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Tax Benefits for Annuities, 
Pensions, and IRAs 

•  Investment income – taxed at up to 39.6% 
•  Dividends & capital gains – up to 20% 
•  Annuities 
– No tax is imposed until annuity distributions 

commence.  
–  In short, no tax on the “inside buildup”  

•  Even then, annuitant excludes a fraction of 
each benefit payment from income 
– “exclusion ratio” (I.R.C. § 72) 
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Pensions 

•  Employer contributions to a pension are not 
taxable to the employee (I.R.C. § 402) 

•  The pension fund earnings are tax-exempt 
(I.R.C. § 501(a)) 

•  Retirees pay tax only when they receive 
pension benefits (I.R.C. § 402) 

•  Employer deducts contributions (within 
limits) (I.R.C. § 404) 
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401(k) Plans 

•  Profit-sharing & stock bonus plans often 
allow workers to choose between receiving 
cash currently or deferring taxation 

•  The maximum annual amount of such 
elective deferrals that can be made by an 
individual in 2014 is $17,500 
– Workers over the age of 50 can contribute 

another $5,500 (for a total of up to $23,000) 
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Individual Retirement Accounts 

•  In 2014, individuals without pension plans 
can contribute and deduct up to $5,500 to a 
regular IRA  
–  Individuals over age 50 can contribute and 

deduct another $1,000 (for a total of up to 
$6,500) 

•  Earnings are tax-exempt 
•  Distributions are taxable 
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Roth IRAs 

•  Unlike regular IRAs, contributions to Roth 
IRAs are not deductible 

•  Instead, withdrawals are tax-free 
•  Like regular IRAs, however, Roth IRA 

earnings are tax-exempt 
•  Also, Roth 401(k) plans 
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Estimates of Total Income Tax 
Expenditures, FYs 2015–2019  

($ billions) 
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    2015   2015-2019 

Exclusion of interest on 
     insurance & annuities 

23,040 " 132,370 "

Net exclusion of pension 
     contributions & earnings: 

    

     Defined benefit plans 42,340 " 234,960 "
     Defined contribution plans 61,050 " 414,400 "
     IRAs 17,480 " 98,020 "
     Savers tax credit 1,210 " 6,350 "
     Self-Employed plans 25,530 " 155,530 "



Proposals to Curtail Tax Breaks 
for Annuities, Pensions, and IRAs 
•  Include Investment Income from Annuities 

(and life insurance) in Income 
•  Cap Total Accumulations at ~ $3 million 
•  Cap Contributions at the lesser of 20% of 

Compensations or $20,000 
•  Move towards (or away from) Roths 
•  Replace the Current Exclusion (Deduction) 

with a Refundable Tax Credit 
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These Proposals Would Raise Revenue 
That Could Subsidize Low- and Moderate-

income Households 
•  The Favorable Tax Rules for Annuities, 

Pensions, and IRAs Are Costly 
•  The Current System Could Be Better 

Targeted to Help Low- and Moderate-
Income Households  

•  The Current System is Already Too 
Complicated and Needs to Be Simplified 
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Favorable Tax Rules for Annuities, 
Pensions, and IRAs Are Costly 

•  Current tax system is really a hybrid 
income-consumption tax system 
– some items are taxed on the income tax model 
•  Wages 
•  Interest 

– others are taxed under a the consumption tax 
model (i.e., as taxpayers spend their money) 
•  Pensions 
•  IRAs 
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Favorable Tax Rules Are Costly, 
cont. 

•  A good deal of revenue could be raised from 
curtailing the current tax benefits for 
annuities, pensions, and IRAs 

•  That revenue could be used for deficit 
reduction, for tax rate cuts, or for subsidies 
for low- and moderate-income households 

•  Not the best way to raise revenue  
•  Don’t undermine fragile retirement system 
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Better Targeting 
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 Lowest quintile 
 Second quintile 

 Middle quintile 
 Fourth quintile 

 Highest Quintile 
 All quintiles 

Share 2 5 9 18 66 100 

Share of 
after-tax 
income 

0.4 0.7 0.8 1.2 2.0 1.4 

•  Top quintile gets 2/3 of the “tax benefits” 
from pensions and IRAs 

•  So should we replace the current system 
of exclusions & deductions with 
refundable tax credits?	  



Bewildering Complexity: 
Need for Simplification 

•  Wide variety of annuity options 
•  Plethora of retirement plans: 
–  traditional defined benefit plans, cash balance 

plans, money purchase pension plans, target 
benefit plans, profit-sharing plans, stock bonus 
plans, employee stock ownership plans 
(“ESOPs”), SIMPLE plans, SEPs, IRAs, and 
Roth IRAs 

– Every one of these plans has a different set of 
rules and regulations and limits 
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