Financial Connections
(revised) Jan. 2004
FC-25

Roth IRA May Not Be Best Choice for Many
Ron Wall, Extension Specialist in Family Economics and Management
Roth IRA is an attractive alternative
The new Roth IRA holds many attrac
tive advantages, but is it better than a
deductible IRA or other deductible re
tirement plans such as the 401(k) and 403
(b)? The results of my analysis may sur
prise you. First, let us list the undeniable
attractions of a Roth IRA:
• Nondeductible contributions of up to
$3,000 per year ($3,500 if age 50 or
older) grow tax-deferred.
• Tax-free withdrawals can be made after five years and
age 59 1/2 or withdrawal meets one of three conditions:
up to $10,000 used for first-time home buying expenses;
used for qualified higher education expenses; or taken
upon death or disability of taxpayer.
• Contributions can be made after age 701⁄2.
The Roth IRA also allows taxpayers to make unsched
uled or lump-sum contributions to their accounts. It also
enables taxpayers who are not eligible for a deductible IRA
or other deductible retirement plan to save and invest tax
free. What could be better?
Deductible plans have advantages
Although traditional IRAs offer fully deductible and par
tially deductible contributions only to taxpayers who fall
within certain income ranges, many taxpayers have access
to other deductible retirement plans, such as the 401(k)
and 403(b). Should taxpayers who have access to any of
these deductible retirement plans choose them over a Roth
IRA? The answer is it depends primarily on your tax bracket
before retirement versus during retirement. In Hawaii, this
factor is magnified by the fact that pension withdrawals
are not taxed by the state.
Deductible retirement plans allow taxpayers to use
pretax dollars for their contributions. The earnings grow
tax-deferred but are then taxed along with the untaxed con
tributions when withdrawn. The magic of these retirement
plans comes from the fact that taxpayers can contribute
more pretax dollars to an account than they can taxed dol
lars at an equivalent cost. And this enables them to put

more principal to work. It is as though
you rented a larger machine to produce
widgets. Even though you will eventu
ally be taxed on the rented machine and
the widgets it produces, if you produce
enough extra widgets you will make out
better than the person who used a smaller
widget-making machine to produce tax
free widgets.
Deductible plans better for many
The exact benefit of using a deductible retirement plan
versus a nondeductible plan depends on your exact tax
bracket before retirement versus during retirement. In gen
eral, anyone who is in a higher overall tax bracket before
retirement than during retirement, will make out better with
a deductible plan and will benefit from using and maxing
out deductible options before using the Roth option. For
example, a combined federal and state tax bracket of 38%
before retirement coupled with a federal only tax bracket
of 15% or 28% during retirement would provide respec
tively a 37% or 16% greater after-tax distribution for a
deductible IRA over a Roth IRA. If Hawaii begins taxing
pension distributions, the advantage would drop from 37%
to perhaps 29% (depending on the exact lower retirement
bracket) and from 16% to 0% for the higher bracket.
On the other hand, if you are in the same tax bracket
during retirement as before, you will break even. And if
you are in a higher tax bracket during retirement than be
fore, you will benefit more from a Roth IRA over a de
ductible plan.
For example, a tax bracket of 20% before retirement
coupled with a federal only tax bracket of 15% or 28%
during retirement would produce a 6% advantage for the
deductible plan over the Roth IRA at the 15% bracket and
a 10% disadvantage at the 28% bracket. Instituting a state
tax that might increase the 15% to 20% and the 28% to
38% would nullify the 6% advantage and increase the 10%
disadvantage to a 23% disadvantage. Surprisingly, these
finding were true regardless of the rate of earnings or the
length of period before and during retirement.

Published by the College of Tropical Agriculture and Human Resources (CTAHR) and issued in furtherance of Cooperative Extension work, Acts of May 8 and June
30, 1914, in cooperation with the U.S. Department of Agriculture. Andrew G. Hashimoto, Director/Dean, Cooperative Extension Service/CTAHR, University
of Hawaii at Manoa, Honolulu, Hawaii 96822. An Equal Opportunity / Affirmative Action Institution providing programs and services to the people of Hawaii without
regard to race, sex, age, religion, color, national origin, ancestry, disability, marital status, arrest and court record, sexual orientation, or veteran status.
CTAHR publications can be found on the Web site <http://www2.ctahr.hawaii.edu> or ordered by calling 808-956-7046 or sending e-mail to ctahrpub@hawaii.edu.

