amount of
distributions from tax-deferred accounts, such as a
traditional IRA or other taxable income, has no
additional impact on the amount of Social Security
taxed. Below these thresholds, taking a distribution
from a taxable account may have less of an impact on
the taxation of Social Security, because it’s possible the
distribution can be met by selling positions at either a
loss or a small gain.

Schwab and the Schwab Center for Financial Research
(SCFR) recommend that retirees younger than age 72
consider tapping traditional IRAs and 401(k)s early in
retirement to manage their current and future tax
bracket using a multi-year strategy. In addition, we
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recommend working with a financial planner and tax
advisor. For example, retirees may choose to distribute
amounts from traditional IRAs and 401(k)s enough to
stay in a lower tax bracket (e.g., 10% or 12%) or close to
it, thereby reducing the overall balance in those
retirement accounts and, as a result, reducing future
RMDs and their future tax bill.

An example

To illustrate the impact that withdrawal order can have
on retirement outcomes, consider a 65-year-old married
couple with $1 million of retirement savings, planning for
a 30-year retirement.

Assume the couple has:

$250,000 in a joint taxable brokerage account
Combined balance of $500,000 held in traditional
IRAs

e Combined balance of $250,000 held in Roth IRAs

The couple is receiving $30,000 per year in Social
Security benefits before tax, and will need to start taking
RMDs beginning at age 72. The couple anticipates a total
need of $75,000 for retirement spending per year
(adjusted for an assumed inflation rate of 2% each year).

We simulated the future, after-tax performance of three
general strategies for retirement withdrawals.®

Conventional wisdom withdrawal strategy. This
sequential withdrawal strategy taps taxable accounts
first until depleted, then tax-deferred accounts, and
finally Roth accounts. This strategy seeks to make full
use of the benefits of tax-deferred growth in tax-
deferred accounts, such as traditional IRAs and 401(k)s,
and in Roth accounts.

Proportional withdrawal strategy. This strategy draws
proportionally from taxable accounts and tax-deferred
accounts first, then from Roth accounts. Withdrawals
are taken proportionally from taxable and tax-deferred
accounts based on the account balance at the time of
the withdrawal. Once taxable and tax-deferred accounts
are drained, withdrawals are taken from Roth accounts.
All else equal, compared to the conventional wisdom,
this easy-to-implement, rules-based strategy will
withdraw earlier from traditional IRAs, especially in
instances where a retiree has a large concentration of
their assets held in tax-deferred accounts. Taking early
withdrawals from tax-deferred accounts may help
retirees manage current and future tax brackets.

Proportional Withdrawal Example
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Note: This hypothetical example is for illustration purposes only and should not be considered or used as specific financial, investment, or tax advice.
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Personalized withdrawal strategy. A more personalized
strategy takes withdrawals in a manner that directly
manages a retiree’s tax bracket. This strategy withdraws
from tax-deferred accounts up to the amount where any
additional distribution would push the retiree into a
higher tax bracket. If additional withdrawals are needed,
they are taken next from taxable accounts and then from
Roth accounts. This strategy is an example of more
personalized advice, and something that could be
implemented with help from a financial advisor or tax
professional, before selling investments or making
decisions about withdrawals by account type, annually.

Using the example of a 65-year-old married couple with
$1 million of retirement savings planning for a 30-year
retirement, our analysis shows that both the proportional
withdrawal strategy and the personalized withdrawal
strategy are improvements over the conventional
wisdom, increasing the average projected account
balance after 30 years and reducing the couples’
estimated cumulative tax bill through retirement.

In this example, the proportional and more personalized
withdrawal strategies reduce the married couples’
average estimated tax bill by $28,174 or $33,458 over 30
years (or approx. $1,000/year), respectively, compared
to the conventional wisdom, resulting in an account

balance at age 95 that is, on average, $54,678 or
$112,569 higher and contributing to increased asset
longevity of one to three years (see the table on page 5).
Note, this is a hypothetical, simulated example, not a
guarantee of future results.

Bottom line

No single withdrawal strategy will be optimal for every
retiree and address the details of investing or tax for
every individual. With any retirement withdrawal
strategy, there is a trade-off between tax-deferred
growth and future tax liabilities. Decisions about “from
which account” and “how much” to withdrawal can have
a meaningful impact on longevity of assets and a
retirement income plan’s success.

For retirees with large IRA or 401(k) balances as well as
savings in brokerage accounts, a proportional strategy
can make sense as a simple approach. For others with
more complex needs, working with a financial advisor
and tax professional can help. Either way, retirees or
soon-to-be retirees can work with a Schwab
professional in collaboration with a tax professional to
create, and manage, a tax-efficient retirement
withdrawal strategy.

Personalized Withdrawal Example
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Projected remaining account balance after 30 years (median)

Estimated total taxes of 30 years (median)
Estimated annual taxes (median)

All dollars are nominal values

Conventional Proportional Personalized
Wisdom Strategy Strategy
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Note: This hypothetical example is for illustration purposes only and should not be considered or used as specific financial, investment, or tax advice.

Endnotes

1. After satisfying any required minimum distributions from
traditional IRAs or 401(K)s, if a retiree reached age 72. Failure to
take RMDs could result in a 50% penalty on the amount not taken.

2. For example, see Dilellio and Ostrov (2020), as well as Geisler
and Hulse (2018), Kitces (2016); and Cook, Meyer, and Reichenstein
(2015).

3. See Meyer and Reichenstein (2013).

4. “Combined income” is defined as adjusted gross income + non-
taxable interest + %2 of Social Security benefits. See www.ssa.gov/
planners/taxes.html.

5. Individuals must have the Roth account established for five years
and be over the age of 59%: for tax-free withdrawals.

6. After fulfilling RMD requirements, if the retiree is age 72 or older.
Analysis based on 10,000 simulated Monte Carlo paths, assuming
an annual (nominal) portfolio expected return of 6% with volatility of
10%. Spending amount is increased by 2% per year to account for
inflation. Analysis further assumes a 2.5% portfolio yield, which is
comprised half of qualified dividends and half of taxable interest.
Withdrawal amounts are grossed up for any estimated taxes.
Federal income taxes are estimated based on 2021 tax tables and

standard deduction amounts for a married couple filing jointly. Tax
tables and standard deduction amounts are assumed to increase
annually to keep pace with inflation. Analysis does not include any
estimates of state or local taxes.
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Important disclosures

The information provided here is for general informational purposes only and should not be considered an individualized
recommendation or personalized investment advice. The investment strategies mentioned here may not be suitable for everyone.
Each investor needs to review an investment strategy for his or her own particular situation before making any investment decision.

All expressions of opinion are subject to change without notice in reaction to shifting market or economic conditions. Data
contained herein from third party providers is obtained from what are considered reliable sources. However, its accuracy,
completeness or reliability cannot be guaranteed.

This information is not intended to be a substitute for specific individualized tax, legal or investment planning advice. Where
specific advice is necessary or appropriate, Schwab recommends consultation with a qualified tax advisor, CPA, financial planner or
investment manager.

Investing involves risk including loss of principal.

IMPORTANT: The projections or other information generated by an investment analysis tool regarding the likelihood of various
investment outcomes are hypothetical in nature, do not reflect actual investment results, and are not guarantees of future results.

This material is approved for retail investor use only when viewed in its entirety. It must not be forwarded or made available in part.
The Schwab Center for Financial Research is a division of Charles Schwab & Co., Inc.

The Charles Schwab Corporation provides a full range of brokerage, banking and financial advisory services through its operating
subsidiaries. Its broker-dealer subsidiary, Charles Schwab & Co., Inc. (member SIPC), offers investment services and products,
including Schwab brokerage accounts. Its banking subsidiary, Charles Schwab Bank (member FDIC and an Equal Housing Lender),
provides deposit and lending services and products. Access to Electronic Services may be limited or unavailable during periods of
peak demand, market volatility, systems upgrade, maintenance, or for other reasons.

© 2022 Charles Schwab & Co., Inc. All rights reserved. Member SIPC.
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