T. ROWE PRICE INSIGHTS
ON RETIREMENT

How to Make the Roth/Pretax
Decision Later in Your Career

to Benefit Your Heirs

Based on research originally published in the
Journal of Financial Planning.

KEY INSIGHTS

= While the decision between pretax and Roth retirement contributions can be
difficult for workers over age 50, those who already have significant tax-deferred

assets might benefit their heirs by choosing Roth. Roger Young, CFP®

) ) ) Thought Leadership Director
= That's especially true following the passage of the SECURE Act in 2019. The

new rules will often result in higher tax rates for non-spouse beneficiaries of

pretax accounts.

= Qur research produced estimated “break-even” asset levels where pretax
and Roth strategies have the same results. Above those asset levels, Roth

contributions are preferable.

any people have two types

of tax-advantaged options

to save for retirement in
an employer’s plan or an individual
retirement account (IRA): Roth and
pretax contributions. With Roth, an
investor gets no tax break upon
contribution, but qualified distributions
in retirement are tax-free. Pretax
(also referred to as traditional or tax-
deferred) contributions reduce taxable
income, but distributions are taxed as
ordinary income.

In general, the Roth/pretax decision
should largely be based on a person’s
expected tax rates: at the time of
contribution versus distribution.

For some people, this is relatively
straightforward. A young person in a low
tax bracket may expect higher tax rates
in the future and choose Roth.

A mid-career worker in a high tax bracket
probably benefits more from pretax
contributions.

The decision is more difficult for late-
career workers (for example, those over
age 50) who have already amassed
significant pretax assets. Their marginal
tax rate may be at (or near) its peak.
However, their tax rates may fluctuate
over the course of their retirement,
making the analysis challenging. For
example, when affluent people who
don’t need all the money for retirement
spending take required minimum
distributions (RMDs), they may be
pushed into a higher tax bracket.

In addition, someone with significant
assets may expect to leave an
inheritance, so the tax impact on
beneficiaries should also be considered,
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Choaosing Roth can
result in lower taxes
in retirement for the
account holder, as
well as beneficiaries,
which can outweigh
higher working-year

taxes in many cases.

— Roger Young, CFP®
Thought Leadership Director

if possible. The passage of the Setting
Every Community Up for Retirement
Enhancement (SECURE) Act of 2019,
which generally requires full distribution
of an inherited retirement account within
10 years, will likely result in higher taxes
for many non-spouse beneficiaries of
pretax assets.

We analyzed the Roth/pretax decision
for late-career households at a variety

of income and asset levels and
considered several other factors. We
found that asset levels are an important
factor for late-career workers. Those
who are solidly on track for retirement
might benefit from switching to Roth
contributions. Choosing Roth can result
in lower taxes in retirement for the
account holder, as well as beneficiaries,
which can outweigh higher working-year
taxes in many cases. This can result in
after-tax value to beneficiaries increasing
by tens of thousands of dollars, without
sacrificing spending in retirement. Pretax
contributions are often preferable for
people with lower assets and those with
income at certain levels relative to tax
bracket boundaries. As a result of the
SECURE Act, Roth contributions have
become more favorable at significantly
lower asset levels than before the
passage of the act.

Impact of Accumulated Assets

Suppose a dual-earner married couple,
both age 50, has a combined $225,000
of gross income. They plan to retire

at 65 and expect a 30-year retirement.
Based on several assumptions (see

the Appendix), they spend $136,400
annually before retirement, which will
drop by 5% to $129,500 in retirement.
They will claim Social Security at 65 and
receive $58,600 in annual benefits. Their
beneficiaries are two children, earning
the same income as their parents.

First, let’'s assume they have
accumulated 3.4 times their annual
income, or $765,000, in tax-deferred
accounts for retirement. We estimate that
if they continue with pretax contributions,
their beneficiaries end up with $245,000

after taxes. If they switched to Roth
contributions at age 50, however, they
would incur much more in income
taxes before retirement, outweighing
tax savings in retirement. Therefore,
the beneficiaries only get $209,000:
$36,000 less than if the couple had
stuck with pretax contributions. In this
example, pretax is preferable because
the couple’s tax rate will be lower in
retirement.

Now, assume the couple has accumulated
4.6 times their annual income, or
$1,035,000 in tax-deferred accounts.
Other assumptions remain the same.
The additional $270,000 at the start
results in more compounded growth
and a much larger balance at the time
of their death. While that doesn't affect
the couple’s tax situation much, if they
stick with the pretax strategy, it has a big
impact on their two beneficiaries. Having
to take full distribution of the account
within 10 years generates significant
extra taxable income and pushes the
beneficiaries into a higher tax bracket.
By switching to Roth contributions at
age 50, the couple would leave their
beneficiaries an after-tax inheritance of
$1,061,000, a $27,000 improvement
over the pretax strategy.

These examples illustrate the value of
considering the full picture, including
the impact on beneficiaries. Looking
only at marginal tax rates before and
during retirement would lead the couple
to choose pretax contributions in both
asset scenarios. That choice would be
good for the couple in the scenario with
more modest assets but not for the one
that is better positioned for retirement.

The only variable that changed in the
examples was the starting asset level.
Our analysis found that, in general, the
Roth strategy becomes more beneficial
at higher starting asset levels. With more
assets, taxes during retirement and

for beneficiaries become increasingly
important relative to taxes during
working years.
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Break-Even Asset Levels situation fits the assumptions) should
switch to Roth. Regarding the couple
with $225,000 of preretirement income
in the previous example, that break-even
point is about four times their income

in savings.

For a wide range of scenarios, we
calculated break-even points—the asset
level where either choice results in the
same after-tax inheritance. People with
assets above those levels (and whose

Break-even asset levels for different incomes and ages (using
baseline assumptions)

(Fig. 1) If your retirement assets relative to your income are above the line for your
age, it is beneficial to switch to Roth contributions.
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...before the SECURE
Act, you probably
had to be a truly
prodigious saver to
benefit from Roth
contributions later in
your career. Now, just
being relatively on
track for retirement
could make Roth the
better choice.

— Roger Young, CFP®
Thought Leadership Director

Figure 1 summarizes the break-even
points using “baseline” assumptions (see
Appendix) at three different starting ages."

Looking at the graphs, you'll notice a
few things:

= At many income levels, the break-even
asset levels for married couples are
roughly 3.5x to 5x at age 50, 5x to 6x
at age 55, and 6x to 7.5x at age 60.

= Common break-even levels for singles
are 3.5x to bx at age 50, 5x to 7x at
age 55, and 6x to 8.5x at age 60.

= The break-even asset levels are higher
as the worker gets older. Since older
workers have fewer years left to
save before retiring, it takes a higher
level of starting assets to trigger
tax challenges in retirement or for
beneficiaries.

= While the break-even points tend
to rise gradually with income, there
are some interesting quirks in the
curves. That's because of tax bracket
boundaries. For example, a married
couple with income in the $125,000
to $145,000 range is near the bottom
of the 25% bracket (in 2026). That is a
big jump from the 15% bracket, where
the couple will be in retirement, so
pretax contributions are attractive at
more asset levels.

Keep in mind that these graphs assume
there are two beneficiaries, both with the
same income as the original household
(during working years). Clearly, that
does not describe all families. Therefore,
we also evaluated scenarios for different
numbers of beneficiaries and with
different income levels. We found that:

= Having beneficiaries with lower
income can significantly increase the
break-even point.

= However, having higher-income
beneficiaries does not dramatically
reduce the break-even points.

= Spreading the inheritance over more
beneficiaries reduces the likelihood of
pushing them into higher tax brackets.
Consistent with the previous bullets,
the effect on the break-even asset
level is much more significant for
beneficiaries with lower incomes than
for those with higher incomes.

Impact of the SECURE Act

The SECURE Act was enacted in
December 2019. Unless an exception
applies, the act generally requires
non-spouse beneficiaries of retirement
accounts to withdraw all of the funds from
the accounts within 10 years.? Previously,
a beneficiary could stretch those
distributions over their expected lifetime.
This change can significantly affect
retirement and estate planning decisions.

Therefore, we evaluated the Roth/pretax
decision using both current rules and
those in effect prior to the SECURE Act.
For the pre-SECURE Act calculations,
we assume that beneficiaries spread
distributions evenly over a 25-year period.
In addition, the pre-SECURE Act case
uses the previous RMD starting age of
70%2. That age was changed by both the
SECURE Act and the SECURE 2.0 Act
of 2022 and will be age 75 for people
currently ages 50 to 60.

A comparison of the pre-SECURE Act
and post-SECURE Act break-even asset
levels is shown in Figure 2. The graph
shows that those break-even points
were significantly higher before the
passage of the act. Under the baseline
assumptions, those asset levels relative
to income were higher by at least 4x
income for dual-earner married couples
and at least 5x for single filers. Before
the SECURE Act, the break-even

points were affected much more by tax
brackets during working years.

This finding highlights the importance of
considering asset levels. Many people
who were making the right decision to

"Break-even points are only shown at income levels where the assumed savings rate is feasible under statutory deferral limits throughout all remaining working

years. While in a few cases the analysis identified multiple break-even points, only the lowest ones are shown.

2Exceptions apply, such as beneficiaries less than 10 years younger than the owner, minor children of the original owner, and disabled or chronically il

beneficiaries.
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Break-even asset levels before and after the SECURE Act (with
baseline assumptions)
(Fig. 2)
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Other factors that affect the decision, relative to the baseline
assumptions

(Fig. 3)

Factors That Make the Roth Strategy Preferable at More Asset Levels

Retiring later

Claiming Social Security later (but still assuming the same retirement age and length)

Higher savings rate

Desire for tax diversification (as a hedge against higher statutory rates)

Desire for flexibility in case spending is uneven in retirement

Interest in employing asset location strategies (different investments in different
account types)

Expectation of lower retirement spending than assumed

Possibility of income level resulting in higher Medicare premiums

Longer retirement period

Sole-earner couple rather than dual-earner (which reduces Social Security benefits at
higher income levels)

Ability to execute Roth conversions later at a lower tax rate (for example, early in
retirement before RMDs)

Desire to donate significant tax-deferred assets via qualified charitable distributions
(QCDs)

Ability and willingness to employ beneficiary strategies (such as leaving tax-deferred
assets to lower-income children and other assets to those with higher income)

Concern that the markets are overvalued (and ability to make Roth conversions at lower
valuations after a market correction)
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stick with pretax contributions before
may benefit from changing course now.
Put another way, before the SECURE Act,
you probably had to be a truly prodigious
saver to benefit from Roth contributions
later in your career. Now, just being
relatively on track for retirement could
make Roth the better choice.

Impact of other factors

Factors other than income, asset levels,
and beneficiary characteristics can also
affect the decision. In general, situations
that result in higher asset levels in
retirement tend to favor the Roth strategy.

Conclusion

For workers later in their careers who
are relatively confident that they will not
run out of money in retirement, switching
to Roth contributions may improve
outcomes for beneficiaries without
sacrificing spending in retirement. This
change in strategy is appropriate for
people in many more situations following
the passage of the SECURE Act.

This analysis also has ramifications for
younger workers. It finds that late-career
workers can benefit from switching

to Roth even if their tax bracket isn’t
particularly low. But those workers would
have been even better positioned if they
had used Roth contributions earlier at
lower tax rates. That was not necessarily
feasible decades ago, but now
employers increasingly offer Roth 401(k)
contributions. The takeaway is that
young workers with the ability to save
aggressively should strongly consider
Roth contributions.

Although this analysis does not cover
every situation, the break-even asset
levels can be a starting point to evaluate
your decision. It also demonstrates the
value of financial conversations with

your adult children. As you approach
retirement, evaluating your situation more
closely—on your own or with a financial

planner—can help you make informed
choices that benefit you and the next
generation.

Appendix: Methodology and
Assumptions

Our model estimates a household’s
income, Social Security benefits, taxes,
spending, contributions, distributions
(including RMDs), and asset values
annually through working years and

in retirement. The ending asset values
are then adjusted for the impact on
beneficiaries’ income taxes, consistent
with SECURE Act withdrawal
requirements, to arrive at an after-tax
inherited value. These calculations are
performed separately for the Roth and
pretax strategies. Importantly, those
calculations assume identical spending in
both cases. Then, the after-tax inherited
values for the strategies are compared.

The person (or each spouse) being
analyzed is at least 50 years old, the
age at which catch-up retirement
contributions become available. The
household starts with a certain level of
retirement assets (all tax-deferred). The
household has access to a defined
contribution plan(s), including a Roth
account option. As we generally
recommend, they aim for contributions
(including those from an employer) of

at least 15% of income (pretax), subject
to statutory limits. All income during
working years, after income taxes, payroll
taxes, and retirement contributions, is
spent. Spending needs in retirement
are met by Social Security benefits and
investments—first from the tax-deferred
account, followed by any Roth assets.®
Any RMD income above what is needed
for spending is invested in a taxable
account.* After the person’s (or couple’s)
death(s), their beneficiary(ies) is subject
to the 10-year distribution rule under the
SECURE Act.

3While this is not necessarily the optimal withdrawal policy, it is a reasonable approach and allows for fair comparison of the Roth and pretax strategies. In addition,
this assumed withdrawal policy means that adding Roth assets to the beginning balance would not affect the ultimate results (difference between pretax and Roth

“For simplicity, the taxable account funded by any unneeded RMDs is assumed to generate no taxable dividends, interest, or realized capital gains. (Examples
could include some municipal bonds or non-dividend paying stocks.) Therefore, all growth is passed to beneficiaries tax-free due to the step-up in basis.
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Assumptions for all scenarios:

Numbers are in today’s dollars
(rounded).

Real investment returns before taxes
are fixed: 4% before retirement and 3%
in retirement. No investment returns
are assumed after death.

= The household’s income keeps pace

with inflation (i.e., no real wage change).

= Annual spending in retirement is 5%

lower than before retirement.

Employer contributions are 3% of
gross earnings.

Federal income taxes reflect the
scheduled tax rate change in 2026.
Households use the standard
deduction.

State income taxes are a flat 4% of
income, excluding pretax contributions
and Social Security benefits.

RMDs are based on the schedule

as of January 1, 2024, including the
beginning age of 75 for people ages 50
to 60 today.

Social Security benefits are estimated
using the ssa.gov Quick Calculator,
adjusted for early or late claiming
based on the appropriate full
retirement age.

= Taxability thresholds for Social Security

benefits continue to be constant, not
adjusted for inflation.

= Both spouses are the same age. They
also retire and die at the same age.

= |n dualearner couples, the lower
earner’'s income is 75% of the higher
earner’s (which primarily affects payroll
taxes and Social Security benefits).

= Beneficiaries have the same tax
filing status as the household. Tax
calculations for beneficiaries do not
reflect any pretax contributions they
could make.

= Estate taxes and Medicare premiums
are not considered.

Assumptions in the baseline
scenario:

= Target pretax contribution percent
(employee): 12%

= Non-spouse beneficiaries: two
children of the individual/couple

= Gross income (before inherited
retirement account distributions) for
each beneficiary household is equal to
the household income of the parent(s)
during working years.

= Retirement age: 65 (a common
retirement age due to Medicare eligibility)

= Social Security claiming age: 65

= |Length of retirement: 30 years
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T. Rowe Price focuses on delivering investment management
excellence that investors can rely on—now and over the long term.

To learn more, please visit troweprice.com.

T.RowePrice’

Important Information

This material has been prepared for general and educational purposes only. This material does not provide recommendations concerning investments, investment
strategies, or account types. It is not individualized to the needs of any specific investor and is not intended to suggest that any particular investment action is
appropriate for you, nor is it intended to serve as the primary basis for investment decision-making. Any tax-related discussion contained in this material, including
any attachments/links, is not intended or written to be used, and cannot be used, for the purpose of (i) avoiding any tax penalties or (ii) promoting, marketing, or
recommending to any other party any transaction or matter addressed herein. Please consult your independent legal counsel and/or tax professional regarding
any legal or tax issues raised in this material.

All investments involve risk, including possible loss of principal.
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