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Our Investment Policy Research articles provide an in-depth look at due diligence that has 
been completed by the BAM Advisor Services investment policy committee (IPC). We hope 
you find these articles to be educational and that they offer insight into the policies formed 
by our IPC.

A hot topic within the advisory world is whether high expected return assets like stock 
funds should be placed in a Roth IRA instead of using it to shelter lower expected return 
— but less tax-efficient — assets like fixed income investments. While it’s understandable 
why the topic has been heavily debated, the academic research shows that, as a general 
rule, investments that are taxed at high rates like fixed income should be placed in Roth 
IRAs ahead of more tax-efficient investments like stock funds. In other words, from an 
asset location perspective, Roth IRAs can be thought of as being equivalent to traditional 
IRAs. This article reviews the math behind this guideline and tries to clear up some points 
of confusion.
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Aren’t Municipal Bonds Tax-Free?

One source of confusion is the belief that municipal bonds 
are truly tax-free investments. In one sense they are, but in 
the sense that matters here, they are not. As long as high-
quality municipal bond yields are lower than Treasury (or CD) 
yields, municipal bonds are implicitly taxed. For example, on 
April 10, yields for five-year municipals and CDs were 1.58 
and 2.50, respectively, which means municipal bonds bore an 
implicit tax rate of 37 percent (1 – 1.58/2.50). This tax rate is 
meaningfully higher than the effective tax rate on any stock 
fund strategy we use. This important fact will come into play 
in the analysis that follows.

Don’t Stocks Still Lose More Return to Taxes?

A more common source of confusion is that stocks, even at 
lower effective tax rates than fixed income, will tend to lose 
more total return to taxes. This seems to argue for placing 
stocks in the Roth IRA. For example, if an investor expects 
stocks to return 8 percent subject to a 20 percent effective 
tax rate and fixed income to return 3 percent subject to a 35 
percent effective tax rate, the math does show that stocks 
are expected to lose more return (1.60 percent) to taxes than 
bonds (1.05 percent). However, this misses an important — 
but more nuanced — point: taxation of stocks also reduces 
their volatility. The volatility of stocks in taxable accounts is 
equal to:

(1 – Effective Tax Rate)*Pre-Tax Volatility

This is true because the federal government effectively shares 
in both the losses and the gains when stocks are held in 
taxable accounts, reducing an individual investor’s exposure 
to volatility. This fact virtually guarantees that holding tax-
efficient stock funds in taxable accounts and fixed income 
in the Roth IRA will generate more efficient portfolios (i.e., 
portfolios with higher expected Sharpe Ratios). 

A One-Period Example

Multi-period examples get extremely complicated but 
produce the same conclusion, so we are focusing here on one 
period to prove the concepts we have presented. Our one-
period example focuses on holding Bridgeway Omni Small-
Cap Value in either the taxable account or the Roth IRA and 
either five-year municipal bonds in a taxable account or five-
year CDs in the Roth IRA. We focus on U.S. small-cap value 
since it is one of the asset classes with higher forward-looking 
return expectations. Figure 1 lists the other inputs:

 Figure 1

Fixed Income Inputs (as of 4/10/17)

5-Year Municipal Yield 1.58

5Y CD Yield 2.50

Effective Tax Rate 37%

Stock Fund Inputs (Using Bridgeway Omni Small-Cap Value)

5Y Break-even Inflation 1.95

US Equity Forward-Looking Return Expectation 4.10

Forward-Looking Style Return Expectation 4.88

Fund Expenses 0.60

BOTSX/BOSVX Pre-Tax Forward-Looking Return Expectation 10.33

BOTSX/BOSVX Effective Tax Rate 6%

BOSVX AT Expected Return 9.71

Starting Account Values

Taxable Account (Value = Tax Basis) $500,000 

Roth IRA $500,000 

Portfolio Ending Values

Fixed Income in Taxable, Stocks in Roth $1,059,533 

Fixed Income in Roth, Stocks in Taxable $1,061,035 

NOTE: BOTSX/BOSVX Pre-Tax Forward-Looking Return Expectation is the inflation rate, 
plus the forward-looking real return expectation on U.S. equities, plus the forward-
looking style return expectation and minus fund expenses.

In this case, the effective tax rate on fixed income is 37 
percent and the assumed effective tax rate on the Bridgeway 
stock fund is 6 percent. The 6 percent figure comes from the 
long-run effective tax rate that DFA Tax-Managed Targeted 
Value (ticker: DTMVX) has experienced from inception 
through March 2017. However, even if we were to assume 
a materially higher effective tax rate on stocks (e.g., 25 
percent), the improved portfolio efficiency result noted next 
would still hold.

In terms of total portfolio values after one year, the above 
inputs produce the following result:

Figure 2

Portfolio Ending Values

Fixed Income in Taxable, Stocks in Roth $1,059,533 

Fixed Income in Roth, Stocks in Taxable $1,061,035 

1 Kenneth French’s Data Library, Dartmouth College, http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html
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In this case, we see that the forward-looking ending portfolio 
value is higher for the more efficient location strategy, and in a 
multi-period context, the expected advantage would continue 
to grow larger and larger as a result of compounding. Figure 
3 also shows that  the efficiency — as measured by expected 
Sharpe Ratio — is higher for the more efficient location 
strategy.

Figure 3

Fixed Income 
in Taxable

Fixed Income 
in Roth

Portfolio Forward Looking Return Expectation 4.9 5.1

Portfolio Volatility 16.2 15.5

Sharpe Ratio 0.30 0.33

 
These straightforward results show there are efficiencies to be 
gained from sheltering tax inefficient investments like fixed 
income in Roth IRAs. In short, Roth IRAs should be thought 
of similarly to traditional IRAs when it comes to proper asset 
location. Holding investments like stock funds in Roth IRAs 
will produce less efficient portfolios. 

Further, the analysis presented here doesn’t even quantify 
the additional benefits of holding stocks in taxable accounts 
including the economic value of realized tax losses and the 
potential for a step-up in basis at death. These two factors plus 
the general conclusions we have already noted make holding 
tax-inefficient investments in Roth IRAs and traditional IRAs 
instead of stocks the right decision in most cases.
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