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Limiting Expensive Income Tax Break for Higher-Income Retirees
Is Important Part of Tax Reform
By Jason Bailey
A limit on the state’s large retirement income tax break for higher-income people is an important
component of tax reform, and Governor Beshear’s plan includes such a limit. Reforming the existing tax
break will improve the fairness of Kentucky’s tax system, generate needed revenue for public services
and reduce the revenue losses that would come with an aging population in future years.
The legislature created this tax break in 1995. Six years earlier, the U. S. Supreme Court ruled that states
cannot give preferential tax treatment for state employee pension income while not extending the same
treatment to federal employee pensions. Kentucky responded by giving an income tax break to all
retirees, even those with retirement income from the private sector who were not impacted by the court
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ruling. The amount of retirement income individuals could exclude from the income tax started at $6,250,
went up to $35,000 in 1997 and was indexed to inflation thereafter.
Recognizing the impact such a large and growing exclusion had on state revenue, the 2005 General
Assembly froze the exclusion at $41,110 as part of a tax reform package. It has remained at that level
since. The exclusion applies to individuals, meaning that married couples can each exclude up to $41,110
in retirement income from the income tax. It applies to income from pensions, annuities, IRA accounts,
401k plans, death benefits and other similar accounts or plans. Social Security income is untaxed in
Kentucky.
In his tax reform plan, Governor Beshear proposes to phase out the exclusion for those that have at least
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$80,000 in total income. The amount of excludable income would decline proportionately as total income
increases between $80,000 and $100,000 such that no exclusion can be claimed for those with total
income over $100,000. For example, the maximum exclusion a married couple filing jointly with income of
$90,000 could claim would be $20,555 per person, half of the previous $41,110 maximum. However,
Social Security income would remain untaxed.
Why should Kentucky take action to limit this tax break as part of tax reform?
It has a substantial impact on the state budget.
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The exclusion results in at least several hundred million dollars in lost revenue each year. The proposal
in Governor Beshear’s plan would only affect 90,200 of Kentucky’s 1.8 million income tax filers and
generate significant new revenue, raising $176 million for the budget. That’s important given Kentucky’s
many needs in education, health and other areas.
Phasing out the tax break for high-income people will also reduce its impact in future years as the baby
boomers retire. The share of the Kentucky population over age 65 is expected to grow from 13 percent
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now to 20 percent by 2030. If we don’t limit the exclusion, a growing share of the population will have
their income shielded from taxation, contributing to continued erosion of state revenue in the coming
years.

It is much larger tax break than in most other states.
Kentucky’s exclusion of up to $41,110 in retirement income from the income tax is very high compared to
5
most other states. Of nearby states:
 Indiana has no exclusion for retirement income.
 North Carolina’s exclusion ranges from $2,000 to $8,000 depending on income and family size.
 West Virginia’s exclusion is $2,000 for public sector retirees and $0 for private sector retirees.
 Ohio has no exclusion but allows a small retirement tax credit of up to $200 based on income.
 Virginia’s exclusion is $12,000 ($24,000 for married couples filing jointly) but is phased out for
higher-income people.
 Missouri allows an exclusion of $6,000 for private pensions and up to $33,703 for public pensions
with income limits.
Of nearby states, only Illinois provides a full exclusion. Also, fourteen states including West Virginia tax
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some portion of Social Security income. A 2006 survey indicated that Kentucky provides among the
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biggest state tax breaks for seniors.
Limiting it introduces greater fairness into the Kentucky tax system based on ability to pay.
Kentucky has a regressive tax system now, in that low- and middle-income people pay a greater share of
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their income in state and local taxes than the wealthy. At the same time, income inequality is growing
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both in Kentucky and the nation. Asking higher-income retirees to pay a little more in income taxes will
help improve the overall fairness of the tax system.
By phasing out the exclusion for those with at least $80,000 in total income, the governor’s plan only
impacts relatively higher-income retirees. The state reports that the average adjusted gross income of
households affected by the phase-out is $215,000. 74 percent of Kentucky tax returns with federallytaxable pension and annuity income had an adjusted gross income of less than $75,000 in 2011, and 86
10
percent had less than $100,000. The median household income (which differs somewhat from adjusted
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gross income) in Kentucky is only $30,023 for householders at least 65 years old.
Seniors do receive other significant tax advantages. Investment gains in retirement plans (whether in a
401k account or a pension plan) are not taxed as they are earned. In many types of plans, contributions
are also shielded from income taxes. As mentioned earlier, Social Security income is not taxed in
Kentucky. And those over 65 regardless of income level can claim a homestead exemption of $36,000
that lowers property taxes.
Limiting it won’t harm Kentucky’s economy.
Even after limiting Kentucky’s income tax exclusion for retirees, it will be more generous than many other
states. And it is wrong to assume that limiting this tax break would cause measurable harm to Kentucky’s
economy. A 2012 paper in the National Tax Journal examined the migration patterns of the elderly and
found they were not affected by changes in state tax laws over a thirty year period that were designed to
benefit them. The authors write that “our results are overwhelming in their failure to reveal any consistent
12
effects of state income tax breaks on elderly migration.” Limiting the tax break as part of a tax reform
plan that raises significant new revenue can help Kentucky’s economy by allowing greater investment in
education, health and other fundamentals of economic growth.
The Kentucky Center for Economic Policy is a non-profit, non-partisan initiative that conducts research,
analysis and education on important policy issues facing the Commonwealth. Launched in 2011, the
Center is a project of the Mountain Association for Community Economic Development (MACED). For
more information, please visit KCEP’s website at www.kypolicy.org.
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