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SPONSOR:  Representative Vanderstar Russell

BILL SHORT TITLE: Annuity & Pension Income Tax Exemption

CONFLICTS, DUPLICATES, COMPANIONS: 

DESCRIPTION:  This bill proposes an exemption from state income tax for pension or annuity income of up to $3,000 for an individual.  Pension or annuity income would be defined as income required to be reported on "form 1099-R or any successor form used to report distributions from pensions, annuities, retirement or profit-sharing plans, individual retirement accounts, insurance contracts and similar income that is attributable to any benefit taxable for federal income tax purposes paid to an individual under a qualified plan, annuity or simplified employee pension plan pursuant to Sections 401 through 404, 408 or 457 of the Internal Revenue Code of 1986 and including any inside buildup of interest distributed in conjunction with any of the listed distributions."
EFFECTIVE DATE:   Not specified – assume 90 days following adjournment (about June 15, 2001). 




Applicable to tax year 2001 and subsequent years.

FISCAL IMPACT (Thousands of dollars)    Brackets indicate a revenue loss:

	PRIVATE 

	Estimated Impact on Revenues
	Recurring or
	

	
	
	
	Nonrecurring
	Funds 

	
	 FY 2001-2002 
	 Full Year 
	     Impact     
	         Affected         

	
	(18,100)
	(20,000)
	Recurring
	State General Fund


The fiscal impact estimate is based on a detailed microsimulation of 1992 pension income amounts for New Mexico taxpayers which was updated based on Statistics of Income data published by the Internal Revenue Service for the years 1992 through 1997, but should be considered only approximate. Recurring growth in the loss is expected to be in the range of $1 million per year, assuming conservative growth in pension amounts and the number of pensioners. Between 1988 and 1992 the number of tax returns reporting pension and IRA income increased from 84,000 returns to over 117,000 returns (an increase of 39% over 4 years). Between 1992 and 1997, the number of tax returns reporting taxable pension and annuity income increased from 104,326 to 122,123 (an increase of 17% over 5 years). The amount of taxable pension and annuity income between 1992 and 1997 increased from $1.28 billion to $1.84 billion (a 44% increase over 5 years). While there may be some structural reasons for this increase in pension income reported on tax returns, there is obviously considerable growth in the pension/IRA-receiving population. Wages and salaries, and social security benefits were the fastest growing components of pensioner income over the 1988 to 1992 period.

Each pension recipient with taxable income would realize state tax savings of from $50 to $246, with a probable average savings of about $100 to $135 in annual state income taxes.  Since state income taxes are deductible for federal tax purposes, taxpayers who itemize deductions will receive a net benefit from this exemption of approximately 60 to 85 percent of the decrease in state tax.  Federal tax for those taxpayers may increase by $20 to $95 per pensioner.

TECHNICAL ISSUES:

The Department will be unable to differentiate between particular types of 1099-R income during tax return processing, and unable to determine the taxable portions of 1099-R income included in federal adjusted gross income in some cases.  Thus portions of income already exempt from tax could be deducted a second time, and additional income, not intended to be exempt, may possibly be excluded from state income taxation. Form 1099-R does not always show the taxable portion of retirement income.  Verification would have to be manual.

The Department is unsure if other forms of income other than distributions from qualified plans might be reported on Form 1099-R.  Presumably, Social Security benefits will not qualify for this exemption since they are reported on Form SSA-1099 and are not reported on Form 1099-R.  Current instructions do not require attachment of 1099’s to the New Mexico return.   

ADMINISTRATIVE IMPACT:
  Department


Additional





Cost (thousands)

  F.T.E.  





 $ 40 to $ 60


   Temps

Administrative impact on the Department would be substantial. Revision to tax forms and instructions, and data processing systems, and additional temporary employees would cost between $40 and $60 thousand. Additional temporary employees would be required to identify and verify 1099-R income, and handle exception processing and increased refund processing.  Without additional personnel for the manual verification process and refund handling, the processing of all personal income tax returns would slow, probably extending the personal income tax processing season and requiring additional temporary employee wages and possibly increased interest paid on refunds.

An increase in taxpayer errors resulting from confusion or misinterpretation of the distinction between total pension income and the taxable portions would be expected.  Verification of exemption claims might be done through federal tax data matches following the normal tax filing season, however there is a considerable time lag before federal data matches can be run.  Taxpayers who are assessed for a two year old mistake are, understandably, unhappy about paying two years worth of interest charges.  Additionally, some difficulties may be expected determining which types and which portions of 1099-R income are exempt, and which are subject to income tax (see Technical Issues on page 1), so some number of inappropriate assessments could also be expected. 

OTHER IMPACTS AND ISSUES: 

1. The exemption will probably affect about 145,000 tax returns with current liability for an average taxpayer benefit of about $135 per return.  The average benefit at the median adjusted gross income level for pensioners would be about $100 per return.   A maximum benefit of $246 per pensioner (possibly $492 on a married filing joint return) will apply to high-income retirees. A significant portion, perhaps about 70 percent of the impact results from tax decreases for taxpayers under age 65, since those over age 65 already benefit significantly from the state's existing deduction for taxpayers over age 65.

2. While average adjusted gross income of pensioners increased from $31,500 in 1988 to $34,400 in 1992 (9.2%); the median adjusted gross income of pensioners grew at a slightly higher rate, from $22,500 to $25,000 (11.1%). This probably indicates faster population growth in the higher income categories.

3. The taxable portion of retirement income under existing qualified plans was not taxed in the years in which the contribution was made.  With this proposed exemption, $3,000 per year per pensioner would never be subject to income tax.

4. In tax year 1992, 117,000 tax returns reported taxable pension/annuity and IRA income of $1.33 billion.  Those returns showed an adjusted gross income of almost $4.1 billion and wage/salary income of $1.9 billion.  Social Security benefits amounted to $394 million.

5. This exemption will apply to anyone receiving a pension regardless of income level.  Targeting tax relief to persons based on income level may be a more equitable and cost effective mechanism than targeting relief based on the persons' source of income.  From a tax policy point of view, there is little justification to treat different sources of net income differently, particularly at the expense of some more general tax reduction proposal.   

