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The Importance of Balancing Your Investment Accounts

As an investor, it's not just about what you invest in, but also how you invest. One of the most powerful
ways to maximize your returns over time is by using a smart investment strategy that takes advantage of
different types of investment accounts: tax-deferred, tax-free, and taxable. Understanding how to
balance these "buckets" of investment accounts can significantly improve your after-tax returns and long-
term financial success.

Let’s break down how each of these account types works and how you can use them to your advantage.

1. Tax-Deferred Accounts (e.g., Traditional 401(k), Traditional IRA)
These accounts allow you to defer paying taxes on your contributions and investment earnings
until you withdraw the money, usually in retirement. Contributions often reduce your taxable
income in the year they’re made, but withdrawals are taxed as ordinary income.
Examples:
o Traditional 401(k)
o Traditional IRA
o 403(b)
2. Tax-Free Accounts (e.g., Roth IRA, Roth 401(k))
Contributions to these accounts are made with after-tax dollars, but both the growth and future
withdrawals (if taken under qualified conditions) are tax-free. These accounts are great for tax-
free income in retirement.
Examples:
o Roth IRA
o Roth 401(k)
o Health Savings Account (HSA), if used for qualified medical expenses
3. Taxable Accounts (Brokerage Accounts)
These are regular investment accounts where you pay taxes on any dividends, interest, or capital
gains in the year they are earned. While there’s no tax deferral, taxable accounts have flexibility
in withdrawals, and you only pay capital gains tax when you sell an investment at a profit.
Examples:
o Individual or joint brokerage accounts
o Savings accounts (though with minimal investment growth)

Each type of account has different tax treatments. By strategically spreading your investments across all
three, you can create a more tax-efficient portfolio that can help you keep more of your money in the long
run. Let's explore how this works with some simple examples.
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1. Tax-Deferred Bucket: Deferring Taxes Today, Pay Later

Imagine you're earning $100,000 a year, and you contribute $15,000 to your Traditional 401(k). This
contribution lowers your taxable income to $85,000, reducing your tax bill for this year. Your investments
grow tax-deferred, but you'll eventually pay taxes on both your contributions and earnings when you retire
and start withdrawing money. If you're in a lower tax bracket in retirement, this can work to your
advantage. However, large withdrawals in retirement could push you into a higher tax bracket.

Example:
If your $15,000 grows to $60,000 by the time you retire, you’ll pay ordinary income taxes on that $60,000
when you withdraw it, but you avoided paying taxes on that money while you were working.

2. Tax-Free Bucket: Pay Taxes Now, Never Again

Roth accounts are particularly beneficial if you expect to be in a higher tax bracket or expect tax rates to
be higher in the future. The idea is to pay taxes now while your income is lower and let your investments
grow tax-free. When you retire, you can withdraw both the money you contributed and the earnings
without paying taxes.

Example:

You contribute $7,000 to a Roth IRA, which grows to $30,000 by the time you retire. Since you already
paid taxes on the $7,000 when you contributed, you can withdraw the full $30,000 tax-free in retirement,
no matter how much your income is.

3. Taxable Bucket: Flexibility but Taxed as You Go

Taxable accounts don’t give you the same tax breaks, but they offer flexibility. You can withdraw money
whenever you need it without penalty, and only pay taxes on the gains you realize when you sell an
investment. These accounts are great for investments that are taxed at lower rates, such as long-term
capital gains or qualified dividends.

Example:

You invest $20,000 in a taxable brokerage account, and it grows to $50,000 over time. If you sell all your
investments, you'll pay capital gains tax on the $30,000 profit. However, if you hold the investments for
more than a year, you may qualify for a lower long-term capital gains rate, which could be as low as 15%
(depending on your tax bracket), compared to paying ordinary income tax rates on withdrawals from a
tax-deferred account.

The key to a smart tax-efficient strategy is balancing your contributions and withdrawals from these
different account types over time.

Scenario 1: Tax-Efficient Withdrawals in Retirement

Imagine you're retired, and you need $60,000 a year of supplemental income to cover your living
expenses. If all your savings are in tax-deferred accounts, you'll pay income taxes on the full $60,000
when you withdraw it. But, if you strategically spread your savings across all three buckets, you could
develop a withdraw strategy that minimizes the tax burden for taking that money. For example, taking the
$60,000 from the tax-free bucket causes no taxable event, and does not impact your other sources of
income being taxed. This is a very complicated process that is different for everyone’s unique situation,
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so there is no “perfect” mix. However, finding your “ideal balance” can save significant tax dollars and
allow for you to be the most tax efficient as possible.

Scenario 2: Strategic Investments Based on Account Type
By choosing where to place specific types of investments, you can minimize taxes:

e Tax-deferred accounts (Traditional 401(k), IRA): Place income-producing assets like bonds or
dividend-paying stocks since you won't pay taxes on the income until you withdraw.

o Tax-free accounts (Roth IRA, Roth 401(k): Invest in high-growth assets like stocks, knowing that
all future gains will be tax-free.

e Taxable accounts: Use this for tax-efficient investments like ETFs or index funds, which tend to
have lower turnover and generate fewer taxable events, helping you defer paying taxes.

1. Tax Diversification: You're not putting all your eggs in one basket. By having money in different
tax buckets, you can adapt to changes in tax laws or your personal tax situation.

2. Flexibility: In retirement, you have more control over your income. You can pull from taxable or
tax-free accounts to avoid jumping into higher tax brackets.

3. Maximized Growth: By placing the right investments in the right accounts, you can keep more of
your returns and reduce the drag that taxes can have on your wealth.

A well-rounded investment strategy isn't just about picking stocks or bonds. It's about placing those
investments in the right types of accounts—tax-deferred, tax-free, and taxable—so that you minimize your
tax burden and maximize your long-term profits. By understanding how these different "buckets" work,
you can build a portfolio that not only grows but also preserves more of your wealth for the future.

Investment Advisory Services offered through Brookstone Capital Management LLC and Milestone Asset Management LLC, both
Registered Investment Advisors. Investments and/or investment strategies involve risk including the possible loss of principal. There
is no assurance that any investment strategy will achieve its objectives. This information is not intended to be used as the sole basis
for financial decisions, nor should it be construed as advice designed to meet the particular needs of an individual’s situation. Avery
Hayes and/or Hayes Advisory Group are not affiliated with or endorsed by the Social Security Administration or any other
government agency. The information provided is not intended as tax or legal advice and should not be relied on as such. You are
encouraged to seek tax or legal advice from an independent professional. Any examples are for illustrative purposes only and do not
take into account your particular investment objectives, financial situation, or needs and may not be suitable for all investors. Itis
not intended to project the performance of any specific investment and is not a solicitation or recommendation of any investment
strategy.
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Financial Advisor

Avery Hayes is a dedicated Financial Advisor at Hayes Advisory Group with a focus on strategic
planning and education. With a passion for helping clients navigate the complexities of financial
management, Avery specializes in creating and implementing comprehensive plans that encompass
investment management, financial planning, and tax planning. Avery’s approach is rooted in a deep
understanding of the financial landscape and a commitment to educating clients, empowering them
to make informed decisions about their financial future. Avery also helps with educational courses
taught through employer classes, classes taught for Federal employees, and The Prepare Institute, a
501C 3 nonprofit educational institution.
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