
Imagine a farmer who, while preparing 
his fields for the upcoming season, 
receives a surprise visit from the local 
tax collector.  The tax man makes an 
interesting offer: the farmer can 
choose to pay taxes based on the 
weight of the seeds he plants at the 
beginning of the season or the weight 
of the crop after harvest. Which 
should he choose?  
     This scenario closely matches a 
choice Americans face every year. Even 
though it’s obvious that the farmer should choose to pay 
taxes on the seeds instead of the crop, millions of 
Americans continually make the wrong choice when faced 
with the same question as it’s applied to their personal 
financial situation instead of a hypothetical farmer. A golf 
instructor who would very quickly answer “seeds” instead 
of “crop” might stumble if the question were instead “Roth 
IRA” versus “Traditional IRA.” Let’s fix that.  

     Individual Retirement Accounts 
(“IRAs”) are invaluable tools for helping 
you prepare for retirement. Traditional 
IRAs were created in the 1970s and 
allow individuals to contribute money to 
an account that is earmarked for 
retirement. These accounts have two 
tax benefits: the money contributed to 
the account is tax-deductible in the year 
in which the contribution is made, which 

means that you pay slightly less money 
in taxes that year. The much more 

important tax benefit is that the account grows tax-deferred 
so that gains in the account aren’t taxed in the years during 
which you’re saving for retirement. This allows the gains to 
stay in the account (instead of some of the gains being 
siphoned off to pay taxes), which allows the account to 
take advantage of the power of compound interest (Note: 
For more on compound interest, read our “Rule of 72: 
article in the April newsletter).      (Continued on next page)
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To illustrate the importance of this tax 
deferral, let’s use a hypothetical 
thought experiment we refer to as the 
“million-dollar mistake.”  
     How much money would you have if 
you started with a dollar and doubled it 
20 times?  Because of the power of 
compound interest, it would grow to 
$1,048,576. Now, how much money 
would you have if the same dollar 
doubled the same 20 times but you 
had to pay 30 percent tax on the gains 
each time it doubled? Many people 
would simply figure you’d have 30 
percent less money, or $734,003. 
Those people obviously didn’t read our 
April newsletter article on The Rule of 
72.  Since the tax is taken out each 
time the money doubles, the 
compounding effect isn’t as powerful. 
Let’s look at the numbers:   
     The same dollar doubled the same 
20 times at a 30 percent tax rate only 
grows to $40,642.31. A million dollar 
mistake. That’s the importance of tax 
deferral.  
     We’ve shown that the Traditional 
IRA allows you to save a little money 
in taxes in the years in which you 
make contributions and that the 
money grows tax-deferred so you can 
avoid the million-dollar mistake and 
allow the power of compound interest 
to do its magic. However, as with all government 
programs, the Traditional IRA has a catch: when you 
take withdrawals in retirement, the money is fully 
taxable at ordinary income rates. It’s at that point 
that the 30 percent tax would turn $1,048,576 into 
$734,003.20, assuming you withdrew all the money 
at once. But if you spread out your distributions over 
your retirement (which is the entire point of IRAs), 
you only get taxed on the amount you withdraw 
every year and you may be in a lower tax bracket in 
retirement than you are in your 
higher-earning working years. 
But what will the tax brackets be 
in retirement?  
     As bad as taxes seem now, 
our current top federal tax 
bracket of 39.6 percent is 
considerably lower than it’s 
been over most of the last 100 
years. Given that we currently 
have significantly more national 
debt than at any time in our 
country’s history, we think it’s 

quite possible that tax brackets will be higher in the 
future. So not only does a Traditional IRA defer the 
tax – which still has to be paid on the growth of your 
account when you take withdrawals in retirement – it 
also defers the tax calculation since we don’t know 
what taxes will be in the future.  
     What if there was a way to allow your retirement 
accounts to grow and compound without the effect of 
taxes and still be able to take out all of your money—
including gains—without paying any taxes 

whatsoever? There is. In 1998, Congress 
created Roth IRAs, which are the 
mirror image of Traditional IRAs.  
     The catch with Roth IRAs is that
—just like the farmer who chooses 
to pay taxes on the seeds—you 
forgo the privilege of deducting the 
contributions from your taxes. The 
money you contribute to the 
account is money on which you’ve 
already paid taxes (just like all of 
your other money—there’s no 
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additional tax when you contribute). So you do 
lose the benefit of slightly reducing your current 
tax burden, but in return for giving up current 
deductibility, the money compounds tax-
deferred and, as long as you wait until age 59½ , 
you’re able to withdraw all of your money—
including gains—without paying any taxes 
whatsoever. This ability to pay taxes on the 
seed money you contribute to the account and 
harvest all of your gains tax-free makes Roth 
IRAs the holy grail of retirement savings 
vehicles. 
     Everyone’s situation is different. There are 
many cases in which it makes sense to 
contribute to a Traditional IRA instead of a Roth 
IRA. But on the whole, especially for those in 
their 50s or younger, Roth IRAs warrant 
significant consideration. There are also 
limitations to both forms of IRAs: You can only 

contribute $5,500 per year ($6,500 if you’re over 
50) and if you make a certain amount of money, 
you may not be eligible to deduct your Traditional 
IRA contribution and may not be able to 
contribute to a Roth IRA at all. 
     We use a little-known loophole that can 
sometimes allow us to skirt the limitation on 
contributing to a Roth IRA. There are also other 
products that can mimic the tax treatment of Roth 
IRAs for those who can’t contribute or are 
interested in contributing more than the $5,500 
annual limit.    
     The farmer might not need help deciding 
whether to pay taxes on the crop or the seed.  
But you might need advice on the best way to 
plan for retirement. For more information or to 
schedule a time to review your retirement game 
plan, contact Matt Luckey at 770-418-0300 x122 
or visit wealthwave.com/mattluckey. 
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