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COMMONWEALTH OF KENTUCKY

STATE FISCAL NOTE STATEMENT

	GENERAL ASSEMBLY
	LEGISLATIVE RESEARCH COMMISSION

	2011 REGULAR SESSION
	


MEASURE

	( x) 2011 BR No.
	 
1104
	
	( x)
	House
	Bill No.
	HB 255 GA


	( ) Resolution No.
	
	
	( ) Amendment No.
	


	SUBJECT/TITLE
	An ACT relating to a health insurance tax exclusion, and declaring an emergency.


	SPONSOR
	Rep. Simpson


NOTE SUMMARY

	Fiscal Analysis:
	
	
	Impact
	
	x
	No Impact
	
	Indeterminable Impact

	Level(s) of Impact:
	
	
	State
	
	
	Local
	
	Federal


	Budget Unit(s) Impact
	Income tax revenues


	Fund(s) Impact:
	
	
	General
	
	
	Road
	
	Federal

	
	
	Restricted Agency (Type)
	
	(Other)


FISCAL SUMMARY

_______________________________________________________________________________

	Fiscal Estimates
	
	2010-2011
	2011-2012
	Future Annual

Rate of Change

	Revenues          Increase
                             (Decrease)


	
	0
	0
	0

	Expenditures     Increase 
                              (Decrease)

  
	
	0
	0
	0

	Net Effect      Positive
                         (Negative)


	
	0
	0
	0


______________________________________________________________________________

MEASURE'S PURPOSE:  
This bill addresses a difference in amounts that can be claimed as a pre-tax payment of health insurance costs for federal income tax purposes but must be reported as post-tax payments for Kentucky purposes.
Two federal laws passed during 2010 have a direct impact on who can be covered by a family health care plan.  The two laws are the ‘Patient Protection and Affordable Care Act of 2010’ and the ‘Health Care and Education Reconciliation Act of 2010’.  These federal laws permit parents to provide health care coverage for an adult child who is not their ‘tax’ dependent, up to the age of 27.  Prior to this change, the age at which a child could be covered was usually lower, and generally aligned with the age at which a parent could continue to claim the child as a dependent on the parent’s tax return.   Because Kentucky has not updated the Internal Revenue Code reference date since 2006, there is now a difference between Kentucky and federal law relating to how family health insurance plans are treated for tax purposes.

A taxpayer who covers an adult child on their family plan coverage will experience a substantial increase in taxable income as all or a portion of the premium payment for family coverage will no longer be excluded from taxable income, if the parent is not allowed to claim the child as a ‘tax’ dependent.  Employers will incur increases in time required for recordkeeping and reporting, and increased liability for errors.  Insurers may find it necessary to change the way some plan offerings are developed and priced, in order to address separate pricing for persons that would otherwise disqualify a plan’s deductible status.

PROVISION/MECHANICS:   
The bill amends KRS 141.010 to expand the allowable income tax deduction for health insurance to include the cost of any insurance for anyone who can be covered under the 2010 Federal Health Care Plan. 
For federal income tax purposes, a child can be claimed as a dependent on the parent’s tax return if the child is under 19 at the end of the year, or under 24 if a full time student. With limited exceptions, Kentucky follows these same guidelines.  Prior to enactment of the 2010 Federal Health Plan, the tax treatment of health insurance plans for both federal and Kentucky purposes was generally tied to providing insurance for the taxpayer, the taxpayer’s spouse, and dependents as that term is defined for federal income tax purposes. 

The federal changes made by the 2010 Federal Health Plan did not impact the definition of dependent for income tax purposes.  However, the changes did expand the definition of who qualifies as a dependent for purposes of health insurance by allowing a parent to continue to cover dependents under their health insurance policy until the age of 27, and by allowing expenses incurred in providing this coverage to be made using pre-tax dollars (the amount paid for health insurance is not included in taxable income on the W-2).  

Because Kentucky has not updated its code reference to encompass these changes, Kentucky law now differs from federal law for families who have adult children who meet the definition for coverage under federal law, but not under Kentucky law. This difference will require different amounts to be reported as “taxable” on the employee’s W-2 for federal and Kentucky purposes. 

Employers must now determine how health insurance payments should be reported for Kentucky purposes, because any portion of premium attributable to an adult child who is not a dependent must be paid for with post-tax dollars.  Family insurance policies are generally not priced in a manner that will allow costs attributable to some but not all covered individuals to be separately determined.

The issue then becomes determining how much of the employee’s health premium should be considered as being paid with pre-tax dollars.  The employee’s taxable wages will be reduced by this amount.  For federal purposes, the reduction is the amount spent or paid by the employee (usually as a reduction in wages) in providing health care coverage.  But for Kentucky purposes, the allowable pre-tax reduction is the amount spent for “…health insurance, which constitutes medical care coverage for the taxpayer, the taxpayer’s spouse, and dependents”. KRS 141.010(10)(k).  So an adjustment must be made for payments for non-dependent health care.  The employer must make this adjustment in determining the employee’s taxable wages, as reported on the W-2.  Issues that must be addressed are:

· The employer must determine whether dependents covered by an employee are ‘tax dependents’ for Kentucky.

· If priced separately, the employer must determine how much of an employee’s premium is attributable to the employee, the spouse, acceptable dependents, and non-qualifying dependents.

· The health plan may not provide separate pricing for each person covered (most plans do not provide separated pricing for multiple dependents).

· A dependent may change during a plan year from a covered dependent to a non-covered dependent.

· An employer could become liable for under-withholding if the proper amount is not calculated in determining any pre-tax adjustment.

The changes provided by the 2010 Federal Health Plan relating to coverage for adult children became effective in September 2010.  Most health plans were not required to make changes during the existing plan-year, but must adjust coverage when the plan renews.  In addition, most plan holders would not have adjusted coverage during the plan year already in effect.  

It is estimated that few of those who would qualify were added for coverage between the effective date of the plan and December 31, 2010.  However, as plans renew after the effective date of the plan, those who can cover adult children will begin to do so.  Because many health plans renew at the beginning of the calendar year, this will result in a significant number of taxpayers who have differences in pre-tax health care deductions for Kentucky purposes and for federal purposes beginning in 2011 and going forward.

Employers in Kentucky have been advised by the Department of Revenue that amounts paid for health insurance for non-qualifying dependents are not allowable as a pre-tax adjustment, and the employee’s W-2 must be adjusted accordingly.  This adjustment will be required effective January 1, 2011.  If the healthcare plan does not provide for separate pricing for each person covered, it is expected that the entire cost of healthcare will be disqualified for pre-tax treatment.

FISCAL EXPLANATION:  

Current estimates of the number of persons who are likely to be covered as adult children under their parent’s plan but not qualify as a dependent for tax purposes are between 5,000 and 15,000.  Absent Kentucky’s adoption of this federal change, there would be a very minimal increase in Kentucky taxable income (and tax receipts) due to the disallowance of health care deductions for these individuals.  If the treatment of insurance premiums proposed in this bill is allowed, that minimal revenue increase would not occur.  The changes contained in this bill would result in a fiscal impact of zero.
	DATA SOURCE(S)
	IRS, Kentucky Dept. of Revenue, LRC Staff.
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