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Five Reasons to go Roth 

The Roth IRA, named after Senator William Roth (Del.) who sponsored the Taxpayer Relief Act of 1997, 
has been slow in getting the attention it deserves.  According to statistics tracked by the Investment 
Company Institute, assets in Roth IRAs only represented 6% of all IRA assets. Traditional and rollover 
IRAs, along with defined contribution plans, continue to be the primary vehicle for Americans’ retirement1. 

However, I personally believe Roth IRAs are a great tool and are under-rated and under-utilized, especially 
by young people, who can take the most advantage of them.  Below I will discuss five reasons why you 
should give Roth IRAs some serious thought. 

1. TAX FREE WITHDRAWALS 
The number one appeal of Roth IRAs is their tax-free withdrawal feature, provided that certain 
requirements are met2.  The compromise here is that you lose the upfront tax deductibility.  Generally 
speaking, if you are in one of the lowest two federal income tax brackets (10% and 15%), it is worth it to 
pay the tax now on contributions in exchange for future free-of-tax withdrawals.   

Current federal income tax rates 
in the U.S. are at historically low 
levels since the 1930s (Figure 1).  
Given that our nation is in a 
financial pickle, it is very clear 
that Congress has no option but 
to raise revenue by way of taxes.  
In fact, both candidates running 
for the upcoming presidential 
election have vowed to do just 
the same, either by taxing the 
“rich,” or by doing away with 
certain tax credits and 
deductions, or a combination of 
both.  Once this trend gets traction, it will likely gain speed in the years to come.  One of the new taxes on 
the horizon is the 3.8% Medicare tax on unearned income for high income earners, beginning in 2013.  If 
you are considering a Roth IRA conversion, the amount converted will be added to your adjusted gross 
income (AGI) and “thus can subject more of your unearned income to the tax,” according to The Kiplinger 
Tax Letter3.  That is why we have seen many of our clients taking aggressive action to avoid this outcome.  

                                                      
1
 Investment Company Institute. 2012 Q2. The U.S. Retirement Market. http://www.ici.org/info/ret_12_q2_data.xls  

2
 A distribution from a Roth IRA is federally tax-free and penalty-free provided that the five-year aging requirement has been satisfied and one of 

the following conditions is met: age 59½, suffer a disability, or qualified first time home purchase. 
3
 The Kiplinger Tax Letter. Vol. 87, No. 20. September 28, 2012. 

Source: efile.com

Figurer 1: Historic Lowest and Highest Tax Rates
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2. A SOUND RETIREMENT TOOL  
We know that investments in IRAs and retirement plans grow tax deferred, but every dollar, when 
disbursed, is taxed at the ordinary income rate.  Only Roth IRAs give you true tax-free growth.  Let’s say 
John, 30 years old, contributes $5,000 into a regular IRA and lets it grow for thirty years making 7% per 
year.  By age 65, that $5,000 would grow to over $53,000.  However, when he is ready to make a 
withdrawal, taxes will be assessed.  Assuming a 20% marginal rate, only $42,000 will be pocketed.  In the 
scenario of a Roth IRA, the entire $53,000 will be tax free.  Cost to John: $900 on taxes paid today on 
losing the tax deduction plus any after-tax investment returns.  For a few scenario comparisons, please refer 
to Table 1. 

Roth IRAs are the perfect companion of precious metal investing.  Those investments, when held in taxable 
accounts, are subject to the special long-term capital gains tax applied to collectibles, topping out at 28% 
instead of the regular rate of 15% on stocks.  In order to shield your account from that special tax, owning 
gold, silver and the like in an IRA is your best option. Using a Roth IRA further guarantees that all the 

potential appreciation 
will stay out of the 
IRS’ sight.  However, 
keep in mind two 
things: 1. Popular 
precious metal ETFs 
such as the SPDR 
Gold Trust (GLD) 
are treated as 
collectibles by the 
IRS.  Holding these 
funds is equivalent to 
owning the actual 
underlying metals, 

subject to the collectible capital gains tax. 2. Using retirement accounts to invest in collectibles (precious 
metals included) is generally prohibited, with the exception to certain gold and silver coins minted by the 
Treasury Department4 and many of the U.S.-listed precious metal ETFs.  

3. A RESERVE WHEN ABSOLUTELY NEEDED 
For a Roth IRA withdrawal to be free of tax and penalty, one important prerequisite is that the first ever 
designated contribution has to be made at least five years prior.  For instance, Mary opened up a Roth IRA 
in 2004 but never funded it until April 15, 2011, as a 2010 IRA contribution.  Even though her Roth IRA 
has been in place for over five years and she has not reached 59 ½, if she makes a withdrawal today, the 
“earnings” portion of it will be subject to tax and early-withdrawal penalty as the first contribution was 
made less than two years ago in 2010.  However, once that five-year holding period has been met, 
regardless of your age, basis can always come out or be “returned” to you without tax and penalty.  

                                                      
4 Details of various investment restrictions on IRAs and other retirement accounts may be found in Internal Revenue Code §408(m) 
and Publication 590. 

Table 1. Roth vs. Traditional IRA 
Marginal rate now: 25% 25% 25% 
Projected marginal rate in 25 years: Higher: 30% Same: 25% Lower: 20% 
Traditional IRA $34,242 $34,242 $34,242 
- Less tax at withdrawal -$10,272 -$8,560 -$6,848 
Net withdrawal $23,970 $25,682 $27,394 
Roth IRA $34,242 $34,242 $34,242 
- Less opportunity cost -$6,975 -$6,975 -$6,975 
Net withdrawal $27,267 $27,267 $27,267 
Benefit of Roth IRA 14% 6% 0% 
Calculations assume $5,000 starting balance, 8% tax-advantaged return, 7.7% taxable 
return; opportunity cost = up-front tax savings based on current marginal rate investing in 
taxable account; and a lump-sum withdrawal in 25 years.   
Source: Charles Schwab  
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What does that mean to you?  Once the five-year holding period is over, you may now assign your Roth 
IRA two more roles. In addition to its fabulous retirement-saving characteristics, it may also be used as an 
emergency fund or as an educational fund for your children.  When treating a Roth IRA as an emergency 
fund, assets are “restricted” and are not counted as part of your “liquid” or discretionary funds, making 
them less susceptible to consumption.  Of course, you should be setting aside a genuine rainy day fund that 
is readily available when necessary instead of compromising your retirement goals.   

With the cost of college education growing faster than general inflation, we are slated to find creative ways 
of paying for it.  Federal grants, student loans, scholarships, 529 plans, custodial assets, and your personal 
investments and savings are some of the primary sources of funding college education nowadays.  But if 
you have exhausted these options and still come up short, Roth IRAs could provide some help.  Another 
advantage in this strategy: assets in parents’ retirement plans are excluded in your child’s financial aid 
application; thereby enhancing the possibility of getting a bigger grant or loan.  

4. PART OF ESTATE PLANNING 
Roth IRAs can also be an invaluable asset in estate planning.  Because qualified distributions are tax free, 
people with Roth IRAs are not required to begin cashing them once they reach 70 ½, like they do with 
regular IRAs and retirement plans.  Current retirees subject to the required mandatory distribution (RMD) 
provision can attest to this.  While it is nice to have assets that support your retirement lifestyle, it is rather 
painful during tax season, especially those who have amassed sizable retirement assets.   

One strategy that many of these retirees are using involves Roth IRA conversion.  Careful planning and 
analysis are required before you leap with both feet.  Simply put, if the majority of your retirement 
spending need not come from retirement assets such as a regular IRA, and you wish to leave a 
bequeathment, it may be wise to convert part of your IRA and name your children or grandchildren as 
beneficiaries.  This way, when they inherit your Roth assets and begin to cash them out, they will not incur 
any tax.  What a nice gift! 

5. CHANCE TO START OVER 
What if you did a conversion earlier this year and then the investments suffered a big loss, leaving you with 
an unpleasant tax bill and an eyesore in your portfolio?  What if you miscalculated your tax liability this 
year by over-funding or converting into a Roth?  What if you were not eligible to make a Roth IRA 
contribution at all?   

With a Roth IRA the tax code does give you a break on these missteps, known as recharacterization.  In 
essence, it gives you a chance to start over by allowing you to reverse, or “back out,” up to all of the Roth 
IRA contribution or conversion made in the current tax year, provided that it is done correctly.  Although 
investment losses cannot be recouped, you can reduce the tax bill damage. 

We are here to help.  Of course, your situation is unique and the ramifications of using a Roth IRA under 
various circumstances can be complicated.  Many retirees subject to RMD erroneously believe that a Roth 
IRA conversion would be counted towards their RMD obligation, or wonder what types of investments 
they should have in a Roth IRA.   

If you would like us to evaluate how this topic can be of benefit to you, or if you have any questions or 
concerns, do not hesitate to let us know.  We are here and ready to help.  

- Henry Yu, CFP® 


