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This paper presents an example that shows it is possible to add years to the longevity of a retiree’s
portfolio by withdrawing money from her accounts tax efficiently. For simplicity, we ignore Social Security,
and assume all retirement funds come from withdrawals from a 401(k) (or other tax-deferred accounts), a
Roth IRA, and a taxable account. The example shows that a tax-efficient withdrawal strategy that follows two
principles can extend the longevity of her financial portfolio by several years. The first principle is: As a rule
of thumb, withdraw funds from the taxable account before the 401(k) or Roth IRA. The second principle is to
withdraw funds from the 401(k) whenever those funds would be taxed at an unusually low tax rate for that
retiree.
In earlier work, I argued that, as a rule of thumb, retirees should withdraw funds from the taxable
account before the 401(k) or Roth IRA.1 For simplicity, assume the underlying asset is bonds earning 4% per
year. The balances in the 401(k) and Roth IRA grow at 4%, but the balance in the taxable account grows at
4%(1-t), where t is the retiree’s marginal tax rate. For someone in the 25% tax bracket, the retiree gets 4%
return on funds held in the 401(k) and Roth IRA, but only 3% on funds held in the taxable account. Due to the
lower return on funds held in taxable accounts, as a rule of thumb, the retiree should withdraw funds from
the taxable account before retirement accounts.
There are exceptions to this rule of thumb. One key exception is the retiree should withdraw funds
from the tax-deferred 401(k) whenever these funds would be taxed at an unusually low tax bracket for this
investor.
Table 1 summarizes the results of three withdrawal strategies. For the interested reader, the details
of these results are explained in the remainder of this paper. In Strategy 1, she withdraws funds from the
401(k) until it is exhausted then from the Roth IRA until it is exhausted and then from the taxable account.
Her portfolio lasts 30 years. In Strategy 2, she withdraws funds from the taxable account until it is exhausted
then from the 401(K) until it is exhausted and then from the Roth IRA, and her portfolio lasts 36.17 years. In
Strategy 3, in her early retirement years she withdraws funds each year from the 401(k) and taxable account.
After the taxable account has been exhausted, she withdraws funds each year from the 401(k) and Roth IRA.
This strategy allows her portfolio to last 37.5 years. In short, by implementing two principles, she can extend
the longevity of her financial portfolio by 7.5 years.
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The remainder of this paper discusses the details of this example.
Table 1. Summary of Portfolio Longevities with Three Withdrawal Strategies
Withdrawal Strategy
Longevity of Financial Portfolio
Strategy 1: 401(k) then Roth IRA then taxable account
30 years
Strategy 2: Taxable account then 401(k) then Roth IRA
36.17 years
Strategy 3: Withdrawals each year from taxable account
37.5 years
and 401(k) and then Roth IRA and 401(k)

Details of Example
We assume a single retiree will spend $67,400 in today’s dollars each year. Spending requires
after-tax dollars. The initial amounts in her 401(k), Roth IRA, and taxable account are $997,826.34,
$248,628.07, and $435,720.02. The investments earn 3% interest per year and inflation is 0%.2 As we
shall see, she will usually be in the 25% tax bracket in retirement. So, she should withdraw funds from
the 401(k) whenever they will be taxed at less than 25%. In 2011, the first retirement year, the first
$10,650 of income is tax free. This is the sum of standard deduction, personal exemption, and 65-andover deduction. The tops of the 10% and 15% tax brackets are $8,500 and $34,500. So, she can
withdraw $45,150 from a 401(k) each year, [$10,650 + $34,500], that would be subject to a tax bracket
below her usual 25% tax bracket in retirement.
In Strategy 1, at the beginning of Year 1, she withdraws $81,500 from the 401(k). This provides
$67,400 after taxes to meet her spending target.3 The remaining funds grows at 3%. At the beginning of
Year 2, she withdraws another $81,500 from the 401(k), and the remaining funds grow at 3%. This
process continues until the 401(k) is exhausted after the withdrawing $81,500 at the beginning of the
15th year. Funds in the Roth IRA have grown at 3%. At the beginning of Year 16, she withdraws $67,400
from the Roth IRA, which funds her spending needs. The remaining funds grow at 3% for that year. This
process is continued until the Roth IRA is exhausted after a $67,400 withdrawal at the beginning of the
20th year. The taxable account has been growing at 2.25%, 3% pretax rate of return less taxes at 25%.
At the beginning of Year 21, she withdraws $67,400 from the taxable account, which funds her spending
needs. (Each year, she paid taxes on the 3% pretax return. So, withdrawals are tax-free returns of
principal.) She continues this process until her funds are exhausted after the withdrawal of $67,400 at
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This inflation assumption simplifies the analysis because it means the spending goal and tax brackets do not need
to increase with inflation. However, as long as returns are 3% above inflation, the longevities of the portfolio in
Strategies 1 through 3 would be the same. For example, if inflation is 2% then returns would be 5.06%,
[(1.03)(1.02) – 1].
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The $81,500 is separated into $10,650, $8,500, $26,000, and $36,000 that are taxed at 0%, 10%, 15%, and 25%.
The after-tax amounts of $10,650, $7,650, $22,100, and $27,000 total $67,400.
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the beginning of Year 30. By design, we set the beginning balances in the 401(k), Roth IRA, and taxable
account so these accounts would be exhausted in Strategy 1 after the beginning of year withdrawals at
the start of Years 15, 20, and 30. This allows us to calculate how much longer the retiree’s portfolio will
last under more tax-efficient withdrawal strategies.
In Strategy 2, the retiree withdraws funds from the taxable account until it is exhausted then
from the 401(K) and then from the Roth IRA. This is a better strategy than Strategy 1 because she is
withdrawing funds from the less-tax-efficient taxable account before the more-tax-efficient retirement
accounts, where retirement accounts include the 401(k) and Roth IRA. We assumed the taxable account
earned 3% pretax return and it was tax free since this would be her only taxable income in those early
years. At the beginning of Year 11, the taxable account is exhausted and remaining funds to meet that
year's spending goal are withdrawn from the 401(k). Beginning in Year 12, she withdraws $81,150 from
the 401(k) until it is exhausted with the withdrawal at the beginning of the 27th year. Remaining
withdrawals that year come from the Roth IRA. In future years, distributions come from the Roth IRA.
This withdrawal strategy allows her financial portfolio to last 36.17 years; it finances all of her spending
needs for 36 years and 17% of her needs in the 37th year.
In Strategy 3, she withdraws funds tax efficiently each year from her financial accounts. In the
early years, she withdraws $41,150 from the 401(k) and $27,000 from the taxable account. The $41,150
withdrawal from the 401(k) provides $40,400 after taxes; the first $10,650 is tax free, the next $8,500 is
taxed at 10%, and the remaining $26,000 is taxed at 15%. Withdrawals from the taxable account are
tax-free returns of principal. The 401(k) and Roth IRA grow at the 3% pretax rate of return, while the
taxable account grows at 2.25% after taxes. At the beginning of the 20th year, the taxable account is
exhausted and some funds are withdrawn from the Roth IRA. At the beginning of the 21st year, $41,150
is withdrawn from the 401(k) and $27,000 from the Roth IRA to meet the after-tax spending goal. This
process continues. At the beginning of the 34th year, the 401(k) is exhausted. After that, all funds are
withdrawn from the Roth IRA. Strategy 3 provides all funds for 37.5 years, that is, all funds for 37 years
plus half of the $67,400 after taxes for the 38th year.4 Table 2 presents year-end balances (rounded to
the nearest dollar) in the 401(k), Roth IRA, and taxable account for Strategies 1 through 3.
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In Strategy 3, the 401(k) is exhausted in the 34 year. In practice, the retiree could have extended the portfolio
longer by switching about year 32 to a strategy of withdrawing funds from the 401(k) only part way into the 15%
tax bracket and additional funds from the Roth IRA.
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In summary, we examined the longevity of the same financial portfolio for three withdrawal
strategies. The difference in longevities between the least tax-efficient and the most tax-efficient
strategies was 7.5 years. By withdrawing funds tax efficiently, retirees can extend their portfolio’s
longevity by several years. Key insights are as follows. First, as a rule of thumb, withdraw funds from
taxable accounts before tax-deferred accounts like the 401(k) and tax-exempt accounts like the Roth
IRA, because the taxable account is the least tax efficient. Second, funds in tax-deferred accounts are
best thought of as a trust, where the retiree owns (1-t) of the trust’s principal and the government
“owns” the remaining t, where t is the retiree’s marginal tax rate in retirement. The objective is to look
for opportunities for the retiree to withdraw funds from tax-deferred accounts whenever he or she
would be taxed at a low tax rate for this retiree. In several years in Strategies 1 and 2, the retiree
withdrew $81,150 from the 401(k), the last $36,000 of which was taxed at 25%. In Strategy 3, she
avoided withdrawals from the 401(k) that were taxed at 25%. This allowed her portfolio to last longer.
Your clients will have a usual tax bracket in retirement. The objective is to look for opportunities to
withdraw funds from tax-deferred accounts when they will be subject to a lower-than-usual tax rate.
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Table 2. End-of-Year Balances in Three Accounts for Each of Three Withdrawal Strategies (Year-end
totals are rounded to the nearest dollar)

For more information about our innovative Withdrawal Strategy software contact our help desk at 866762-7526.

This information is provided by Retiree Inc. for general informational purposes. The information in this report is intended to
be for financial advisors only and should not be distributed to or used with the general public.
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