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TAKING ADVANTAGE
OF TAX-DEFERRED
INVESTMENT OPTIONS
Long-term investors have long valued the impact tax
deferral can have on their portfolios. For high earners
(with greater than $480,804 in annual income),1 these
benefits can be substantial. Taking advantage of the full
range of tax-deferred investment options available can be
critical, and sometimes it’s the simplest strategy that has
the most impact.
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An increase in interest rates will reduce the value of fixed income securities.
On January 1, 2019, the income threshold for the highest tax bracket (37%) was raised to $612,350 (joint filers) and $510,300
(single filers). Source: IRS.
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RULE OF 72
Power of tax-deferred investing
If saving for retirement is at the top of your
investment priorities, consider the Rule of 72. The
Rule of 72 is a time-honored maxim that speaks to
the power that compound interest can have on a
long-term investment. Simply stated, divide 72 by an
investment’s growth rate to help estimate when the
initial investment could double in value, not taking
into account portfolio fees and expenses or federal
and state taxes. Applying this same principle to tax
deferral helps illustrate how a tax-deferred investment
may help benefit a portfolio over the long term.
Conversely, consider how long it could take money
in a taxable account to double. Generally speaking,
dividing 92 or 114 by the growth rate can estimate
how long it would take an investment to double using
different tax rates, not taking into account portfolio
fees and expenses or state taxes.
Tax deferral may help your portfolio
grow faster
In the example below, $100,000 grows at 6%. Thanks
to the Rule of 72, we know that it might take 12
years to double the money in a tax-deferred account,
while a fully taxed (at 37%) account would take
approximately 19 years to double. And after 30 years,
a tax-deferred account would be worth $574,349 (or
$398,840 after taxes), compared with $304,376 for a
taxable account. Investors in lower tax brackets (those
with income below $612,350 or $510,300)2 are unlikely
to see as dramatic a difference between tax-deferred
and taxable accounts.

How long could it take your investment to double? (measured in years)
Rule of 72:
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Rule of 92:
Taxable account
(24% annual tax rate)
46
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Rule of 114:
Taxable account
(37% annual tax rate)
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13
11

Using a 6% annual growth rate in a taxable account ...
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Rule of 114
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Tax deferral can have a substantial impact on portfolio value
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Don’t forget the impact of state taxes
State-level taxes can also act as a drag on your portfolio, unless you live in, for example, Florida or Nevada,
which don’t have state income taxes. But if you reside in California, New York or another high-tax state,
this is an especially important consideration. You should, of course, speak with your financial and/or tax
professional for more information on how the nuances of taxation will impact your personal situation.
Source: Legg Mason. For illustrative purposes only. The table serves as a demonstration
of how the Rules of 72, 92 and 114 concepts work from a mathematical standpoint. Results
are rounded. It is not intended to represent an investment. The table uses constant rates of
return, unlike actual investments which will fluctuate in value, and is not guaranteed. It does
not include fees, taxes or portfolio expenses, which would lower performance. It assumes no
distributions are made during these periods. However, lower maximum tax rates on capital
gains and dividends would make the investment return for the taxable investment more
favorable. Changes in tax rates and tax treatment of investment earnings may impact the
comparative results. Actual returns will vary. Withdrawals of earnings from a tax-deferred
account may be subject to ordinary income tax, and early withdrawals can be subject to an
additional 10% federal tax and/or surrender charges. If an investor would withdraw their entire
account balance at the point of time in which the portfolio value doubled, the redemption
amount would be significantly lower. Taxes are assessed annually on taxable accounts.
Investors should consider their own personal goals, time horizon and tax bracket when
making investment decisions. Past performance does not guarantee future results.

2

Sources: Legg Mason, Thomson. The chart shows hypothetical 6% growth over 30 years, with
and without taxes. Taxes assumed at a 37% rate. This is a hypothetical example only and does
not represent any specific investment product. Actual investments may include fees, charges and
other expenses that would affect an investment’s return. It assumes no distributions are made
during these periods. However, lower maximum tax rates on capital gains and dividends would
make the investment return for the taxable investment more favorable. Changes in tax rates and
tax treatment of investment earnings may impact the comparative results. Actual returns will vary.
Withdrawals of earnings from a tax-deferred account may be subject to ordinary income tax, and
early withdrawals can be subject to an additional 10% federal tax and/or surrender charges. If an
investor would withdraw their entire account balance at the point of time in which the portfolio
value doubled, the redemption amount would be significantly lower. Taxes are assessed annually
on taxable accounts. Investors should consider their own personal goals, time horizon and tax
bracket when making investment decisions.
On January 1, 2019, the income threshold for the top tax bracket changed to $612,350 and
$510,300, respectively. Source: IRS.
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INCORPORATE
TIME-HONORED
INVESTMENT CONCEPTS
Choosing a tax-deferred vehicle for your investment can be an important
part of meeting your long-term goals. The investments within the portfolio
and how those investments are managed are also key factors.
Seek out more potential tax benefits
Certain asset classes can provide greater benefits within
a tax-deferred vehicle. For example, bond income is taxed
as ordinary income. By including bonds in an annuity,
IRA or other tax-deferred account, investors can wait
to pay taxes on income later, when they may be in
retirement and are potentially being taxed at lower levels.

Active management: The final piece
The final piece to building a long-term portfolio is
to consider professional, active management. This can
complement the benefits of tax deferral by potentially
providing diversification, enhancing performance and
reducing volatility.
Adding overall portfolio diversification

Asset classes that generate a high level of short-term
capital gains, such as high-turnover stocks, can also
provide additional advantages within a tax-deferred
account, since short-term gains are subject to ordinary
income tax, not the lower 15% or 20% rate.

Passive, index-based strategies can provide limited
diversification. This is particularly concerning with
bonds, where some indexes tend to be concentrated
in low-yielding government securities, which may
be more vulnerable to falling prices when interest
rates eventually rise. Remember, diversification
does not ensure a profit or protect against loss.

Tax-efficiency scale

Enhancing total return

Potentially more

Potentially less

•

Tax-efficient funds

•

Lower-turnover funds

Some indexes (particularly in fixed income) have
intrinsic biases that inadvertently de-emphasize
sectors that managers might be well-advised to
include. Also, active managers have the flexibility
to respond to changing market conditions, often
avoiding overpaying for high-priced securities and
searching for values among securities that may
offer greater opportunities.

•

Dividend-paying stocks

Active sector rotation

•

Core bond funds

•

Cash and equivalents

•

Real estate and REITs

•

Higher-yielding bonds

Because they are not tied to a particular index,
active managers may be able to defensively position
their portfolio by proactively moving out of sectors
in order to protect profits, or by employing other
specialized strategies designed to mitigate risk.

Talk to your financial professional about how
the combination of tax deferral, diversification
and active management can help you get the
most out of your investments.

Source: Legg Mason. Does not represent a specific Legg Mason investment or product.
REITs, which are closely linked to the performance of the real estate markets, are subject to illiquidity, credit and interest rate risks, as well as risks associated with small- and mid-cap
investments. Fixed income securities involve interest rate, credit, inflation and reinvestment risks; and possible loss of principal. As interest rates rise, the value of fixed income securities falls.
High-yield bonds possess greater price volatility, illiquidity and possibility of default. Income and dividends are not guaranteed and will fluctuate. Turnover loosely represents the percentage
of a portfolio’s holdings that have changed over the past fiscal year. There is no assurance that a fund will maintain its current level of turnover. Equity securities are subject to fluctuation and
loss of principal. Diversification and active management do not assure a profit or protect against market loss.
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The Advisor Partnership Program (TAPP)

®

Our Experience. Your Potential.®
The Advisor Partnership Program (TAPP)® is Legg Mason’s landmark value-added offering,
featuring a wide range of multidimensional workshops and seminars that empower financial
advisors to build successful practices and educate their clients. TAPP delivers value in three
areas of importance to advisors: Practice Management, Addressing Client Needs, and Investor
Education. Practice Management offers comprehensive resources for developing a value
proposition and client acquisition. Addressing Client Needs provides in-depth materials to
help advisors engage and inform their clients on a variety of topics. Investor Education offers
valuable resources to keep you and your clients informed.
What should I know before investing?
All investments involve risks, including possible loss of principal. This document does
not address state and/or local tax rules concerning tax-deferred plans. Legg Mason, Inc.,
its affiliates, and its employees are not in the business of providing tax or legal advice
to taxpayers. These materials and any tax-related statements are not intended or written
to be used, and cannot be used or relied upon, by any such taxpayer for the purpose of
avoiding tax penalties or complying with any applicable tax laws or regulations. Tax-related
statements, if any, may have been written in connection with the “promotion or marketing”
of the transaction(s) or matter(s) addressed by these materials, to the extent allowed by
applicable law. Any such taxpayer should seek advice based on the taxpayer’s particular
circumstances from an independent tax advisor.

Any information, statement or opinion set forth herein is general in nature, is not directed to or based on the financial situation or needs of any
particular investor, and does not constitute, and should not be construed as, investment advice, a forecast of future events, a guarantee of future
results, or a recommendation with respect to any particular security or investment strategy or type of retirement account. Investors seeking financial
advice regarding the appropriateness of investing in any securities or investment strategies should consult their financial professional.
Legg Mason, Inc., its affiliates and its employees are not in the business of providing tax or legal advice to taxpayers. These materials and any taxrelated statements are not intended or written to be used, and cannot be used or relied upon, by any such taxpayer for the purpose of avoiding tax
penalties or complying with any applicable tax laws or regulations. Tax-related statements, if any, may have been written in connection with the
“promotion or marketing” of the transactions(s) or matter(s) addressed by these materials, to the extent allowed by applicable law. Any such taxpayer
should seek advice based on the taxpayer’s particular circumstances from an independent tax advisor.
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© 2019 Legg Mason Investor Services, LLC. Member FINRA, SIPC. Legg Mason Investor Services, LLC and all entities mentioned above are
subsidiaries of Legg Mason, Inc. 872780 LMFX015422 4/19

