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I. INTRODUCTION, METHODOLOGY, AND DATA DISCUSSION FOR THE
CONSUMPTION TAXES COLLECTED IN IOWA IN THE
FISCAL YEAR ENDING JUNE 30, 1965

A. Introduction

l. The history of consumer taxesl

Consumer taxes are of ancient origin, and have normally

taken the form of various sales taxes.2

In the early days of Athens, taxes were levied on the
sales of commoditles at markets. Historians record that the
anclient states of Egypt, China and India collected sales
taxes. The most widely known sales tax was that levied by
Augustus Caesar. This tax was a one percent tax upon all
articles sold at public auction.3

In the fourteenth century, both Spain and France levied
sales taxes. The Spanish tax was initially levied at the
rate of one percent. The rate was gradually increased to ten
percent in later years in order to balance the budget. The

Spanish monarchs encountered opposition, but were able to

E |

Buehler (2, pp. 1-5). DBuehler was the main source used
for the information on the history of consumption taxes.
Seligman (22, pp. 126-128) is an excellent secondary source.

2In general, consumption taxes are considered to be
levied at the time of sale. To the extent that the tax
applies to final purchases, it would therefore seem to indi-
cate that the burden of the tax should be borne by the one
who pays the tax.

3At the time of Augustus Caesar most goods were sold at
public auction.



ralse the tax in spite of the opposition. Such was not the
case in France where there were many attempts to institute
sales taxes. On every occasion popular opinion prevailed, and
the taxes were abolished. Buehler notes that "when the French
Revolution broke out the first thing the Convention did was to
abolish all sales taxes" (2, p. 4).

Throughout history, the sales tax has been subject to at
least one major objection, that it was "unjust", both in col-
lection and burden (2, p. 5). This objection arose because
of its extreme burden, a burden which manifested itself in
its unpopularity with those who bore the burden of the tax.l
It would therefore seem that this form of taxation could be
described as one that violated certain standards of equity
and thereby made it worthy of study on the basis of ethical

grounds.2

2. The history of Iowa's consumer taxe53

West Virginia, the first state to use the sales tax,

imposed a two percent levy in 1921. During the 1920's several

lIn earlier times the sales tax was used by the few to
obtain revenues from the many. The tax would be levied on
necessities (e.g., salt) with a price inelasticity of demand.

2Current studies of the incidence of consumer taxes that
guestion the regressive structure of the tax base would seem
to be reflecting a concern for ethical objectives as well.

3owa Legislative Research Bureau (12, pp. 43-61). This
research report was the main source of information on the his-
torical background of Iowa's consumption taxes.



states followed West Virginia with a temporary sales tax.
They were as follows: North Carolina, North Dakota, Oklahoma,
and Georgia. All but North Dakota and Georgia made the sales
tax permanent. With the advent of the depression in the
1930's, state tax revenues declined, and new sources of tax
revenues were needed. Consequently, in the period from 1933
to 1937, Iowa and twenty-eight other states instituted sales
taxes (5, pp. 291-292). The Iowa sales tax legislation was
passed in 1933 and became effective April 1, 1934. The two
percenﬁ retall sales tax was applied to the purchases of
tangible personal property with some specific exemptions. In
1937 the Iowa retall sales tax was supplemented by the use
tax, a tax that applies to goods purchased outside of the
state, but used within the state.

Except for the years 1956 and 1957 (during these years
the tax was temporarily increased to two and one-half percent)
the Iowa retail sales and use tax rates have remained at two
percent (12, p. 45, footnote 4). The revenue from Iowa's
sales and use taxes are allocated to two funds. Ninety per-
cent goes into the General Fund, and the remaining ten percent
goes to the Road Use Fund for highway construction (12, p. 46).

The following statement from the Code of Iowa (8, p. 1498)
deflines a retail sale and how it should be applied:

"Retail sale" or "sale at retail" means the sale
to a consumer or to any person for any purpose,

other than for processing or for resale of tangible
personal property and the sale of gas, electricity,



water and communications services to retail con-
sumers Or users, but does not include commercial
fertilizer or agricultural limestone or materials,
but not tools or equipment which are to be used in
disease control, weed control, insect control, a
health promotion of plants or livestock produced as
part of agricultural production for market, or elec=-
tricity or steam when purchased and used in the
processing of tangible personal property intended

to be sold ultimately at retail.

3. The Iowa consumption taxes
considered in this report

Consumption taxes are generally levied at the time of a
sale. In the following discussion the concept of a sale will
be interpreted more broadly. This interpretation permits the
consideration of a number of indirect taxes in addition to
Iowa's retall sales and use taxes, and includes the following:
the cigarette tax, the beer tax, the profit of Iowa's ligquor
monopoiy. the motor vehicle fuel tax, the motor vehicle
license fees, the 1lnsurance tax, and several other taxes which

are listed in Section B of thls chapter.

4. The purpose of this study

Chapters I and 1I estimate the distribution, burden, or
what will be called the incidence of the consumption taxes
among lIowans by occupation and income.

Chapter I begins with a general introduction, and pro-
ceeds to the underlying methodology of the research. The
final section of Chapter I contains a discussion of the

consumption taxes collected in Iowa for the fiscal year ending



June 30, 1965, and a discussion of the consumption tax inci-
dence among lowans.

Chapter II begins with an estimation of the increased Iowa
tax revenues arising from an expanded tax base and the inci-
dence values associated with an expanded tax base. The final
two sections of Chapter II are devoted to the exemption of
of f-premise food consumption, and a summary of the inclidence
values that are presented in Chapters I and II.

The third chapter is devoted to an alternate method of
estimating the total tax revenue from a broadened retail sales
tax base, and an illustration of the importance of the income
measure in determining consumption tax incidence.

The last chapter summarizes the thesls, reviews the high-
lights, and includes several conclusions.

5. The definition and method of determination of
tax incidence used in this study

The Iowa consumption taxes were first distributed among
average lowans who were grouped by occupation and income.
The percentage distribution of the taxes, or the tax inci-

dence, among Iowans, was defined in the following manner:

teyy = 243 (100)
PDY,
where: 1i=1,2,3,...,8 occupation rows;
J=1,2,3,¢+.,7 income columns;
teij = the tax incidence (burden or percentage

distribution of the consumption taxes)



of the persons in the 'ith' occupation
row and the 'jth' income column. (This
might also be called the effective tax

rate);

PDYiJ the average personal disposable income,
or the average money income after taxes,
of persons in the 'ith' occupation row,
and the 'jth' income column;

the average total tax distributed to the

Tij
persons in the 'ith' occupation and the
'jth' income cell.

This definition of incidence requires some amplification.
In the first place, thls definition of inclidence might be
called the impact incidence; however, since it is assumed, for
the purposes of this study, that businesses and firms shift
part of thelir consumption tax payments to consumers through
higher prices and/or lower wages, this incidence measure is
not a reflection of limpact incidence.

The income measure in the denominator was used for two
reasons. First, the consumer budgets used to distribute the
taxes were grouped according to money income after taxes;
hence, this income measure was used. A second reason for
using this income measure is that, in general, consumers do
not spend that part of their income devoted to federal, state,

and local taxes; hence, the use of money income after taxes



would seem to be a reasonable measure of the average Iowan's

ability to pay consumption taxes.

6. Patterns of consumption tax incidence

The notion of tax incidence patterns appears in the sub-

sequent discussions presenting the empirical estimates and
findings. The patterns to which reference is made will per-
tain to changes in the estimated incidence values (teij) as
movement occurs across any occupation row.

The tax incidence for any occupation row can increase,
decrease, or remain unchanged. If the tax incidence pattern
increases across the occupation row, it is described as being

progressive. If the tax incidence pattern decreases, it is

described as being regressive. If no change occurs in the

tax incidence pattern, it is described as proportional.

J

7. Theoretical evaluation of the incidence
patterns of the consumption taxes

The following comments describe how the consumption taxes -3

o

were allocated to Iowa consumers in this study. 4(5’

The Iowa consumption taxes were first distributed pro-

portionally among Iowa consumers according to the expenditures

on consumer budget items. For example, if the expenditures of
a particular occupation/income group on "Food Consumed Away
from Home" was flve percent of the total expenditures on "Food
Consumed Away from Home", then, this occupation/income group

was consldered to have pald five percent of the total



consumption tax allocated to this budget item. The five per-
cent was then distributed equally among those persons in that
occupation/income cell.

If the consumers in a low income group spent a propor-
tionately small percentage of their income on "Other Shelter",
while consumers in a higher income group spent a proportion-
ately large amount on this budget item, and if the proportion
of expenditures on "Other Shelter" increased as the level of
income increased, then, the consumption taxes allocated to
this budget item would be based on these proportions, and
would be found to yleld a progressive incidence pattern.

‘In other words, because the tax incidence patterns of
th%é§§223§£:¥: based on consumer survey budgets developed by
two branches of the United States federal government, the tax
incidence values are dependent variables: they are dependent
on the budgets; hence, 1f the aggregate proportional expendi-
ture pattern increases across any occupation row when the
level of disposable income is increased, the resulting con-
sumption tax incidence pattern is progressive.

The incidence values (teij) are based on the consumption
taxes allocated to the twenty budget items used in this study.
To the extent that the tax allocations can be varied among
the twenty budget items 1s the extent to which the incidence
values can be varied. For example, if the budget item "Other
Shelter" has an increasing proportional expenditure pattern,

and 1f all of the consumption taxes were allocated to this



budget item, the final tax incidence pattern would be progres-
sive. On the other hand, the tax incidence pattern would be
regressive if all of the consumption taxes were allocated to
the budget item, "Food Consumed at Home", since this budget
item has a decreasing proportional expenditure pattern.

In summary then, the tax incidence wvalues are based on
(a) the budgets, and (b) the allocation of the gross consump-

tion tax revenues to the specific budget items.

8. The budgets of Iowa consumers i>£ﬁfﬂ

The consumer budgets used to distribute the consumption
taxes to the cells in this study were prepared by two federal
agencies: the Bureau of Labor Statistics and the United
States Department of Agriculture.

Tﬁe Bureau of Labor Statistics (BLS) carried out a survey
of households living in urban places (places with a population
of 2500 persons or more) in the years 1960-1961 (32, pp.
LO=-49).

The United States Department of Agriculture (USDA) carried
out a similar survey among the rural farm population in 1961
(29, p. 14).

The BLS and the USDA then cooperated to obtain sample
budgets for the rural non-farm population in 1961 (persons
living in places smaller than 2500, but not living on farms)
(33, pp. 2-15).
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The consumption texes collected from Iowans were allo-
cated to the various budget items, and were then distributed
among average lowa consumers by using these consumer budgets
on the assumption that these budgets were representative of

average lowa consumers.

9. Some terms and explanations

Consumption: At the outset consumption will refer to
"tangible, personal property", but later this meaning will be
extended to include consumption items which are of an intan-
gible nature. Examples of intangibles are best illustrated
under the broad heading of "services". Thus, consumption
means the purchase of tangible goods and services by both
private household and commercial consumers in the fiscal year
ending-June 30, 1965.

Equity: Equity will always be referred to in the context
of incidence. When references are made to equity, the impli-
cation will be that taxes that are progressive are more
equitable than taxes that are regressive. This implies that
persons who are "better off" (higher incomes and/or wealth)
are able to pay higher tax rates than persons who are not so
well off.

Without reading further, it could be concluded that
Iowa's consumption taxes are regressive since low income
groups spend a larger part of their income on items subject

to the varlous consumption taxes than do the higher income



i

groups. That is, the higher income groups can save more and
purchase more services, both of which are not included in the
current Iowa consumption tax base.

However, neither the consumption tax pattern in Iowa,
nor the policy problems related to this pattern can be han-
dled this simply; hence, Chapter II is devoted to a broadened
tax base that includes services in an effort to alter the
distributional burden of Iowa's consumption taxes, or to
improve the equity of tax burden among Iowans. The expansion
of the Iowa consumption tax base, as done in Chapter II,
implies that equity requires that those persons with the
higher incomes and/or spending power should bear a propor-
tionately larger part of the consumption tax burden. This
principle of taxation is frequently called the ability-to-pay
principle of taxation, and i1s closely related to the idea of
equity.

Cost of Administration of Consumption Taxes: The expan-
sion of the tax base does not necessarily improve the ease of
administering the various consumption taxes. However, it is
believed that certain commercial retailers would be assisted
by the broadened tax base since they would maintain tax
records of all sales, and not just part of their sales.

Some sales are very difficult to tax and would probably
provide a yleld that would be considerably less than the cost
of administration (e.g., the services of baby-sitters). Thus,

an important factor that must be considered in the expansion
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of the tax base is the ease with which administrators can
collect and enforce the tax. Taxes that are estimated to be
difficult to administer will not be included in Chapter II.
Benefits Received: It is easy to argue that the final
estimation of incidence can only be determined after close
scrutiny of the tax incidence for consumers in relation to
the public benefits (both public goods and services) accruing
to the same consumers. This study will not attempt to esti-
mate the final incidence in this sense since no attempt has
been made to estimate the public benefits accruing to each

consumer.
B. Methodology

The discussion in this section will be confined to a
general description of the occupation/income table, the con=-
suming units, the budgets, and the tabulation of the Iowa
consumption taxes and thelr subsequent allocation to the

budget items.

1. The occupation/income table

The occupation/income table contains nine rows and seven
colunns. The first eight rows present different occupational
categories. The ninth row consists of a weighted average of
the eight occupations which precede it. The seven columns

present the income divisions considered in this study.
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With the above format it is easy to compare the incidence
velues between the various cells. By reading across any row
of the table, one can note the pattern of incidence within a
particular occupation as the level of personal disposable
income rises. By reading down a column, one can ocbserve the
variability of incidence for a given income between different
occupations for the same level of personal disposable income.

2. The tabulation of the consuming
units in each cell

Since the consumer budgets were presented for consunming
units, it was endeavored to estimate the number of consuming
units within each cell of the occupation/income table. The
most detalled and most readily avallable information was
found to be the Bureau of the Census' 1960 tabulation of the
Iowa population (24, pp. 481-482, 488-490, 498-500). Since
this agency does not report consuming units per se, the prob-
lem was to use Census information to estimate the number of
consuming units in each cell. The Bureau of the Census does
report families (i.e., consuming units) by occupation of the
head and income of the total femily unit. However, not all
persons are living in family units. There are many persons

classified as unrelated individuals. DMoreover, the unre-

lated individuals are further classified as being primary
or secondary. A primary unrelated individual is one who
lives alone (e.g., in a rooming house) or who lives with one

or more additional unrelated individual(s) (the others are
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then classified as being secondary). The primary individuals
are not classified according to occupation or according to
total income of the consuming unit.

For the purposes of this study it was assumed that pri-
mary unrelated individuals were distributed among the varlous
occupation and income cells in the same way as family heads.

The last occupational classification is listed under
the heading "Other". This classification is somewhat obscure
and requires further explanation. The largest portion of 1it,
by far, 1ls comprised of the Census title, "Head Not in Civil-
ian Labor Force". This cell population was supplemented by
the distribution of the primary unrelated individuals and the
persons in Iowa with "Head in the Armed Forces". In genersal,
this category is a miscellaneous occupational classification
that was Judged to be primarily a reflection of those persons

in Iowa who are retired.

3. The cell budgets

A budget is assocliated with each cell of the occupation/
income table. (A sample budget is contained in Appendix A).

The budgets were compiled by the BLS and the USDA on a
regional basis. For this study, the budgets for the twelve
state North Central Region were used and Iowa was assumed to
be homogeneous with the sample units drawn from the various

locations throughout this region.
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The budgets for these sample units were reported for the
following residential locations in the North Central Reglon:

a. Urban: persons living in urban areas or places hav-

ing 2500 or more inhablitants;

b. Bural: all persons living on farms; and

¢. Rural Non-Farm: all other persons.
The urban and rural non-farm budgets were pooled for the
various occupational classifications other than rural.

Occasionally a budget was missing or was obviously
incorrect for a given occupation/income cell. When this

occurred a general budget for the North Central Region was

used. ))X/

W\ The tabulation of the consumption
taxes for the state of lowa

The ced consuming unit population estimates and the ce%Fl
budgets were based on 1960-1 information. At this point it
was assumed that Iowa consumers had not altered their consump-
tion habits in the last five years, and that there was not an
appreciable change in the distribution of the population
among the cells. On the basis of these assumptions, the
most recent consumption tax information was used.

Initially it would appear that all of the consumption tax
revenues for Iowa could be used directly; however, this is not
the case. PFirst, all of these taxes are not paid by Iowans.
Secondly, a substantial part of the taxes are paid by Iowa

businesses.
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It is necessary to distingulsh between Iowans and non-
Iowans since this study is concerned with the incidence of the
consumption taxes as they are borne by Iowans. If the con-
sumption taxes that are paid by non-Iowans are included, the
incidence values for Iowans are over-stated.l

If all of the taxable purchases by Iowa businesses and
firms were sold within the state, and if these consumption
taxes were passed on to consumers in slightly higher prices,
then all of the consumption tax revenues could be distributed
among the various lIowa consuming units. But some businesses,
due to competition, cannot ralse their prices and must bear
the burden of the tax.

Moreover, many businesses and firms sell at least part
of their final product in export markets (i.e., non-Iowan
markets, be they to other states or to other countries).
Consequently, at least part of the tax paid by these busi-
nesses and firms 1s shifted to non-Iowans.

The concept of business taxation is one which complicates
the 1ssue of consumption taxation. It 1s quite clear that
buslnesses are engaged in the consumption of items such as
trucks, typewriters, and paper; but, in addition, the consump-
tion taxes pald by businesses can be shifted to consumers:

consequently, there 1s the new question of tax pyramiding

1The author 1s 1indebted to Dr. Charles W. Meyer, Iowa
State University, and Mr. L. P. Apedalle, graduate student at
Iowa State University, for their assistance in clarifying the
author's thoughts on this distinction.
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that is raised. Should a mattress manufacturer pay a two per-
cent sales tax on the materials which he uses to manufacture a
mattress? The Code of Iowa clearly exempts this item, yet the
consumption taxes paid on other items become part of the final
cost;l hence, it becomes difficult to evaluate the rationale
upon which part is taxed and part is not.?

The complete elimination of some consumption taxes on
businesses would have several effects. First, tax revenue
would fall considerably.3 Secondly, the problems of admini-
stration would be made much more difficult and probably result
in a further decline in revenue (i.e., evasion would be facil-
itated).

The gquestion of imposing sales taxes on various commer-
cial activities is also complicated by elements of discrimina-
tion. This problem 1is described by Morgan in the following
manner (17, p. fgsfw

Hit with relative severity are the contractor or
builder, the farmer, the capital-intensive firm,

"oy

1An example will clearly reflect the precision, or arbi-
trariness, of the interpretations of what constitutes a "com-
ponent part" and what does not. A carton used to ship finished
goods 1s consldered to be a component part of the final prod-
uct; however, the shipping label is not considered to be part
of the final product, and therefore it is subject to the
sales tax.

2Morgan (17, pp. 13-36) discusses the question of the
taxation of businesses in a more detailed manner.

3Morgan (17, p. 27) notes that states with a "component
parts law" (of which Iowa is an example) receive between fif-
teen and twenty-five percent of the total retail sales tax
yield from businesses.
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and the firm which uses large quantitiles of fuel.

Lightly hit are service enterprises, labor-intensive

industry, end distributional services.

Ideally, it would seem Jjudicious to eliminate the unde-
sirable aspects of the various consumption taxes when they
raise final prices in a pyramidic form. But to eliminate the
unsatisfactory parts of texing the purchases of businesses
raises many significant administrative and legal complications.
These complications may make the present structure of Iowa's
consunption taxes more acceptable.

At best, the information available for estimating the
 consumption taxes peld by producers and/or businesses is very
‘crude. The total consumption tax revenues in this study were
ad justed downward in the following ways. First, it was
assumed that fifty percent of the Use Tax was elither passed
on to out-of-state consumers, or was absorbed by Iowa busi-
nesses. Secondly, 1t was assumed that all of the retail sales
tax, cligarette tax, beer tax, liguor profit, insurance tax,
and miscellaneous fees were borne by Iowa consumers. Thirdly,
all motor vehicle license fees pald by trucks were considered
to rest half on Iowans and half on non-Iowans. Finally, in
the case of the motor vehicle fuel tax, half of the fuel con-
sumed by commercial users was assumed to have been paid by
Iowans and half to have been paid by non-Iowans. Table 4™
outlines the total consumption tax revenues and the adjusted
tax revenues for the fiscal year ending June 30, 1965. The
ad Justed tax revenue was the amount considered to have been

paid by Iowans.



Table &h Tabulated consumption taxes collected for the
fiscal year ending June 30, 1965

Kind of taxa

Total tax

revenue

Taxes pald
by Iowans

Retail Sales Tax $ 75,878,150 ¢ 75,878,150
Use Tax a. Motor Vehicle 8,878,932 6,590,949

b. Other 7,967,312 3,983,656
Public Safety (Misc. fees) 55103,351 £,103,351
Motor Vehicle Licenses 47,824,239 39,096,415
Motor Vehicle Fuel Tax 65+393,111 5k ,4o4 ,L28
Cigarette Tax 15,208,979 15,208,979
Beer Tax 3,442,128 3,442,128
Liguor Profit Tax 15,792,244 15,792,244
Insurance Tax 10,274,582 10,274,582
Chain Store Tax 37,081 37,081
Equipment Car Tax 114,762 114,762

Totals $255,914,871 $230,016,725

&The Iowa State Tax Commission (13) is the source of the
tax revenue information for the retail sales tax, and the use
tax for the year April 1, 1964 to March 31, 1965. The
remainder of the taxes are from a statement prepared by the
Treasurer of the State of Iowa (14) for the period July 1,
1964 to June 30, 1965.

Table 1 indicates that approximately ninety percent of
the current consumption tax revenues were paid by Iowaniyé}:Ltrvﬂ

After reducling the gross consumption tax revenues agfwo
noted above, the remaining taxes were allocated to specific
budget items. For example, the taxes collected from indi-
viduals for the operation of automoblles were tabulated, and
the tax revenues were allocated to the budget item, "Auto-
mobiles". The same process was carried out for the other

budget items. Some complications in this process arose since
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there are many taxes which could not be clearly allocated to
a particular budget item. Department store sales illustrate
this problem. It was not possible to determine which part of
these sales were hardware, electrical appliances, furniture,
clothing, etc.; hence, the sales taxes collected by depart-
ment stores were allocated to the general budget iten,
"Expenditures for Current Consumption®”. This process was
repeated many times, especially when 1t seemed that the tax
revenue was primarily obtained from businesses. Appendix B
contains a list of the consumption tax revenues that were

allocated to the specific budget items,

A
®. Distributing the taxes throughout ”?
the occupation/income table {IN

The calculation of the tax incidence for the 56 cells of
the occupation/income table was accomplished by multiplying
the number of consuming units in each cell by each budget
expenditure item for which a2 consumption tax was collected.
Then the tax was distributed proportionelly throughout the
56 cells. The total tax allocated to each cell was then
obtained. This figure was divided by the number of consuming
units within each cell to give the average consumption tax
paid by each consuming unit within each cell. By dividing
this last figure by the average personal disposable income

for each cell, the cell tax incidence was obtained.
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C. Who Pays Iowa's Consumption Taxes?

The discussion to this point has been definitional,
explanatory, and descriptive. With thls completed, it is now
possible to look at the results of the various computations.
But before beginning, there are two comments to be made
regarding the budgets and the data itself:

a, The budgets for the two extreme income categories
are based on rather small samples; conseguently
these patterns of incidence can be expected to
have a greater variance and are not as significant
as the inclidence values for the income brackets
between $1000 and $14,999.

b. Incldence values for the occupational category,
"Farmers and Farm Managers", earning less than
$1000 are not included since this occupation/income
group had a negative personal disposable income of
$=565.

l. The incidence of Jowa's consumption taxes by income
and occupation for the fiscal year ending June 30, 1965

Table 2 lists elght occupations and an average group which
was derived by pooling the urban, rural non-farm, and rural
farm consumer budgets. Moreover, each cell of Table 2 has two
numbers. The top number gives the incidence of the consumption
taxes collected in Iowa for the 1964-1965 fiscal year. The
second number gives, in thousands of dollars, the amount of

consumption taxes collected from each cell,
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Table 2. Incidence of the consumption taxes as distributed among Iowans
for the fiscal year ending June 30, 1965
legend: 1. Incidence for each cell in percent
2. Taxos paid by each cell in thousands of dollars

Income
Under $1000= $3000- §5000- $7000- $10,000= Over
Occupation $1000 2999 4999 6999 9999 14,999 $15,000
Self employed 13.55 731 6.44 L84 L, 49 L.,10 2.50
B67 1,386 4,270 5,390 5,736 4,608 6,051
professional 55 450 3,205 7,051 10,544 7,308 4,953
Sales and 6.37 4-85 5.2"" 4-83 5-10 5.2? 3.55
clerical 479 1,548 4,345 6,413 6,566 4,324 1,969
Skilled labor 6.37 615 6.20 5.64 513 5.21 L,23
127 1,162 6,045 10,744 9,696 4,192 062
Seml-skilled 6.3? 5-51 6.06 5.43 5049 4076 3.46
labor 285 2,190 8,121 11,092 9,831 3,474 1,076

Unskilled labor 6.37 5.28 544 5.40 6.11 545 3.55
238 1,470 4,262 4,603 3,821 1,408 227

Fermers and — 9.22 6.88 5.08 4,19 3.12 2.32
farm managers 4,393 8,528 10,756 6,031 4,087 2,330 1,137

Other (li.e., Head 5.60 L L7 5.22 5.16 L2 L,24 3.49
not in eivilian 1,351 5,563 5,37% 3,819 2,416 1,353 735
labor force)

Average for 13.33 5.58 5.87 5.40 5.16 4,90 3.46
the state 5,671 20,228 44,306 57,099 54,326 30,457 17,928
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The occupational classification with the greatest degree
of regressivity is that of "Farmers and Farm Managers". This
can be largely attributed to one factor, that is, the sales
taxes the rural sector must pay on constructlion materials,
and manufactured farm implements and tractors.

This condltion might be described as a mixed blessing.
On the one hand, as a result of farm purchases of these
items, farmers make a large contribution to state revenues
(about four percent of consumption tax revenue). On the
other hand, farmers are selling in farm produce markets that
approximate the perfectly competitive economic model and they
are not able to pass consumption taxes on in the form of
higher prices to the same degree as other business enter-
prises;l

The classification, "Average for the State", indicates
that Iowa's consumption taxes are generally regressive
throughout, except for the move from the $1000-2999 income
group to the $3000-4999 income group where there is an inci-
cation of slight progressivity.

The incidence values may exaggerate the absolute tax
burden borne by any one cell., For example, the effective tax
rate for the self-employed who earn less than $1000 is

recorded as 13.55 percent, while the persons within the cell

lAppendix D contains eight tables which record the inci-
dence factors for eight selected budget items (i.e., personal
insurance, total food expenditures, tobacco, beer, liquor,
medical care, and automobiles).
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pay only two tenths of one percent of the total consumption
taxes. Thus, it may not be too meaningful to attempt to ease
the tax burdens by income or by occupation. With this notion
in mind, Table 3 has been included. The most meaningful
information 1s recorded in the last row of the table, "Average
for the state".

2. The incidence of the conéumption taxes

for selected budget ltems using the
budgets for the average Iowan

In the remaining paragraphs of Chapter I the reader's
attention will be directed to the incidence factors of the
selected budget 1tems of Table 4. The references to incidence
patterns will apply to the income groups between $1000 and

$14 ’ 999 -

a. Personal insurance This budget item indicates an

incidence pattern that is progressive from $1000 to $10,000.
Thereafter, 1t is regressive,

This incidence pattern would indicate that if selective
increases in tax rates were desirable in an effort to reduce
the regressivity of the current tax base, then an increase in
the insurance premium tax would tend to reduce regressivity.

b. Total food Traditionally, and intuitively, one

would expect that the taxation of food as a consumption item
would be regressive (5, pp. 376-377; 7, pp. 1-13; 20, pp. 123~
124; 23, pp. 31-49). The incidence pattern of Table 5 con-

firms these expectations.
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Table 3. Intra-cell comparison of incidence, consuming wnits, and abso-
lute tax payments for the fiscal year ending June 30, 1965
Legoend: 1l. Incidence for taxes collected
2. Percentage of consuming units within the *ij'th cell
3. Percentage of total tax payments by the 'ij'th cell

Income
Under $1000= $3000« $5000= $7000= $10,000= Over
Occupation $1000 2999 4999 6999 9999 14,999 $15,000

58  1.08 1.93 2.20 1.79 1l.1% 1.0%
«20 60 1.85 2.3% 249  2.00 1.63

Salaried and 6.37 6416 5.95 485 5,08 4,93 3.9
professional 15 M43 l.5L 2.80 2.92 1.52 71

«02 «20 1.39 3.07 L.58 3.18 2.15
Sales and 6.3? 4.85 502“’ 4.83 5.10 5.2? 3055
clerical 1.31 1.87 2439 2.64 1.87 84 «30

21 .67 1.89  2.79 2.85 1.88 .86

Skilled labor 6.37 6,45 6,20 5,64 5,13  5.21 4.23
-35 1- 0? 2-81 3- 6? 2. 65 083 .11#
.06 51 2.63 h.67  L4.22  1.82 )

Semi-skilled 6.3? 5 051 6. 06 5-“’3 5-“’9 4., ?6 3-1"6
labor «78 233 3.87 4,07 2.48 77 .16

12 95 353 5,83 4,27 1.51 47
Unskilled labor 6.3? 5.28 5.15‘4 5’% 6.11 5.45 3-55

65  1.57 2.38  1.68 +90 .28 .03
«10 64 1.85 2,00 1.66 .61 .10

Farmers and -~ 9.22 6,88 5,08 4.19 3.2 2.32
farm managers 2-81 5'43 L}.?O 2-% 1038 -75 032
1.91 3.71 L.68 2.62 1.78 1.01 49

Other (ite-’ Head 5.60 4.‘#? 5.22 5-16 L.l2 4.24 30“‘9

not in civilian 4,17 7.82 3.07 1.47 77 o4 11
labor force) 59 2.42 2.31* 1.66 1005 -59 ¢32
Average for 13.33 5-58 5.87 50‘4‘0 5-10 “090 3-%
the state 10.80 21.60 22.60 20.88 1477  6.47  2.82

247 879 19.26 24.83 23.62 13.24 7.79
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Table 4. Incidence of the consumption taxes for selected budget items of
the average Iowan (numerical values are in percentages), fiscal

year ending June 30, 1965

Income
Under $1000- $3000= $5000= $7000= $10,000« Over

Budget item $1000 2999 4999 6999 9999 14,999 $15,000
Personal insurance . 3]. 013 21 «25 26 25 23
Total food 1.81 <65 52 5 40 «36 «23
Tobacco . 83 .50 . 45 - 38 32 o2k o1l
Beer «20 016 015 013 14 07 ¢03
I..iquor o4 -19 031 035 . 38 -56 .43
Alcoholic
beveragos o34 «35 b 48 52 .63 L6
Total housing
expenditures 1.94% «65 49 45 39 36 a7
Clothing, clothing
materials, services .20 «09 «09 <09 «10 11l «09
Medical care 32 «10 07 .06 .06 «05 <04
Recreation 12 .05 .06 .07 .07 «07 «05
Automobile 2-6? 1.38 2.09 1.89 108? 10?7 1017

Total? 13.33  5.58  5.87  5.40  5.19 4,90 3,46

8This total is not a sum of the selected items, rather it is the
weighted average for all budget items as recorded in the row classifica-

tion, "Average for the State",

in Table 3 .



27

With the knowledge that food i1s & necessity, a number of
states have exempted "Food Consumed Off the Premises". An
exemption of this type reduces the regressivity of the overall
tax base (7, pp. 8-9). Up to July, 1963, ten states had
passed laws exempting off-premise food consumption.l

If a goal of public policy in Iowa 1is to reduce the
regressivity of the consumption taxes in the State of Iowa,
there would seem to be three alternatives: 1) food consumed
off the premises could be tax exempt; 2) selective changes
could be made in the tax rates with the budget items having a
progressive incidence factor (i.e., an increasing proportional
expenditure pattern) being taxed at higher rates than at the
present time; or 3) a system of tax credits could be intro-
duced.2 The second method would tend to reduce regressivity

without causing undue downward pressure on gross tax revenues.

¢c. Tobacco The consumption taxes on this budget

ltem are regressive.

The taxes 1imposed on tobacco, and alcoholic beverages
are frequently referred to as sin taxes. As such there 1is
usually little anxiety generated when tax rate increases are

enacted on these items.

1
Morgan (17, pp. 144-145), The states were California,
Connectlicut, Florida, Maine, Maryland, Ohio, Pennsylvania,
Rhode Island, Texas, and Wisconsin.

2

Morton (18, pp. 160-166). Morton discusses the use of
tax credits and concludes that they add a degree of progres-
sivity to the structure of the retail sales tax.
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d. Beer and liquor The consumption taxes on beer

(both the barrel tax and the retail sales tax) result in a
regressive tax, while the taxes on liquor are progressive.

A more realistic approach to these two taxes can be
obtained by pooling the two budget ltems under the more gen-
eral budget item, "Alcoholic Beverages". The incidence of
alcoholic beverages is progressive from less than $1000 to
$14,999. Pursuing the current logic, this would imply that
the category of alcoholic beverages would be a likely area for
selective tax increases, and to the extent that the progres-
sivity in this case is a function of the liquor tax, then,
increases in the liquor taxes would seem more worthy of atten-
tion (i.e., an increase in the rate of liquor profit and/or
an increase in the sales tax rate).

1

e. Total housing expenditures Total housing is an-

other item that is regressive in its incldence. It can be
noted by comparing the tax incildence for housing to the inci-
dence of all other budget items in each column of Table &
that it claims a rather large part of the consumer's dollar
in consumption taxes (the largest is automobile taxes). Thus,
any proposals for extending the consumption tax base on hous-

ing should be carefully appraised in this context.2

1Total housing expenditures include all housing expendi-
tures (i.e., total housing through to house furnishings and
equipment). The total tax revenue applied to this budget
item is $19,389,546,

2'I‘he Bureau of Municipal Research of Des Moines, Iowa (4)
suggested in January, 1965 that the (continued on next page)
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Housing 1is similar to food in many ways; hence, it may
be that housing could receive certain exemptions (e.g., fuel,
light, refrigeration, and water which account for approxi-
mately fifty percent of the current revenue from the classi-
fication total housing expenditures), or else, selective
increases in the tax base could be considered without any
changes in the tax rate of items related to housing.

f. Clothing, clothing materials, services A very

brief perusal of this item in Table 4 reveals an incidence
pattern which 1s proportional. 1In addition, the taxation of
this item takes a relatively small amount of the consumer's
dollar (about one tenth of one cent of each dollar of dispos-
able income).

g, Medical care Medical care is also regressive,

but to the extent that the taxes lmposed on it take a rather
small portion of each dollar expended, it demands little
attention.

h. Recreation This item indicates a slight tendency

towards progressivity; hence, it would be a likely candidate
for selective tax rate increases in order to improve the

equity of the consumption taxes.

(continued from previous page) current tax base be extended
to include rents. In view of the budgets used in this report,
such an extenslon of the tax base would make the consumption
taxes of housing considerably more regressive than they are at
present. The proposals of this agency are discussed at
greater length in Chapter II, Part A of this thesis.
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i. Automobile The consumption taxes lmposed on auto=-

mobiles appear to be progressive from $1000 to $5000, at which
point they become regressive.

Moreover, this budget item is the largest single source
of consumption tax revenue (about 34 percent of the total tax
revenue). Since this source of revenue is so large, it would
seem reasonable to conclude that this source of tax revenue
would have the greatest influence on the total incidence
pattern for the average Iowan. This probably explains why
the total incidence pattern is progressive from $1000 to
$5000 and regressive thereafter.

3. The incidence among Iowans
who earn less than 31000

Although this topic has been evaded thus far, it would
seem desirable to briefly consider the reason(s) why the total
incidence for persons earning less than $1000 is so high rela-
tive to the other income groups. Why do these people pay
13 cents out of every dollar expended on various consumption
taxes? First, these persons are net dissavers. This permits
the effectlve tax rate to be relatively higher than if there
were no dissaving.

There 1s a second and somewhat similar reason. It has
been hypothesized that some persons in the low income brackets
are only temporarily located there for varying reasons and
that thelir abnormally high expenditures relative to income can

be explalned by thelir anticipated level of income and wealth
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over longer periods of time.l A prosperous farmer may encoun-
ter some misfortune during a given year that lowers his income
well below his average income; nevertheless, he may continue
to maintain the standard of living and level of expendlitures
to which he 1s accustomed since he does not anticipate his
misfortune to continue. Another example i1s that of retired
persons. At the time of retirement their incomes fall con-
siderably, but with the various assets which they have
acquired in anticipation of this day, they spend considerably
more than they earn and have a rather large tax incidence
relative to their income.

On the basls of the foregoing observations, the reader
should have a better appreciation and at least a partial
explanation for the high inclidence values of persons having

an after tax income that is less than $1000.

lpriednan (6, Chapter II); Patinkin (21, pp. 205-213).
Although Friedman and Patinkin have different approaches to
the question of expenditures, there is an underlying similar-
ity which would seem to apply to the situation outlined above,
namely, that consumer expenditures are not solely a function
of current income. Friedman outlines a theory of permanent
income in which he notes that consumption can be considered to
be related to the level of past income, present income, and
expected future income plus the value of human and non-human
wealth. Patinkin has a somewhat different approach in which
he considers the level of current expenditures to be related
to the level of real balances (i.e., non-human wealth) and
current income. The two approaches differ, but nevertheless,
both permit expenditures to exceed current income.
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L, Concluding comments on the
inclidence of the consumption taxes

The preceding discussion has been directed towards the
evaluation of the tax incldence between varilous Iowa consumers.
In most cases, the emphasis has been on regressivity; however,
the final appralsal of the incidence on the basis of the
pooled budgets for the total incidence indlcates that the con-
sumption taxes may not be too regressive. On the basis of
this result, 1t becomes somewhat more obvious why the concept
of selective tax increases has been introduced in the fore-
going commentary on incidence patterns. Having acquired an
appreclation of these tendencles, the next step is to explore
the 1lmpact of a broadened tax base on the overall incidence
patterns. |

Chapter II will reveal that the extension of the tax
bese to include services will not produce a windfall for the
State Treasury, but merely raise the gross consumption tax

revenues by an estlimated three to seven percent.
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II. BROADENING THE RETAIL SALES TAX BASE TO INCLUDE SERVICES
A, The Retall Sales Taxation of Services

During recent years, the sales taxatlion of services has
recelved popular attention. The following three considera-
tions are outlined to indicate some of the reasons for this
interest.

First, it can be argued that the very poor spend most of
thelr income on necessities such as food, housing, and cloth-
ing, while the very rich spend proportionately less of their
income on necessities, and proportionately more of their
income on various services. The conclusion is that the exten-
sion of the tax base to services makes the sales tax elther
less regressive, neutral, or progressive in its incidence
between income groups.

A second reason for the consideration of services can be
attributed to the trend towards the higher consumption of
services in the United States. For example, the following

citation from The Survey of Current Business seems to illus-

trate the structural change towards an increased orientation

towards services during the period 1950-1960 (30, p. 25):
... expenditures for goods rose at a rate of 2.8
percent a year and services at 3.8 percent. Real
disposable income over this period rose 3.2 per-
cent per annum.

The above indicates that expenditures on services in the

United States rose faster than the increase in income, while
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expenditures on goods rose at a slower rate than the increase
in income during the period in question. Thus, it could be
argued that the extension of the tax base to services would
permit the tax base to adapt to the changing structure of con-
sumer demands.

Thirdly, it can be further argued that if tax revenues
are to maintain the same growth rate as the demand for govern-
ment services, then the tax base must be extended to keep
pace with the changing structure of consumerfdemands in
respect to government services. Unless the tax base 1is
extended to include services, the degree of regressivity will
be worsened by increasing current consumption tax rates in
order to obtain the higher levels of state revenue which will
be required to finance the increased demand for government
services. N

The remainder of Chapter II discusses some 1deas re the
taxation of services which have been considered to be logical
extensions of the current retail sales and use tax bases in
this study. OSubsequently, the inclusion of various legal and
medical services willl be examined. Attention will then be
directed to the current gasoline tax, and the possibility of
using this commodity as a further source of state revenue.

In the two concluding sections, the effect of an off-premise
food exemption 1s discussed, and then the incidence values in

Chapters I and II are summarized.



35

1. Some difficulties associlated with the
sales taxation of services

Three reasons have been given for the extension of the
tax base to include services. It 1s quite logical to present
reasons such as these, but 1t 1s quite another to enact laws
which will extend the tax base to include services.

Transient lodging services, hotels and motels, were
added to the tax base during Iowa's 61lst General Assembly in .
1965. However, as the tax base is enlarged, one must consider
the inclusion of a wide variety of services which are labor-
oriented. ©Since services are usually labor-intensive, the
sales taxation of these services at retall can be interpreted
as belng the taxation of labor. 1In spite of this interpre-
tation a closer scrutiny seems to indicate that a slight
modifiéation could be mede.

For example, let ﬁs consider the sales taxation of bread
versus the sales taxation of a barber's services. The taxa-
tion of bread appears as the taxation of an item that is not
labor-oriented, while the taxation of a barber's services
appears &as a tax on labor. Nevertheless, the taxation of
bread is also a tax on labor. There is the labor of the
farmers who produce the wheat, the labor of the persons
involved in moving the wheat to flour mills, the labor of the
millers, the labor involved in moving the flour to bakeries,
and the various labor activities required to bake the bread,

and distribute the bread to retallers who then provide a
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labor service in selling the bread to consumers. It would
seem that the production of bread is also an actlivity that
requires a considerable amount of labor, and 1s not too aifr-
ferent from the taxation of the labor services of a barber.
Proposals to extend the tax base to services 1n Iowa
run into a legal obstacle. The state law does not permit the
taxation of services.l
At the present time some retaill services are included in
the Iowa consumption tax base. The 6lst Iowa General Assem=-
bly in 1965 epproved the taxation of transient lodging which
1s a service-oriented industry. Moreover, such items as
electricity and telephones are classed as services and are
currently included in the retail sales tax base. The inclu-
sion of services in the retail sales tax base does not set a
precedent. The extenslon of the current Iowa tax base ls a
refinement of present legislation.

2. The evaluation of two revenue estimates when
services are included in the consumptlon tax base

Numerous groups propose the inclusion of services in the
base of the retall sales tax. The examination of two of
these proposals demonstrates the meager increases in Iowa's

A~
state revenue that this §$§Ey will suggest as being possible

with the extension of the tax base to include services.

i
Iowa (8, pp. 1499-1500). Transportation services and
falrs are speclflcally exempted by the Iowa law.

Mo
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In 1963 the Iowa Legislative Advisory Committee on the
Study of State Revenue published a Report in which they dis-
cussed the taxation of services. The Committee reported as
follows (11, p. 4):

Natlional figures show that personal consumption

expenditures for services 1s approximately L0%

of the total personal consumption expenditures.

In other words, if 60 cents of each dollar is

spent for goods and 40 cents for services, amount

of revenue from the sales tax on services would

equal two-thirds of the amount of revenue obtained

from the sales tax. Assuming the Iowa 2% sales

tax returns $70,000,000.00, the 2% service tax

would then equal about $46,000,000.00. This

figure is an extreme estimate and should be con-

sidered with reservations.

The most important word in the above reference is the last
word -- "reservations". One of the most important services
is that of government. A second important service is that
of education. In all probabllity a substantial increase in
Iowa's tax revenues could be achlieved if these services were
taxed. For example, Iowa State University might be required
to pay a 2 percent service tax on the salaries which it pays
to its employees. The University buys the services and a
tax would seem reasonable. On the other hand, it could be
sald that the students really consume the services of the
University and that they should pay the tax. However, the
student must also pay tultion fees that are imposed by the
Board of Regents, a committee appointed by the state. If
the state 1s in need of higher revenues, then it can raise
the fees as easily as it can impose a sales tax, and in all

probabllity, the former has much lower administrative costs.
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Similar erguments can be formulated that would indicate
the necessity of excluding a very substantiel part of the ser-
vices base in respect to government and education, thus inci-
cating that the increase in revenue would be much less than
$46,000,000.00.

In Jenuary, 1965 the Bureau of Municipal Research of
Des Moines prepared en estimate of the revenue that could be
expected by taxing selected services at the rate of 2 per-
cent (4). It would seem that the Bureau's estimate would con-
firm the general estimate of the Iowa Legislative Advisory
Committee since the Bureau estimated the revenue increase to
be $43,919,400.00.

The Bureau included household utilities, telephone and
telegraph, funeral and burial services, admissions to theaters,
and commerclial amusements., All of these items were partially
or fully included in the tax base for the fiscal year ending
June 30, 1965.1 By removing these estimates from the calcula-
tions, the estimated revenue falls to $38,}63,700.

The Bureau applied the 2 percent sales tax to rents. In
other words, they suggest the sales taxation of renters, but
not home owners. It might be argued that renters do not
directly pay property tex; therefore, renters should pay sales

tax on thelr rents. However, if one assumes any property tax

%
Funeral and burial expenses are not fully taxed, rather,

only the value of caskets, vaults, and other personalty are
subject to the retail sales tax (9, p. 203).
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shifting, then, rents are higher than would be expected in

the absence of property taxes. Moreover, the sales taxation

of rents appears to be highly questionable 1f regressivity

is to be avoided. The consumptlion taxes on houslng are regres-
sive. The taxatlion of rents would tend to make the consump-
tion tax system more regresslve since low lncome groups pay

a large part of their income in rents, while high income groups
pay a very small part of their income in rents.qi Excluding
rents from the proposed tax base reduces the revenue to
$24,776,900.

The Bureau also proposed the inclusion of pari-mutuel
betting; however, this is a service which 1is illegal in the
state of Iowa (revenue then falls to #24,601,300). Religious
and welfare activities, forelign travel, and interest on per-
sonal debt were also included in the proposed tax base. Many
political and administrative objectlions would seem to indi-
cate the probable exclusion of these items from the consump-
tion tax base. The proposed revenue increase declines to
$20,319,100.

The Bureau of Municipal Research also includes the ser-

vices of physiclans, lawyers, and dentists. If these three

lPersons earning between $1000 and $3000 pay 10.47 per-
cent of thelr after tax lncome in rents, while persons earning
between $10,000 and $15,000 pay 1.88 percent of their after
tax income in rents. A tax on rent 1s regressive since the
proportlonal expenditure pattern is decreasing.
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items are excluded because of the difficulty in extending the
tex base to include them, the revenue declines to $17,341,300.

B. The Extension of the Tax Base to
Include Selected Services

VP

/?Y
The discussion of the previous section reflects the
difficulty and the small increase in tax revenues that result

from proposals to extend Iowa's consumption tax base to
services., With these observations in mind the discussion
proceeds.

The Census of Buslness, a division of the United States
Bureau of the Census, prepared a set of data on Iowa for

the year 1963 which was entitled Selected Services (27, pp.

17-6 and 17-7; 28, pp. 1=38). This publication was the pri-
mary source of information on services in Iowa. This agency

published two additional sets of date on Retail Trade (25,

17-6 and 17-7) and Public Warehousing (24, p. 9). The last

source of statistical information used for the estimates in

this thesis was The Survey of Current Business (31, pp.
13"'14, 16) .

Table 5 presents the broad classifications and the
expected revenue which the state could anticlipate from each

of them.l To conform with the earlier comments regarding

|
The table merely indicates broad classifications; how=-
ever, the reader can turn to Appendix E if he wishes to inves-

tigate the specific services which are included in each of
the broad headings.
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Table 5. Estimated sales tax revenue by extending_the tax
base to include selected services: 1965

Total Taxes paid
Kind of service revenue by Iowans

Hotels, motels, and tourist courts® & 951,440 § 475,720

Personal business services 682,270 682,270
Personal services 1,986,380 1,986,380
Miscellaneous business services 540,880 540,880
Auto repairs, auto services, etc. 2,150,800 2,150,800
Miscellaneous repair services 790,090 790,090
Amusement, recreation services
(excluding motion pictures) 208,180 208,180
Farm equipment repair services 573.:330 573,330
Taxl services 188,010 188,010
Total revenue $8,071,380 37,595,660

8The statistics used to estimate the above tax revenues
were based on 1963 observations. Since the current taxes
were for the fiscal year ending June 30, 1965, it seemed
appropriate to present the services estimates as estimates
of 1964/65 revenues. The April, 1964 issue of The Survey of
Current Business (31, p. 14) indicated that personal income
in Iowa increased by approximately four percent per year over
the period 1948-1963. Thus, the initial estimates were in=-
creased by eilght percent in order to estimate the level of
revenues for the fiscal year ending June 30, 1965 in Iowa.

bThis group of selected services is now included in the
Retail Sales Tax base in the State of Iowa. The 61lst Iowa
General Assembly in 1965 extended the tax base to include
these items.

the lmpact of the tax burden, the estimates have been adjusted,
where feasible, so that the taxes that can be defined as fall-
ing on non-Iowans are deleted from the expected revenues for

purposes of determining the incidence values for Iowans.



b2

The revenue from the sales and use taxes in Iowa was
$92.7 million for the twelve month period ending March 31,
1965. Therefore, the addition of the selected services hes
increased this source of state revenue by $8.1 million, or a
3.2 percent increase in the consumption tax revenue. This
increase is considerably lower than the estimates previously
discussed.l

There are additional considerations which indicate that
the above estimate 1s somewhat conservative. A number of
services are not included since it is virtually impossible
to estlimate the amount of revenue that they would ylield.

An example will illustrate the dilemma: Many retall stores
provide services, especlally in the form of repairs. - Retall

stores are classified under Retall Trade (26) by the Census

of Business. And since there 1s no basis upon which to
determine the portion of retall trade gross recelpts that are
attributable to services, it would be extremely difficult

to venture an estimate of what the increase in the consumption
tax revenues would be 1f the services of retail services were
included in the tax base. The inclusion of the services which
they provide would clearly increase state revenue and at

relatively little cost since these businesses already collect

1This reference 1s to the Report of the Iowa Legislative
Advisory Committee on the Study of State Revenue (11), end
the revenue estlmates of the Bureau of Municipal Research in
Des Moines (4).
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the Iowa retail sales tax. Moreover, the taxation of theilr
services might facilitate bookkeeping for these businesses
since all of their sales (both goods and services) would be
taxable. It is unlikely that the total tax revenue would be
increased substantially by the inclusion of these services,
however. Table 6 lists several retail trade businesses that
provide at least some services to consumers.l

The list shown in Table 6 is comprised of some retail
businesses that also provide services that would increase con-
sumption tax revenues. Since there is no apparent basis upon
which to estimate the revenue from these sources, no attempt
has been made to do this since it would be a guess at best.

The next step in the analysls was to assign the various
taxes to specific budget items iIn the same way as the taxes
collected from the items included in the consumption tax base
for the 1964-1965 fiscal year. The incidence of the tax on
services was then determined in two ways:

a. The incidence of selected services alone.

b. The incidence of the consumption tax collections

for the 1964-1965 fiscal year plus the estimated

revenue from the tax on selected services.

1’I‘here is an alternazte method that can be used to esti-
mate the gross tax revenues for the state of Iowa if all of
retall trade, public warehousing, selected services, legal
and medical services, private business services, and taxi
services are included. The method i1s to apply a two percent
tax to the gross receipts of these categories. In fact, this
was done and a discussion with the statistical results can be
found in Chapter III.
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Table 6. Gross receipts of retall trade businesses in Igwa
that provide some services to consumers: 1963

Retall trade classification Gross receipts
Department stores $227,300,000
Painting, plumbing and equipment dealers 9,564,000
Paint, glass and wallpaper stores 16,219,000
Electrical supply stores 3,078,000
Hardware stores 64,557,000
Radio and TV stores 13,161,000
Household appliance stores 34,190,000
Sporting goods stores and bilcycle shops 8,626,000
Jewelry stores 19,229,000
Typewriter stores 1,683,000

a(26. pp. 17-6 and 17-7). Some of the above businesses
provide warranties with the goods they sell. Thus, they pro-
vide after-sale services, and these services are taxed since
the services are included in the price when purchased. The
inclusion of post-warranty services would then seem to be a
logical extenslon of the tax base. :

In the following table (Table 7) the upper figure in each
cell is the incidence value for the selected services of the
foregoing discussion. The middle figure is the incidence of
the services plus the incidence for the items in the 1964-1965
flscal year tax base. The bottom figure is the incidence of
the 1964-1965 tax revenues and is transcribed from Table 2.
Since each consumer must pay more taxes than he did before,
the second incidence value 1s higher than the third. The
incldence value of selected services for the category,

"Average for the state", indicates that the incidence of the
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Table 7. Tax incidence when selected services are added to the tax base
Legend: 1l. Incidence for selected services only
2. Incidence for selected services plus current
collections
3. Incidence for taxes collected in the fiscal year
ending June 30, 1965

Income
Under $1000- $3000- $5000- $7000- $10,000- Over
Ocecupation $1000 2999 L4999 6999 9999 14,999 $15,000
Self employed 1.07 24 «20 .16 .16 14 o1l

.61 7.55 6.63  5.00  4.65 b2 2.60
13.55 7.3 6.4y L.84 L. 4g9 4,10 2.50

Sa-laried and 022 «18 o19 016 ol? 016 015
professional 6.60 6.33 6.15 5,00 525 5.10 L.09

6.3? 6.16 5.96 u085 5.08 4.93 3.9“’
Sales and 23 .16 16 «15 .16 17 14
clerical 6.61 5.01 5.40 4,98 5426 5.4 3.69

6.37 4.85 5.24 k.83 5.10 5.27 355
Skilled labor 023 21 018 01? 016 01? .l?

6.60 6.66 6.38 5.81 529 5.38 4.40
6.37 6.45 6,20 5.64 5,13 5,21 4.23

Semi-skilled 023 016 .l? -l6 .l? 016 013
labor 6.60 5.67 6423  5.59  5.66  4.92  3.59
6.37 5.51 6.06 5.43 5.49 4,76 3.46

Unskilled labor 23 .16 .16 .16 18 17 14
6.60 5.45 5.60 5.56 6.29 5.63 3.68
6.37 5.28 544 5,40 6.11 5.45 3.55

Farmers and Bl »3L 21 <18 13 «10
farm menagers 9.65 7.18 5.29 k.37 3.26 2.42

9.22 6.88 5.08 L.19 3.12 232
Other (i- Bey Head «18 -l? -1? 015 14 u15 .14
not in civilian 5.77 h.64 5.39 5.31 4,56 4.39 3.63
labor fOTCO) 5.60 “'.a’? 5.22 5.16 L2 L2k 3-149
Average for 054 «20 119 18 01? 017 ll"’
the state 13.87 5.78 6.06 5458 5.36 5.07 3.60

13.33 5.58 5.87 5.0 5,19 4,90  3.46
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services themselves is regressive (l.e., varying from 0,20
percent to 0.14 percent).1

Extending the tax base to services had two purposes:
(a) to improve the equity of the consumption tax base; and

(b) to increase revenue. The latter was achieved, while the
former was affected very little, if any. Let us then proceed

to the next extension of the tax base.

ﬁLEiExtension of the Tax Base to Include Medical
and Legal Services

1. Legal services

There seems to be little doubt that lawyers perform a
service torconsumers. Moreover, it 1s to be expected that,
in general, those persons with relatively large amounts of
wealth (i.e., income plus assets) would tend to utilize legal
services more than persons with relatively low levels of
wealth. Hence, it would seem reasonable to assume that the
tax incidence of legal services would tend to be progressive.
The estimated sales tax revenue was $962.180.2 Since
all legal services are not performed for personal consump-
tion, it was estimated that $663,900 was paid by consumers and

$298,280 was pald by various businesses. Since the latter

3 .
As indicated before, the incidence values between $1000
and $14,000 are more reliable than the extreme income groups.

2p detalled discussion of this value and its subseguent
division are located in Appendix F.
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revenue estimate was assumed to be shifted onto consumers, 1t
was assigned to the budget 1tem, "Expendlitures for Current
Consumption", while the former was assigned to the budget item,

"Increase in Assets".

2. Medical services

There 1s little doubt that medical services merit con-
sideration if the tax base is to be extended to services. It
is most likely that the Legislative Advisory Committee implic=-
itly included medical services in 1its tax revenue increase of
446 million (11, p. &).

The estimated increase in the tax revenue to the state
treasury would be $4,455.36O.1

3. Tax incidence when legal and
medical services are included

The following table (Table}8) presents three sets of
incidence statistics. The first set of incidence values is
based on the estimated tax revenues from medical and legal
services. The second set of incidence values includes the
incidence for the consumption taxes collected in the 1964-1965
fiscal year, plus the incldence for the estimated revenues
from selected services, plus the incidence for legal and
medical services. The third set of incidence values is the
incidence pattern for the consumption taxes collected in the

fiscal year ending June 30, 1965.

1The composition of thils value is discussed in Appendix F.
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Table 8. Tax incidence factors when legal and medical services are added
to those previously considered
Legend: 1. Incidence for the taxes on legal and medical
services
2. Incidence for the taxes collected in the 1964-1965
fiscal year plus the taxes proposed on selected
services plus the taxes on legal and medical services
3. Incidence for taxes collected in the fiscal year
ending June 30, 1965

Income B
Tnder $1000-  $3000- 55000~ $7000- 310,000~ Over
QOcoupation $1000 2999 4999 6999 9999 14,999 $15,000
Self employed «39 «18 .16 ke «11 «10 .06

15.01 7.72 6.79 5.11 L.76 b3k 2.66
13055 ?031 6.44 4.8‘4’ 4.“’9 Ll'.lo 2.50

Sahrled aﬂd 03‘4 -22 ol"" 01.2 012 olo 009
professional 6.94 6.56 6.28 5.12 5437 5.19 4,18
6.37 6.16 5.96 L.85 5,08  4.93 3.94

Sales and 35 «15 12 12 11 .08 «07
clerical 6.96 5.1? 5052 5.10 5.37 5.52 3-?6
6.37 L,85 5424 4.83 5.10 5.27 355

Sld-lled labor -3‘4 01? olu 12 .11 .10 o1l
6,94  6.83  6.52  5.93  5.40  5.48  L,51
6.37 6.45 6.20 5.64 5.13 5.21 L.23

Semi-skilled 35 16 .10 Jl .09 .07 .06
labor 6.95 5.82 6.33 5.70 5.75 4.99 3.65
6.37 5451 6.06 5.43 5.49 L.?76 346

oA 15 .13 .10 .10 .07 .07
6.94 5.59 5473 5.66 6.39 5.70 3.75
6.37 5,28 5.4 5.40 6.11 5.45 3.55

Unskilled labor

Farmers and 029 019 013 o1L 009 -05
farm managers 9¢95 7038 5042 1&.48 30 35 2-4?
Q.22 6.88 5.08 4.19 3.12 2.32

Other (i.e., Head «38 24 .16 12 27 12 +06

not in eivilian 6.15  4.88  5.55  5.43 473 L.51 3.69
labor forca) 5.00  L.47 5,22 5.16 L2  4.24 3.49
Average for «63 «20 15 12 12 «09 .07

the state .50  5.98 6.2 5:70 5.48 5,16  3.67
13°33 5'58 5-8? 5'40 5'19 ’4'-90 3-46
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L, Discussion of the new incidence patterns

For the sake of ease and simplicity, the following remarks
are confined to a brief discussion of the incidence for the
classification, "Average for the state". As would be expected,
the incidence is higher absolutely since the tax base has been
extended to include new items with the result that more taxes
are pald out of disposable income than before the tax base
extension., The absolute increase 1s 1llustrated below by
tabulating the incidence of the selected services, and the

inclidence of the taxes on‘legal and medical services (Table?).

Table 9. Incldence factors of selected services, and medical
and legal incldence factors for the average Iowan

$1,000- $3,000- $5,000- $7,000- $10,000=-
2,999 L,999 6,999 9,999 14,999

Selected services 0.20% 0.19% 0.18% 0.17% 0.17%
Medical and legal

services 0.20 0.15 el 0,12 0.09
Selected services

PLUS legal and

medical services 0.40 0.34 0.30 0.29 0.26

The above table reveals that the introduction of medical

end legal services has produced en incldence pattern which

is regresslve.l

lThis result would seem to reject the theory presented
in the second paragraph of Chapter II. This may seem rather
surprising; however, 1t would be more surprising if the
inclusion of services produced (continued on next page)
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D. Extending the Tax Base to Gross Gasoline Sales

The suggestion that gross gasoline sales be included in
an expanded tax base could be subjected to criticism since
the budget item, "Automobiles", 1s the largest single source
of consumptlion tax revenue.

It can also be argued that gasoline 1s already heavily
taxed. DBetween ‘the tax imposed by the state of Iowa, and
that imposed by the federal government, Iowans already pay
11l cents tax when a gallon of gasoline 1s purchased. If one
assumes that the average gasoline user pays 30 cents per
gallon when he purchases a gallon of gasoline, the price con-
sists of taxes to the extent of 36 1/2 percent. In other
words, for every one dollar spent on gasoline, 36 1/2 cents
is tax;

The application of a sales tax to gasoline sales does
not set a precedent. The average consumer already pays a
sales tax on many items that are already taxed. The federal

government taxes liquor, the state government has a large

(continued from previous page) anything other than a
regressive incidence pattern. It was previously indicated in
Chapter I that the incidence values (tejj) are dependent vari-
ables. Since the budgets are not subdivided into services and
all other goods, the taxes from services were applied to the
same budgets as the consumption taxes collected in the fiscal
year ending June 30, 1965. Therefore, if the latter taxes
have a regressive incldence pattern, then the proposed taxes
on services can be expected to have a regressive pattern since
they are distributed among the occupation/income cells on the
basis of the same budgets.
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mark-up which can be viewed as a tax (i.e., government is
normally expected to provide services at cost, and not to make
a profit), and then the consumer i1s confronted with the retail
sales tax when he makes his purchase. Both cigarettes and
beer are similarly confronted with taxation before the sales
tax. There are other 1ltems that include varlous exclse taxes
imposed by the federal government, ltems which are subse-
quently sold in Iowa, end ltems that require the payment of
the retall sales tax. Close scrutiny mekes it apparent that
the applicatlion of the sales tax to gasoline purchases 1ls not
a unigque ldea.

The inclusion of gasoline in the retail sales tax base
provides a rather substantial increase in tax revenue relative
to the services which have been noted previously. This tax
would provide an additional $6,539,310 in revenue?y(agﬁbﬁred
to the revenues produced by the extension of the tax base to
the various services discussed in Chapter II (B), this addi-
tion is substantial (i.e., $13.4 million' compared to $6.5
million).

It was noted that 36.5 percent of the Iowa consumer's
gasoline dollar is attributable to taxes. The inclusion of

gasoline in the retall ssles tax base would increase this

figure to 38.5 percent. This would not appear to be a very

lrhe value $13.4 million includes selected services,
legal services and medical services.
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substantial increase in the price, while the revenue is rather
substantial.

There 1s an additional point regarding the sales taxation
of gasoline ‘that is worthy of conslderation: farm gasoline
use versus other uses. At the present time Iowa farmers are
refunded the seven cents a gallon on the gasoline used on
their farms. However, they do pay the 2 percent retall sales
tax in lieu of the seven cents per gallon tax. If the non-
farm gasoline users were required to pay a 2 percent retall
sales tax on thelr gasoline purchases, then it might be neces-
sary to revise the current refund policy and that farmers be
required to pay at least part of the seven cents tax.

Of course, farmers do not operate thelr farm equipment
on the hi