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ON FINANCING GOVERNMENTS IN IOWA: THE OUTLOOK

Note: This memorandum brings together the results of the staff research done

to date on the adequacy or capacity of the existing revenue structure to finance
prospective levels of expenditures. The main findings are summarized at the
outset and expanded in supporting sections. The next report, due on or about
4/15/66, will deal with the question of the equity (or fairness) of the Iowa

state-local tax system. In combination, the adequacy and equity studies provide

the case for tax revision and reform.

I. THE OBJECTIVES OF THE ADEQUACY STUDY AND ITS
MAIN FINDINGS

The primary objective of the study of the adequacy of Iowa's state and local
revenue structure was to determine the ability of Iowa state and local govern-
ments to finance the prospective increases in their expenditures over the next
decade from their own sources, without changes in the existing tax system. A
secondary objective was to examine the kinds of tax increases, assuming they
were indicated, which are conceivable and likely to occur in the absence of a
positive, forward-looking fiscal policy.

A. The Main Findings

1. If state-local expenditures in Iowa continue to increase as rapidly as
they have in recent years, expenditures in 1975 will be more than double the
level of 1964/65. 1In certain iwportant functional areas, however, this past

trend is not likely to continue. Educaticnal outlays, for example, should
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experience some tapering off due to reductions in the rate of enrollment
increases. On balance, a somewhat slower rate of growth is anticipated for
Iowa state-local expenditures in total, The "most likely'" projection, given in
Table 1, provides for an increase over the next ten years of $850 million, or
74 percent above the 1964/65 levels.

2. It is estimated that the existing tax structure will produce $173
million of additional revenue over the next decade without any increases in
tax rates, new taxes, or broadened coverage of old taxes (Table 2).

3. The "natural” increases in tax revenues at constant rates plus
anticipated increases in federal aid and user charges will , however, not be
sufficient to finance expenditures, in spite of the slowing down in the growth
rate of the latter. Table 3 shows a 1975 gap of $266 million, or about $27
million annually on the average, to be filled by increasing the rates or
adjusting the bases of existing taxes and/or adopting new forms of taxation.

4, Because of its residual character and its susceptibility to small
changes over time, local property tax rate increases will provide some of the
required revenue., However, this is far from an optimal solution to the fiscal
problem. The best interests of the State of Iowa would seem to be served by
implementing a policy of de-emphasizing the local property tax, via modification
or roll-back, and relying more heavily on alternative sources of tax revenue
whose ylelds are comparatively responsive to economic growth.

5. Depending on the extent of property tax "de-emphasis' and the yet-to-be
indicated need for structural reform in other areas of the state-local tax

structure, prospective revenue requirements could exceed yields under existing

Z



fiscal arrangements by as much as $100 million annually on the average over the
next decade. Repeal of the personal property tax, for example, would "“cost"
other sources of revenue about $70 million per year. The livestock component
alone would require additional replacement revenues amounting to approximately
$15 million annually.

6. Table 4 lists several tax changes which might be considered as 'gap

fillers"” singly or in combination.
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II. THE PROSPECTS FOR STATE-LOCAL FISCAL REQUIREMENTS IN IOWA

A. Introduction

This section summarizes the results of a projective survey of public
expenditures in the State of Iowa designed to furnish guidelines for
appraising future expenditure-revenue balances.! The projections are to
be used in the planning and development of a tax program in order that
emerging needs can be met in a timely and efficient manner. They constitute
a basic building block in the Governor's comprehensive tax study, for they
measure the extent of the '"need for revising and equalizing the tax
structure of the state of Iowa.? In addition, the expenditure projections
in relation to the revenue estimates establish quantitative benchmarks
for the series of detailed studies of individual components of the

Iowa state and local fiscal structure which are to follow and complement

the adequacy study.3

At the outset it should be stated that it is not the purpose here
to question or judge the level or quality of public services that were, are,
and will likely be provided in such areas as welfare, public and mental
health, higher education, and the like, nor the extent to which the legislature
has and may expand aid to local schools, counties and cities. Expenditure
projections provide a view of the future based primarily on present knowledge
of foresceable developments and of relationships of the past. A projection

is not a prediction or a prophesy of the future, but

1See the Staff Paper on expenditure projections by Thomas Pogue, Larry Sgontz,
and Arthur Welsh.

243R 28.

el

3The series is detailed in Interim Report under date of 30 December 1965,
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rather a forecast of what will likely occur if a number of specific assumptions
regarding the composition and behavior of the lIowa economy and the underlying
forces affecting expenditure levels were, in fact, to materialize. Once

the strategic assumptions are made and accepted, the projections follow

logically.

B, Mzjor Determinants of State-local Expenditures

There are basically four forces continually at work influencing the

trend in Iowa state-local expenditures. They are:

1. Needs

2, Prices

3. Quality

4., Productivity
Based on the evidence of the past, probably the most obvious factor
sheping the megnitude of public expenditures in Iowa is the underlying
workload or need for public services = school and university enrollments,
the proportion of persons living in urban areas, the number of indigent
families, and the like. It is possible, for example, to arrive at a
first approximation of the fiscal requirement for public elementary and
secondary school education over the next decade by applying published
projections of the number of children of the age group 5 to 18 to the
current level of cost per pupil. The same technique can be applied
to each of the major categories of public services; that is, quantify the
principal indicator of the underlying needs of a specific function, project

its future level, and apply the current expenditure data.4

- ——————
4
This procedure is followed in arriving at the 1970 and 1975 projections

in the "Constant cost' model. For these figures, see Table 1.

5
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The rate of increase in needs stemming from population and enrollment
changes should be manageable in the next decade. Over the period,
Iowa's total population is expected to increase by only about 5 percent
and the State's school age population is projected to rise by just over
3 percent. 3 Moreover, in a generally prospcrous economy, a éontinuation
of the past trends in the needs for other special type services, such as
welfare programs, seems unlikely. Rather, the increase is expected to be
at a moderate rate. Partially offsetting these manageable increases,
however, is the substantial rise anticipated in college and university
enrollments, both in absolute numbers and as a proportion of the total
college-age population., The latter ratio is estimated to increase by
30 percent over the next decade,

In addition to the forces of demographic trends influencing the rate
of growth of Iowa state-local expenditures, there is another variable of
considerable importance, namely the prices of the goods and services purchased
by the State of Iowa and its local units. Government purchases of manpower
(i.e.,personal services) are particularly sensitive to price increases.
They also constitute the bulk of governmental budgets. In order to attract
the necessary resources into teaching, for example, teachers' salaries will
at least have to keep pace with wage and salary and pension and fringe
benefit increases in the Iowa economy at large. Similarly, the cost of
providing public hospital and welfare care will have to mirror the

corresponding private cost structure,

5U.S. Bureau of the Census, Illistrative Projections of the Populations
of the States, 1970-1985, Series I-B, Series P-25, February, 1966.
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It should be emphasizgd that the rapid rise in govermental costs
cannot be attributed to inflation in the general price level. Nationwide
consumer and wholesale price indices have recorded overall price level
stability in the last decade for the simple reason that productivity gains
in the private sector have more or less kept pace with rising wage and
salary levels. In the past ten years, the average annual wage and salary
payment per employee in private nonagricultural industries rose 43 percent,
or about 3.6 percent per year. Over this same period, average annual
cutput per employee also rose by 44 percent, again approximately 3.6 percent
per year. Thus, in terms of their impact on prices, the gains were offsetting.

Because wage and salary levels in private industry will likely continue
to increase in the next decade, Iowa's governmental units will be confronted
with steadily rising personnel costs. Unfortunately, governments, like
private service occupations (e.g., legal, medical, and the like) cannot
offset rising salary costs with offsetting productivity improvements.

The fact of the matter is that automation and mechanization can have only

a relatively limited impact on personnel costs of government. Consequently,

if the state and local governments in Iowa are to attract and retain personmnel,
and to acquire additional resources as well, they will have to at least match
the increases in the private sector.

A third factor accounting for growth in the level of expenditures is
changes in the quality of public services. Again, experience suggests that
governments in Iowa can be expected to do more things and do them better
in the future than in the present and recent past. To illustrate the
point, the quality of the public educational offering is constantly being
improved through better trained teachers and new programs. Similarly,

many other functional fields are adopting higher progessional standards

4
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for personnel who practice welfare, health, planning, law enforcement,
and recreation.

There is strong evidence to support the view that with rising incomes,
citizens expect and demand a higher standard of performance from the public
sector. 5 Also, levels of state-local expenditures are influenced by the
quality and scope of services adopted by other states. New school programs
initiated elsewhere, for example, create expectations and subsequent
pressures for competitive emulation in Iowa. Thus, while future quality
changes in the performance of public services are difficult to quantify,
there is every indication they will be positive and substantial.

Finally, productivity and/or management improvements in the performance
of public services will work to influence the rate of growth in expenditures.
The further application and more effective utilization of computer
technology to data processing of local and state governmental operations
will serve to provide the same or an improved level of certain public
services at lower costs. But although additional efforts to improve
productivity and realize economies are expected to be made, there is a limit
to the extent of mechanizing governmental operations.

In sum, Iowa state and local government expenditures are going to
continue to increase in the decade ahead: by a comparatively modest amount
to accomodate population and school enrollment changes; by a larger amount
to improve the services provided by governments; and by a relatively
substantial amount to match the increases in the costs of the goods and
services the various governmental units buy. The likely magnitudes of

Iowa state~local expenditures in 1970 and 1975 are discussed in the next

section.

6A ten-year increase of 33 percent in income per person in Iowa is projected.

g



C. The Projections

Table 1 presents four series or "models' of projections of state=-local
expenditures in Iowa for 1970 and 1975. All four series are based on the
same assumptions regarding overall prosperity in the national economy,
general price level stability and rate of economic growth. They differ only
as to the relative importance attached to the various determinants of
expenditure levels.

The first series, designated the "Constant cost' model, indicates the
1970 and 1975 levels of Iowa state-local expenditures required to accomodate
population and school enrollment increases only. No account is made for
improvements in the standards and extension of the scope of existing programs
or for price changes. In the enviromment of an expanding economy, however,
experience shows that constant costs can be maintained only by reducing the
quality and/or quantity of existing programs. Because of the unlikelihood
of the citizens of Iowa desiring or permitting this to occur, the "Constant
cost" figures are highly unrealistic. It is interesting to note, nevertheless,
that even under these highly unrealistic assumptions, the level of state-local
expenditures will increase over the decade by 16 percent, or $172 million.

The "Competitive' model or second series gives the probable magnitudes
of outlays on public programs of constant quality, but adjusted to reflect
both population and enrollment changes and risipg costs resulting from the
need to compete for resources with an expanding private sector. As a
minimum, government salaries will rise along with the wages and salaries
in private industry. The rate of increase will very probably be even
greater than in the economy generally. For example, the U.S. Office of

Education estimates that the demand for new teachers will equal 10 percent
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of the total number of teachers in the average year in the decade ahead.’
Yet, net additions to the ranks of the teaching profession are estimated
at between 2 and 2 1/2 percent per year. Thus, even if all other educational
expenses remain fixed, because of the importance of personnel requirements,
per pupil costs are likely to rise substantially by 1975. The terminal
levels for this series, therefore, represent & realistic lower limit of
projected expenditures.

The "Improvement" model allows for changes in underlying needs or
workload, price increases, and some modest improvements in the quality of
public services. The quality improvements, however, are projected at
a much lower rate than the experience of the past indicates. Since the
"Improvement' series takes into account most of the factors likely to
influence the level of public expenditures in Iowa, its results are rated
"most likely."

Finally, the "Continuation" model indicates the level of expenditures
vhich would result if outlays increased as rapidly between now and 1975 as
they did between 1958 and 1964, It is considered highly unlikely that this
rate will persist over the next decade. The terminal levels, therefore,

constitute the upper limit to the projections.

III. THE PROSPECTS FOR STATE-LOCAL FISCAL RESOURCES IN IOWA
A. Introduction
The productivity of the Iowa state and local tax system in combination

with funds acquired by borrowing, federal aid, and user charges determines

7
Projections of Educational Statistics to 1973-74 (1964 edition).
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TABLE 1
PROJECTIONS OF IOWA STATE-LOCAL GOVERNMENT EXPENDITURES, 1970 AND 1975a

(In millions of current dollars)

it Health

; Local Higher and All

% Fiscal Year and "Model" Schools Education Welfare Highways Other Total

% 1964/65 (actual) 334 107 141 230 200 1,012

© 1969/70 (est.):

' Constant cost® 365 180 152 272 215 1,184
Competitive’ 462 228 193 272 272 1,427
Improvement® 475 247 204 272 282 1,480
Continuation® 499 279 214 272 328 1,592

1974/75 (est.):

Constant Cost® 373 201 159 309 224 1,266
Competitived 574 309 244 309 345 1,781
Improvement 611 323 265 309 354 1,862 j

Continuation® 647 395 286 309 474 2,111 |

8a11 projections assume overall prosperity in the national economy, general price level stability,
and a normal rate of economic growth.

bHighway expenditures are projected under cnly one "model’ because of the importance and
rigidity of federal matching programs. These figures reflect the findings of the 1960
highway fiscal study report to the Iowa Roads Study Committee.

CIncrease in expenditures reflects only increasc in population or (for education ) enrollments.
Increase in expenditures reflects population and enrollment increases and the fact that Towa

governments must match wage and salary increases (i.e., prfccanL costs) and the like which
take place in the private sector, with few if any offsetting productivity gains.

®Increase in expenditures is the ‘“competitive model, ' but with an allowance for modest

improvements in the standards of public services.

fLe'vels reflect continuation of 1958/64 annual rate of increase,

/!
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the capacity of the present revenue structure to support the projected

-

level of public experditures. This section summarizss the projections of

=
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revenuas gxpecied Lo be vazlized frowm the oxisting eixucture without

her changee in Loz rates, the inpeszition of new taxes, or the
; 8
coveraze of present levies. Ia short, it indicates the extent to which

3

any furt

the present structure will generate additional revenues automatically
from the norual expansion in Iowa's economy.
general, the approach to the derivation of tax revenue projections
involwas the development of relationships between the changes in the bases
of each of the major state~local levies and the assumed rates of economic
growth,. For example, cvar the next decade the retail sales tax collections,
whizh ave based on the dollar value of taxable purchases, will reflect
the coriined dmpact of population and income increases. Similarly, the
fadividvali income tax will generate increased revenues due to the
antiolpsted exvpansion of economic activity. The property tax levy will
reflect  cwong other whings, rises in the market value of taxable
properi. 24 new construction, For the comparatively minor sources of
state g iscal tax rovenue, the cigarette tax, inheritance tax, and the
lile, ibc srojections reflect primarily historical rates of growth,
abstractsd from rate and bas:c adjiustments.

The single major source of nopo=tax revenue is federal aid associated
with specific programs (e.g., hichways, education, housing, renewal,

and wztsy coliantion contrel). It presently .accounts for over 10 percent

8'.l‘he projections include the full effect of the 1965 tax provisions. See the

Staff Paper on revenue projections by Mary Faden, James Prescott, and

Charles Meyer.
14
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of the total revenue. The projections of this component of the Iowa
revenue structure are based on the expectation that over the next
decade recent trends will continue without new and radical departures,
Federal aid for health and education is likely to expand as a result of
recent and pending legislation, but aid for highways will remain relatively
stable.9 An important distinction to consider with regard to federal
aid and other so-called "program-associated receipts" is that expenditures
and revenues are inextricably interwoven. The expansion of the public
service or program is financed in whole or in part by earmarked receipts.
The demands on general revenue sources, therefore, are less than the

program expenditure projections would indicate.

B, Fiscal Resources: 1970 and 1975

Table 2 summarizes the projections of Iowa state-~local revenue by major
source for 1970 and 1975, As indicated, an increase in total
tax revenue of 46 percent (or $173 millicn) between 1964-65 and 1974-75
is expected as a result of the interacting forces of economic growth.

If the present tax structure remains as it is in all respects, the
absolute and relative importance of the individual income tax will increase
significantly over the next decade. In dollar amounts, its yield will more
than double; as a percentage of total tax revenues, a 63 percent gain is
anticipated. These developments follow from the additional income generated
by the State's economy and the application of the statutory graduated rate
structure., The latter provides the only substantial element of responsiveness

of revenue yields to economic growth in the tax structure.

9'.l‘he fiscal impact of Medicare, for example, will take the form of federal

payments for hospital care on behalf of some formerly indigent patients,

/3
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TABLE 2
‘ PROJECTED REVENUE FROM IOWA STATE - LOCAL REVENUE STRUCTURE,

1970 and 1975, ASSUMING NO CHANGE IN TAX RATES OR OTHER PROVISIONSa
( in millions of dollars)

Actual Projected
Source 1964/65 1970 1975
b
Property 413 493 572
Income® 63 99 144
Individual 57 88 130
Corporate 6 11 14
Sales and Used 95 108 122
Other taxes® 189 235 270
Total taxes 760 935 1,108
£
‘ Charges and misc, 165 218 272
Federal aid 141 179 216
Total, all sources 1,066 1,332 1,59

YProjections reflect only growth in Iowa economy,

b
Property tax rate held constant at levels recorded for 1965-66. Increases
reflect expected expansion of taxable values,.

cProjections include the impact of 1965 changes regarding withholding and
rate adjustments,

d
Projections allow for 1965 base changes.

®Includes cigarette tax, inheritance tax, insurance premium tax, motor
fuel and liquor levies.

£
Includes license fees, tuition, hospital charges and the like.

. /4
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Given no rate changes in the property tax, tax payments will,
nevertheless, rise by $159 million or 38 percent between now and 1975,
The property tax is and for some time will apparently continue to be the
mainstay of the state~local revenue system in Iowa. In 1964, the property
tax revenue of local governmental units accounted for 54 percent of
total state-local tax revenue. For 1975, the comparable projected
percentage is 52 percent,

Comparison of 1964/65 actual tax receipts with those projected for
1975 for the retail sales and complementary use tax indicates some increase
over the next decade. For the rate of increase, however, is considerably
below that expected for the income taxes. Becausc of the limited scope
of the sales tax (i.e., largely exempting consumer services), the percentage
increments in collections over time are normally less than the corresponding
increments in the leading measures of economic growth.

Total state-local taxes in Iowa in 1964/65 amounted to $276 per capita.
If the Census' estimates of population in 1970 and 1975 are realized, the
projection of total tax revenue for fiscal 1970 and 1975 indicates that
per capita payments will be $333 and $377, respectively. Employing an
alternative measure of general tax level changes, namely, state-~local tax
receipts as a percentage of personal income received in the state, in
1964/65 this ratio was 11.6. For 1970 and 1975, the projected ratios
are 12,0 and 11.9, respectively. 1In short, tax payments relative to
population are expected to increase substantially over the course of the
next decade, However, because of economic expansion, state~local tax
collections in Iowa, when expressed as a percentage of personal income,

are projected to remain almost constant.

18
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IV, EXPENDITURE-REVENUE BALANCES

When the projections of expenditures are combined with anticipated
revenues, the emerging problems of Iowa state~local finance are evident.
Table 3 gives a summary of the "most likely" projections of expenditures
and revenues for 1970 and 1975 and indicates the additional tax revenue
requirement necessary to cover expenditures. According to Table 3, the
existing structure of state-~local taxes will fall short of providing
the revenues likely to be needs in 1970 and 1975 by $148 million and
$266 million, respectively, or about $30 million annually, on the average.
This gap does not include any allowance for replacement revenues should
it be considered desirable to reduce or remove one or more taxes in the
present structure. For example, the repeal of the personal property tax
on household furnishings and machinery and equipment would impose an
additional tax requirement of approximately double the projected gap
under the present structure, or a total of some $60 million annually.

Working at least initially, with the $30 million annual deficiency,
the issue is: what kinds of state and/or local taxes can be employed to

close the expenditure~revenue gap and which are most. likely to be usé&?lo

A. Local Property Taxes
It does not require much research to conclude that local property
tax levies in Iowa have risen substantially in recent years. Whenever

expenditure requirements have exceeded fiscal resources at the local

levels,

1oAn appraisal of the d¢sirability of these likely occurrences, from the stand-
point of state-local tax policy objectives, is to be included in the Staff
Papers dealing with individual components of the revenue structure.

/6
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TABLE 3

IOWA STATE-LOCAL BUDGETARY REQUIREMENTS :
(in millions of dollars)

1970 and 1975

Item 1970 1975
Expenditures (Table 1)2 1,480 1,862
Less:
Non-tax revenues (Table 2) 397 488
Tax revenues under present structure (Table 2) 935 1,108
Total revenues 1,332 1,59
Equals:
Additional requirement 148 266

a"'Impr:c:&vmment" model projection.
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the most likely action was an upward rate adjustment simply because
the property tax rate is determined as a residual. In other words,
once expenditure needs are determined, and state aid and nonproperty
tax and other nontax revenue sources are estimated, the resulting difference
is the amount to be raised by the property tax. The rate is calculated
by simply dividing the aforementioned difference by the assessed value of
taxable property. Moreover, since the rate adjustments are relatively
gradual and small in contrast to, say, increasing the personal income
retail sales tax rates, property tax rate increases have been and probably
will continue to be the path of least resistance.

Based on rate increases in the recent past, but considering also
the forces of resistence operating to narrow the tax base through exemptions
and limitations, it would seem reasonable to expect property tax rates
to increase sufficient to produce $60 million of additional revenue, i.e.,
above the projection appearing on Table 2, by 1975. 1In other words, the
local property tax rate increases will probably generate about $6 million
of incrumented annual tax revenue, on the average over the next decade
over and above what is attributed to the normal expansion in the tax base
due to economic growth. Clearly, the local property tax rates will
not be increased sufficiently to close the Iowa state~local revenue-expenditure
gap. Indeed, there is strong evidence on economic grounds to question
whether or not the local property tax, in its present form, should be
called upon to provide any of the additional revenue requirements. Thus,

other kinds of tax increases or new taxes will be necessary.

/5
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B. Local Non-Property Taxes

According to the Bureau of the Census, Iowa local nonproperty taxes
produce revenues equal to 1.4 percent of total local tax collections.11
With increasing pressures on the local propert& tax, some attention in the
near future may be focused on the various alternative forms of local
nonproperty taxes as a means of modestly strengthening the sources of
revenue for Iowa local units, particularly in counties with large urban
areas, Since the state presently imposes both personal income and retail
sales taxes, local supplements to either or both of these levies would
probably be preferablie to an independently administered tax. Permission
for Iowa local governments to impose non-property taxes must, of course,
come from the state legislature. Estimates are in the process of being
prepared on the productivity of various types of local nonproperty taxes.
But even in their absence, it seems certain that no local nonproperty
tax could conceivably produce revenues of the magnitudes indicated in
Table 3. In short, what projected expenditure-revenue gap exists after the
likely imyact of property tax rate increases is considered will have to

be closed from state-imposed, state~-collected tax sources.12

C. State Taxes

It would be premature at this point in the study to "guess' what
adjustments in the state's tax structure would likely be made to secure

the required annual revenuc increment in the absence of a positive tax

 §
1Governmental Finances in 1963-64, Series G-GF64-No. 1.

12This does not preclude, for example, the possibility of entirely new

federal aid programs to states, such as sharing in the federal personal
income tax collections, However, programs such as these are not yet
visible on the horizon,

7
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reform program. An optimal package of Iowa state-local finance would be

one which de-emphasizes the property tax, is conducive, insofar as possible,
to economic growth, produces increasing revenues automatically at rates

at least equal to the rates of growth in income, and distributes tax
liabilities among individuals and businesses in some rational and acceptable
fashion. The simultaneous attainment of these several goals is possible,

if at all, only after an intensive review, analysis and appraisal of the
individual components of the state's tax structure.

Table 4 below indicates, for the sake of illustration, some samples
of possible tax adjustments and their net revenue effects, They are presented
here as alternatives, but several may be considered in combination or
singly. It should be remembered, in closing, that simply meeting the
indicated revenue requirement for the next decade will do nothing toward
removing the tax inequities and tax obstacles to economic growth. To
the extent that these problems are solved only through the removal of
present taxes, the magnitudes of the revenue requirement facing the State

of Iowa in the decade azhead is substantially greafer than previously

indicated.l3

131f the entire tax on personal property were to be replaced, for example,

the annual expenditure~-revenue gap would approximate $100 million.

£ O
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TABLE 4

ESTIMATED ANNUAL NET REVENUE EFFECTS
OF SELECTED IOWA STATE-LOCAL TAX STRUCTURE ADJUSTMENTS

Tax Adjustment

Net Increase in Tax Yield
(In millions of current dollars)

1. PERSONAL INCOME TAX:

a)
b)

c)

Eliminate deductibility of federal
income 'tax pald, . casiencrsnssivssensie
Substitute 3% flat rate tax on
federal adjusted gross income less
$600 taxpayer and dependent
EXOMPLIONB . vivssussvssssisnnsnsssriee
Substitute 4% flat rate tax on
federal adjusted gross income less
$1,000 taxpayer and $500 dependent
EXENNEIONS s uevsnnanaorsssnns s ssains

SALES AND USE TAXES:

a)

b)
c)

Increase rate to 3%, extend tax
base to include selected personal
consumer=-type services (e.g.,
laundry and dry cleaning, auto
repair and parking, etc.), and
exempt $600 of taxable purchases
per person via $6 credit or rebate
on personal lncome taX.sesccsoceses
Increase rate to 3%

Extend sales tax base to include
selected serviceS..secsccecesccscce

CORPORATE NET INCOME TAX:

a)

b)

c)

Reduce rate to 3 percent, eliminate
federal income tax deductibility,
adopt 2-factor (payrolls and
property) allocation formula, and
impose 2 percent tax on gross margin
or value added as minimum alternative
levy (i.e., corporation would compute
both taxes and pay the higher of the
tWO)...............-..-.-...........-
Retain present rate and statutory
provisions and impose the minimum
alternative 2% gross margins tax,....
Repeal net income tax and impose

3 percent gross margin or value added

tax..Q-ono......-.o..o.ooa-..oDo..‘..

12

37

33

55
24

12

42

34

47
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TABLE 4 (Cont.)

Tax Adjustment Net Increase (Decrease) in Tax Yield

(In millions of current dollars)

4, PROPERTY TAX:

a) Exempt tangible personal property
eRcept 1OVentories ...evssssunsassuss (45)

b) Exempt machinery, equipment, tools,
dies, inventories, etc., from local
property tax and impose specific
state levy only on machinery and
equipment at $9 per $1,000 of
original cost and on inventories at
$18 per $1,000 of book value (rates
should approximate the average
state-wide effective rate on real
BROBEELY) s st snsbvabiecny abahs sasaus 28

A A
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THE IOWA STATE-LOCAL TAX STRUCTURE--~ EQUITY CONSIDERATIONS

Note: This document summarizes the results of the staff research oa the
incidence (i.e., the burden by income class) of the Iowa State and local
tax structure., It constitutes the second of the two 'primary' or “framework"
studies of the proposed research program. Subsequent reports will deal with

spccific components of the tax structure.

I THE OBJECTIVES OF THE EQUITY STUDY AND ITS MAIN FINDINGS

The analysis of the estimeted distribution of tax liabilities among
income groups in Iowa is intended to provide answers to the following
questions: Is the present tax structure regressive, proportional, or
progressive in its overall distribution of burlen? To what extent does each
ma jor component of the present tax structure contribute to the overall
distributional pattern? What proportion of the total tax collections are
"exported" from the State and, consequently, borne by others than the
residents of Iowa? Does the distribution of tex burden borne by Iowa
residents follow some rational pattern and is it consistent with accepted
notions of "fairness'"? In addition, and equally important, the analysis
suggests the general direction which future tax policy should take to
improve the equity and alleviate the projected revenue deficiency.

A. The Main Findings

1. As a result of the provision for the deductibility from business

or personal income for federal income tax purposes of specified State and
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local tax payments, almost one fifth ($131 million) of Iowa State and local
tax collections are “borne" by the federal government. Another 8 per cent
($56 million) is the responsibility of nonresidents who pay Iowa's taxes
via purchases of goods produced in Iowa but sold out of the State. In total,
Iowa residents, in their capacity as either consumers, producers, or owners
of property, carry approximately 75 per cent of the actual burden imposed
by Iowa taxes., For 1964/65, this amounted to $539 million out of a total
$726 million of tax collections,

2. As indicated in Table 3, Iowa's present State=-local tax structure
is steeply regressive (i.e., tax burdens expressed as a percent of household
income decline as income increases) throughout the income range up to
$15,000 and progressive thereafter. The "average" family with income of
$5,000 has State-local tax burdens relative to income which are 60 per cent
greater than the "average' family with income above $10,000. The regressivity
at household income levels below $5,000 is even more pronounced with taxes
absorbing over 20 per cent of income.

3. The local property tax, particularly on residential real property,
is primarily responsible for the overall regressive pattern of tax burden
distribution. In the first place, it accounts for over 50 per cent of the
total tax payments actually borne by all Iowa residents (Table 1), and, in
the second place, housing expenditures constitute a larger proportion of
income of the lower income groups than of higher income groups. By compariscn
to the only other major tax source which distributes its burden regressively,
namely the retaill sales and use tax, the property tax is seven times as

significant a contributor to the overall distribution pattern. The policy
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implication seems clear: as the major source of inequity in the existing
State and local tax structure, any increased reliance on property taxation
is an alternative to be avoided (assuming Iowa does not want to reinforce
the already substantial regressivity of its tax structure).

4. The retail sales and use tax is mildly regressive throughout the
income range (see Table 3). The tax could be made roughly proportional
in its distribution, i.e., absorbing about the same percentage of income
in each income group, if over~the~counter exemption of food purchases for
home consumption were provided or in lieu of this exemption, an equivalent
retail sales tax credit or rebate were instituted.

5. As would be expected, iowa's individual income tax is slightly
progressive throughout the range of income classes (see Table 3). The
percentage of income absorbed by the income tex extends from 0.1 per cent
for households in the lowest income group to 1.5 per cent for the group in
the highest income bracket. But because the income tax provides less than
10 per cent of the total tax payments of Iowa residents, its distributional
effects have little influence on the shape of the overall distributional
pattern. The reciprocal offset provided by deductibility of the State
income tax under the Federal income tax and of the Federal income tax under
the State income tax is of substantial importance in reducing the
progressivity of the State Individual income tax.

6. The remaining sources (mainly motor fuel, cigarette, beer, 1iquor;
insurance premiums and inheritance taxes) of State and local tax revenue are
individually of minor significance. But in the aggregate, they account for

over one quarter of the total burden of tax coliections imposed by the Iowa
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tax structure, Because these imposts -(the inheritance tax excepted)
distribute their burden in accordance with the taxpayers' copsumption
patterns, i.e,, the various uses of income, they add an additional element
of regressivity to the overall distribution. The motor fuel tax and
vehicle licenses, however, might better be considered user charges which
are designed to distribute their liabilities in accord with the extent

of actual use of the services provided by the highway network. In other

. words, the benefit principle scems appropriate in this case. Deduction of
these charges from the distribution would reduce somewhat the severity of
the regressive character of 'all other taxes."

7. If only equity (i.e., the treatment of the higher income groups
compared to the lower income groups) were at issue in the formulation of
Iowa tax policy, the direction is clear: place increased reliance on the
income taxes, both individual and corporate, and reduce, to whatever extent
possible, the relative importance of the local property tax. Before this
position can be completely substantiated, however, an evaluation of the
structural features of the individual components of the Iowa State~local
tax system is necessary. This information will provide answers to such
questions as: What are the comparative economic effects of alternativeltax
adjustmentsf Are aduinistrative considerations -~ including compliance costs
to the taxpayer as well as enforcement costs to the government -- of equal
weight in each of the tax alternatives? Does any one levy have a greater
degree of public acceptability? What economic groups would receive the
benefit of a rollback in property taxation? Finally, can the present State-
local tax structure be reformed, in conjunction with a program of tax revenue

increases, to make it less inequitable?
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. II. SCCPE AND METHODOLOGY

A, The Equity Concepts

Equity in taxation refers to the fairness of the tax system and of
individual tax measures. Tax systems are generally considered fair when
tax liabilities vary in some reasonable relationship to a prescribed
circumstance of the taxpayer or taxpaying group. It follows that where
circumstances are similar, tax liabilities should also be similar. This
"equal treatment of equals" or horizontal equity is particularly applicable
to an evaluation of specific tex measures, Thus, for example, under Iowa's
retail sales tax, taxpaying units having the same amcunt of consumption
expenditures should pay the same amount of sales tax. To the extent
equal-circumstance groups do not pay the same sales tax (e.g., if some
purchases are exempt or otherwise excluded) horizontal equity is violated,

. Each ma jor individual and business tax in the Jowa State-iocal tax structure

is being examined for violations of the rule of horizontal equity. The
focus of the staff research under consideration here, however, is not
horizontal equity but rather vertical equity -~ the treatment of the taxpayers
in the lower income groups compared to taxpayers in the higher income groups.1

In brief, the interpretation of the application of the principle of
vertical equity to the tax structure is that the burden of general taxes
should be distributed among taxpaying groups (families and individuals) on

the basis of their respective abilities to pay, and that income is the most

1See, "The Incidence of Iowa State and Local Taxes' by J.A. Dockel,
Mary Faden, and Charles Meyer. The study also includes a four-group
breakdown of occupational groups.
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appropriate measure of the ability to pay taxes.2 Thus, as income increases,

the ability to pay taxes increases at least at the same rate as income
increases.3 The degree of vertical equity is measured by comparing the
distribution of effective tax rates, i.e., average tax payments, expressed

as a percentage of income, of each income class. The overall distribution

is described as regressive if tax payments as a percentage of income decline
as income decreases; it is proportional if tax payments absorb an equal share
of income for the different income groups; and, it is frogressive if tax
payments as a percentage of income increase along with incomes,

B, Impact, Incidence and Shifting

Needless to say, tax statutes do not automatically define tax burdens.
The individual or business paying a tax is not necessarily the same individual
or business bearing its ultimate burden., In the terminolcgy of public
finance, there is a critical distinction between the impact of a tax (i.e.,
the point at which the first effects are experienced) and its incidence or
final burden. If there is a difference between the impact and incidence of
a given tax, a process known as shifting has occurred. Tax shifting
operates through price adjustments, i.e., either as an increase in the price

of things sold or a decrease in the price of things purchased.

2The question of the proper definition of income is explored in detail
in the staff report, op. cit.

3Another criterion of equity is benefits received, whereby tax liabilities
reflect benefits from particular governmental programs. Tax payments are
related to the costs associated with the actual use of the service by particular
taxpaying units or groups. Highway financing on the basis of metered highway
use as measured by motor fuel comsurption is perhaps the best illustration
of an attempt to employ the benefits received principle as a guide in the
formulation of tax policy. The scope of additioneal benefit financing of public
services in Iowa is clearly limited, cven if it were considered desirable to
extend the application of the concept.
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Three forms of tax shifting are taken into account in the study of
the incidence (final burden) of State~local taxes in Iowa. In the first
place, Iowa taxpayers are permitted to deduct several Iowa-imposed taxes
(primarily inceme, retail sales and property taxes) from the base of the
Federal income tax. Without this provision, Icwans and citizens of other
states as well would pay substantially higher federal taxes than they
otherwise do. Consequently, the burden of taxes imposed by Iowa governments
is less, by the amount of the estimated Federal offset, than the amount of
actual tax collection., These offsets are said to be shifted to the
Federal government.

The second type of shifting considered in this study occurs when
State-local taxes increase the prices at which Iowa businesses sell their
products, Most of these tax-induced price increases are borne by Iowa
residents, But as a result of Iowa firms selling products both in and out
of the State, some are borne by non-residents.4

The allocation of 1964~65 tax collections between Iowa residents and
non-residents (including the Federal government) is given in Table 1
(on p. 8).

Finally, certain business 'cost' taxes may not be shifted forward to
consumers in the form of higher prices because of competitive market
conditions. Rather, they are absorbed by the owners of the enterprise in

the form of lower profits and/or incomes. Recipients of profits and income

4 To be sure, Iowans also bear some of the shifted portion of taxes

imposed by other states. Concern here, however, is with the equity of
taxes over which Icwa has control. The same raticnale accounts for the
exclusion of federal taxes frowm the Iowa incidence analysis. Moreover,

the federal tax provisions are invariant with respect to geographic
location.
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Table 1

ESTIMATED ALLOCATIONS OF IOWA STATE AND LOCAL TAXES
BY TYPE OF TiX,
1964-~5 (Millions of Dollars)

Allocation of Burden
Tax Iowans Nonresidents Federal Government Total

Retail Sales and

Use Tax 69.1 6.2 18.0 93.3
Perscnal Income Tax 39.6 il 7.4 48.1
Property Tax 280.9 35.8 89.1 405.8
Other Taxes 149.4 13.1 16.0 178.5

Total 5392.0 56.2 130.5 712527

Note: The conceptual issues and statistical procedures involved in deriving
the above allocation are discussed in the staff report, op. cit.

of Iowa~based business operations are not infrequently nonresidents. The
extent to which the incomes of nonresidents are reduced by the imposition
of Iowa taxes is also accounted for in the incidence study.

A summary by major tax of the allocation of 1964/65 Iowa tax collections

paid by Iowa households and businesses and of the extent of shifting is given

in Table z (en p.9).
C. 4 Caveat
It should be explicitly stated that any incidence analysis (i.e., the

distribution of the ultimate burden of state-local taxes by income groups)

So




Table 1

ESTIMATED INCIDENCE OF IOWA STATE AND LOCAL TAXES
ON HOUSEHOLDS AND BUSINESS,
1964/65 (Millions of Dollars)

TAXES PAID BY Allocation cf Burden
IOWA HOUSEHOLDS Households Nonresidents Federal Government  Total
Retail Sales
and Use 58.5 6.9 65.4
Personal Income 39.6 1.1 71:4 48,1
Property 94.2 10.8 105.0
Other 130.4 33 133.7
All Taxes 322.7 3 5 28.4 352.2
TAXES PAID BY Iowa Towa
IOWA BUSINESS  Consumers? Owners?® Nonresidents Federal Government Total
Retail Sales 5
and Use 546 5.0 8.2 i1.1 27.9
Property 37.3 149.4 35.8 78.3 300.8
Cther 10.8 8.2 131 12.7 44,8
All Taxes 53.7 162.6 55.1 102.1 373.5

a 2 o 2
Business "cost" taxes shifted forward in the form of higher prices to Iowa
consumers .,

bUnshifted portion of business taxes.

c
Retail sales and use taxes on business purchases,

Scurce: Staff Report, op. cit.
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is based on certain specified assumptions regarding the shifting of taxes

from those who bear the statutory liability to those who experience the

true econcmic burden, Absclute precision in the determination of shifting and
resultant distributional patterns has never been accomplished. Indeed, it is
doubtful it ever will be., Nevertheless, equity considerations, albeit somewhat
approximate, are cztremely important for purposes of tax policy recommendations,
particularly when the ratio of taxes to income on the average in Iowa exceeds
ten per cent and there is projected need for additiconal tax revenue. The
several shifting assumpticns made in this study follow the mainstream of
scholarly.opinion adapted to the practical situations found in Iowa, and

the results, given the existing tax structure and the income and expenditure
patterns of the State's families and individuals, are in general conformity

with expectations.5

III. THE BURDEN CF IOWA STATE-LOCAL TAXES
Table 3 summarizes the results of the research into the incidence of
the Iowa State and local tax system at 1964/65 tax rates and collections.
Figure 1 graphically portrays the distributional pattern. The present tax
structure is regressive over an income range which includes over $7 per cent
of the State's texpaying units (families and unrelated individuals), i.e.,

the resulting overall pattern of effective rates decreases as incomes

increase.6

5The limitations of the incidence analysis are developed in detail in the
staff study, op. cit.

6The same pattern emerges even if the very lowest income groups are ignored

on the grounds that most of the taxpayers in this group are either welfare
recipients, households with temporarily low incomes, or one-person "houscholds.”
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ESTIMATED DISTRIBUTION OF IOWA STATE AND LOCAL TAX BURDEN, 1964-5,

AS PERCENT OF HOUSEHOLD INCOME BEFORE TAXES®

(averages for income classes)

ull-

Table

3

All Personal All
Number of Iowa Property Retail Sales Income Other
Income Class Households Taxes Tax Tax Tax Taxes®
v (2) (3 () (€)) ()
(dollars)
Less than 1,000 133,312  47.3 29.0 4.7 e 13.6
1,000 - 3,000 202,744 18.5 12.% 159 0.1 4.5
3,000 - 5,000 196,219 12.5 el 1.6 0.5 33
5,000 - 7,000 197,877 9.4 4.6 L3 0.9 2.0
7,000 =10,000 103,547 8.3 3.7 1.2 1.1 2.4
.0,000 ~15,000 54,264 7,8 3.4 1.1 1.2 25t
5,000 and Over 23,616 8.9 3.7 1L 1.5 2.7
TOTAL 912,279  10.5° 5,95 1.4 0.8% 2.9¢

!
Data from Staff Paper by J.A., Dockel, Mary Faden, and Charles Meyer.

)
Includes use tax.

:Mainly taxes paid by consumers-cigarette, beer and liquor taxes, motor fuel taxes

and the like.

!
Weighted averages.

fote: The distribution reflects only that share of total tax collections which is

:stimated to fall on Iowa residents (see Table 1).
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Taxes on property, which account for over 50 per cent of the total
direct net burden of Iowa State-local taxes, exercise a pronounced
influence on the overall pattern., The major reason for the regressive
character of the property tax, expecially that component levied against
residential real estate, is that expenditures on housing or shelter, whether
rented or owned, are generally income inelastic., As incomes increase, a
less than proportionate increase in housing expenditures is made.

The direct net burden of the Iowa retail sales and use tax is estimated
at 74 per cent of total collections in 1964-5. It was allocated tc consumers
on the basis of outlays on taxable purchases, Ccntrary to popular belief,
the distributional pattern of the Icwa retail sales and use tax is only
mildly regressive owing to the exclusion of a substantial fraction of the
total of consumption expenditures ~~ shelter, medical care, services, etc.
The pattern could be made roughly proportional through the exemption of fcod
purchases for home consumption, or, alternatively, per capita credits or
rebates for the tax paid on basic necessities. An estimated $10.6 millicn
of retail sales and use tax collections is derived from the intermedicte
purchases of Icwa businesses, Over half of this amount is assumed to be
shifted forward to consuming household units,

The effective rates for the Iowa personal income tax are mildly progressive
throughout the income range. It constitutes the only consistently progressive
element in the entire tax structure, But despite the apparent graduation in
the statutory rates, the tax absorbs on the average a maximum of only 1.5
per cent of income at the highest income class -~ $15,000 and over. At
thase higher levels, the Federal tax offset and reciprocal State provision

become increasingly significant in the determination of the State~local tax

burden,
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Figure 1
ESTIMATED DISTRIBUTION OF IOWA STATE AND LOCAL TAX BURDEN, 1964=-5,
AS PERCENT OF HOUSEHOLD INCOME BEFORE TAXES
(averages for income classes)
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‘ Table 3 (and Figure 1) also indicates the distributional pattern of
Y“All Other Taxes" levied in Iowa~-- cigarette, liquor, beer, insurance premium
taxes, and the like, Because the burden of these taxes is generally borne
via the spending process, they have been allocated according to the
distribution of taxable expenditures among income groups, Cigarette tax
collections, for example, are apportioned among the varicus income groups
on the basis of the estimated distribution of expenditures for tobacco
products., In total, this ''package' of taxes is visibly more regrescsive

than the retail sales tax.

IV, SUMMARY AND CONCLUSION
In brief, Iowa has a tax structure which rates as inequitable when
measured by the ability to pay standafd: tex payments as a percentage of
‘ income decrease as incomes increase., And the major source of the inequity
is the local property tax, which produces over one-half of the tax revenue.
The property tax is also very likely the mest deficient element, from the
point of view of adverse econcmic effects, of the Iowa State-lccal tax
structure, Yet, in the absence of a positive tax reform program, heavier
reliance on the property tax will again prove the path of least resistance.
The present tax structure ccontains two broad-based levies which could
be used to implement a program designed to enhance tax equity as well as
provide additional revenues. The personal and ccrporate income taxes and
the retail sales and use taxes distribute their burdens in approximate
accordance with widely accepted standards of fairness and equity in taxation.
Their yields are also responsive to growth in the State's economy. Provided
certain necessary structural adjustments are realized under these levies,
v

they could be employed (a) to support increased ezpenditure requirements,

Jé




(b) to move in the direction cf a rational and acceﬁtable pattern of burden
distribution, and (c) to provide replacement revenucs for de-emphasizing

the most cbjectionable elements of the Icwa State-local tax structure.

These structural adjustments eare the focus of the series of research studies

to fcllow.
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MAIN FINDINGS

1., Measuring property tax 'burdens’” by the ratio of net property
tax levy (gross levy less homestead, agricultural land and military
credits) to personal income received in Iowa indicates that the current
level is lower than that borne in the pre-1940 period. In recent years,
however, the ratio has been increasing, which suggests that the rate
of growth in the net property tax levy has been greater than the corresponding
rate of growth in Iowa personal income,.
2. Over time, the Iowa local property levy has become increasingly
a tax to finance primary and secondary education. Almost 50 per cent
of the gross levy is accounted for by school districts.
3. Per capita property tax revenue of $146 in Iowa exceeds the
U. S. average by $35. In contrast, per capita nonpfoperty tax revenues
of $113 is below the U, S. average by $25, Thus, compared to the rest
of the nation, Iowa places more reliance on the property tax as a source
of tax revenue,
4, Iowa is also above the national average in the distribution
of revenue responsibility attributable to the different levels of government,
One half of the total revenue in Iowa originates at the local level ==

the national average is 44 per cent.
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5. Real property currently accounts for 84 per cent ($341 million)
of the total property tax base, The remainder, 16 per cent or $67 million,
is derived from the tax on personal property. A disaggregation of revenue
from the taxation of tangible personalty (Table IV) shows the importance
of inventories, livestock and farm machinery in the total picture, These
items alone account for two-thirds of the levy on all tangible personalty.

6. Based on the best evidence available, the variety and magnitude
of property tax exemptions in Iowa accounts for approximately ome-third
of the current property tax rate. In other words, if all exemptions were
eliminated and all property made taxable, the present rate on non-exempt
property would be about two-thirds of its present level, The primary
burden of providing property tax exemptions is borne by owners of taxable
property,

7. Property tax credits (homestead, agricultural land, and a portion
of the veterans' exemption), on the other hand, do not add directly to
the burden of the owners of non-exempt property, because they are financed
out of the State general fund,

8. The credit provisions, being based on millage rates, may provide
an incentive to underassess property.

9. The large number of exemptions permitted under the so-called
"Moneys and Credits"” tax (Iowa's version of a tax on intangibles) makes
the levy grossly inequitable and virtually impossible to administer efficiently.

10. There is substantial geographical inequality in effective property
tax rates (i.e,, tax levy as percentage of market value) in Iowa., The
estimated countywide median rates ranged from a law‘of 1,0 per cent in
Carroll County to a high of 2.6 per cent in Wapello County. Differences

in property tax rates seem to be best explained by variations in the amount
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of taxable property per capita (capacity) and 1n.the percentage of
elementary school students enrolled in private schools. Family income,
the degree of industrialization and population shifts are of less importance
statistically in explaining variations in property tax rates.

11. The only effective and efficient means of reducing property tax
inequalities, assuming this to be a desirable objective, is a system of
state grants to local units, financed out of general revenues with the
distribution based on some measure of need.

12, The complete exemption of personal property from the local property
tax with the revenues being replaced by state aid would tend to favor
rural counties, but not necessarily the counties with disproportionately
high effective tax rates.

13. The Iowa local property tax is markedly regressive when measured
against the distributional pattern of household money income., This is not
surprising when the majority of the tax is essentially a sales tax on
housing consumption, and poorer families spend proportionately more of
their income on housing than richer families. On the otﬁer hand, the
benefits from expenditures (especially education) financed from the local
property tax are markedly progressive in their incidence.

14, Substantial reconstruction of the Iowa local property tax
requires the weighing of the advantages‘and disadvantages among alternative
fiscal measures, It seems clear, however, that the decision to continue

with the property tax as it exists presently may not be the best of all

possible choices,
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INTRODUCTION: HISTORICAL PERSPECTIVE ; : -

Perhaps no major fiscal device, in Iowa or in the nation, has been
criticized at such length and with such vigor as the property tax. Yet,
the figures in Table I clearly indicate that the levy here (as elsewhere)
continues to yield increasing amounts of revenue for the support of local
public services. What are the major criticisms of the tax? Can the levy
be reformed or rehabilitated, or must it be eliminated? These and related
questions are the context of this report.

A summary of trends in property tax collections and local government
expenditurés in Iowa is given in Table I.

Table I. Net Property Tax Levies in Iowa in Current and Constant Dollars
and as a Percent of Personal Income (Millions of Dollars)

Year Net Property Levy in Constant Percent of
. Tax Levy* (1957-59) Dollars Personal Income

1913 $ 32,0 118.3 4,27
1920 96.5 126.0 8.1
1929 110.8 165.6 7.8
1933 72.2 155.2 12.3
1940 83.4 163.5 6.6
1945 98.9 157.6 3.4
1950 159.5 190.0 4,2
1955 230.4 244.6 5.4
1960 345.7 331.9 6.2
1964 413.7 382.7 6.5

Source: For 1913 to 1960, A Half-Century of Local Governmental Finances:
The Case of Iowa 1910-1960, (Iowa City: Imstitute of Public
Affairs and Iowa Center For Research in School Administration,
1963), p. 72. For 1964, The Iowa Taxpayer, March - April, 1965,
P. 3.

* Gross levies minus state payments for homestead, agricultural land
and military service credits.
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The net levies in dollar terms increased nearly ten times between 1913 and
1960, but a part of the increase can be attributed to inflation. In order to
adjust for the effect of increases in the general price level, Wright, et.al,
adjusted the figures to constant dollars (1957-59=100). Even after adjusting
for inflation, however, the levies increased by nearly threefold, This occurred
in spite of the almost total withdrawal of the state government from the property
tax field during the 1930's,

A comparison of changes in property tax levies over time does not provide a
satisfactory index of sacrifice on the part of taxpayers. Changes in the ability
to pay taxes are also of significance. Personal income provides a rough measure
of ability to pay, and in column three of_Fable I net levies are given as a
percent of personal income. Levies were a somewhat larger percentage of income
in the 1920's than they had been in the preceding decade. When per capita per-
sonal income of Iowans dropped by more than fifty percent between 1929 and 1933
the property tax burden became intolerable, even though the dollar amount of
levies declined by thirty percent. Levies accounted for more than eleven percent
of personal income and tax delinquency was widespread,

The state government responded by changing the tax structure so as to
reduce the burden on property owners. In 1934 the General Assembly adopted the
sales tax and taxes on individual and corporate incomes. Revenues from these
sources not only replaced the property tax as a major source of revenue for the
state, but also provided funds for state grants to local governments and for

the homestead credit, which was adopted in 1936 to provide partial relief for

homeowners.
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During World War II declining school enrollment, restrictions on civilian
resource use. and wartime prosperity combined to hold down the expenditures of
local governments, Since that time property tax levies have risen at a rapid
rate in response to the increased demand for public services and the rising cost
of providing them,

The post war "baby boonm" has been a major cause of postwar tax increases.
Average daily attendance in Iowa public schools increased by 42 percent between
1945 and 1960 and it continues to rise. The shift of population from rural to
urban communities generates demand for additional public services that are pro-
vided privately or are unnecessary in rural areas. Regions that are losing

.population (over 60 percent of the counties in Iowa lost population between 1950
and 1960) find the cost of local government does not decline commensurately.
Finally, the prices of things purchased by state and local governments have
risen more rapidly than the general price level. This means that state and local
governments have to spend more to prevent the level and quality of public services
from declining.

Another interesting feature of the study by Wright et,al., relates to changes
in the percentage of gross property tax levies accounted for by different types
of taxing units. The Technical Appendix to the study contains data on the per-
centage of the total levy accounted for by counties, municipalities, schools,
and the state. Table II shows these percentages for the same years that appear
in Table I. The most notable trends have been the decline in the relative share
of county government and the increase in the share going to schools, The pro-

perty tax is becoming increasingly a tax to support education. Municipalities
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Table II. Percentage of Gross Property Tax Levies by Type of Taxing Unit

Year Adjusted Municipal Adjusted State
County Levy Levy School Levy Levy
1913 40,0% 14,3% 35.6% 10.1%
1920 32.3 13.6 45.3 8.5
1929 31.3 13.7 44,4 10,7
1933 27.8 5.3 46.5 10.4
1940 36.3 14,8 44,6 4.3
1945 31.5 15.2 53.3 -
1950 33.1 16.2 50,7 -
1955 29.0 17.0 53.2 0.8
1960 24.3 12.1 56.6 1.0
1964 23.7 17.2 58.2 0.8

Sources: (1913-60) "Technical Appendix to Iowa Local Governmental Finance
Studies", (Iowa City: Institute of Public Affairs, University
of Towa) pp. 37-8. (1964) 1Iowa State Tax Commission,

account for a gradually increasing share, This is not surprising in view of
the trend toward urbanization. The state has withdrawn almost completely from
the property tax field. In recent years the only state levy has been for

veterans' compensation and for servicing the Korean Veterans' Bonds.
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THE IOWA TAX STRUCTURE

In order to evaluate the property tax in Iowa it is necessary to view this
tax within the context of the overall structure of state and local taxes. If
property tax relief is to be provided, either by exempting some classes of pro-
perty from taxation altogether or by lowering rates on all property through
additional credits or other forms of state aid, revenues from other tax sources
will have to be increased. As we have seen, this was done in the 1930's. Iowa
already has a wide variety of state taxes, including taxes on personal and
corporate income and retail sales. Thus the tax structure could be altered
substantially by changing the rates and/or base of existing taxes.

A brief examination of revenue sources for state and local governments for
fiscal year 1963-64 reveals the following information about the Iowa tax
structure:

1. Per capita revenue of state and local governments in Iowa was

$363.02, $6.11 above the U. S, average.

2, Per capita Federal grants were $48.48, $3.79 below the U. S.
average, These figures refer only to grants to state and local
governments., Other federal outlays, such as those associated
with the farm price support program, are not included.

3. Per capita tax revenue (state and local taxes only) was $259.47,
$9.72 above the U, S. average. Property tax revenue of $146.04
exceeded the U. S, average by $35.02, piacing Iowa fourteenth in
a ranking of the states. Per capita revenue from other taxes of

$113.42 was $25.30 below the U. S. average,

Hs



Hence the Department of Commerce data show that in comparison with the
country as a whole Iowa relies more heavily on property taxes and less heavily
on other taxes.

Iowa's tax structure can a;so be compared to the tax structures of other
states by looking at the percent of revenue originating at different levels of
government. Percentages originating at the federal, state, and local levels
are shown in Table III for state and local governments in Iowa, several neigh-
boring states, and the U, S. The data show that nearly one half of the total
tax and non-tax revenues of Iowa originate at the local level; about four
fifths of this is from the property tax. Illinois, where local govermments
share in the retail sales tax, and Nebraska, which has neither a state sales
or income tax, raise a larger percentage of their revenue locally. Minnesota
and Missouri rely more heavily on federal and state sources. The percentages
accounted for by property taxes, which are almost exclusively local taxes

except in Nebraska, are shown in parentheses,

Table III. Percent of State-Local Revenue Originating at Federal, State, and
Local Level, Fiscal 1963-64%

Level of Government

State Federal State Local (Property)
Iowa : ' 13.7% 36.7% 49 ,9% (40%)
I1llinois 12.2 34,8 53.0 (39 )
Minnesota 13.6 40.8 45.6 (37 )
Missouri 18,0 37.8 44,1 (29 )
Nebraska 16.4 29.7 53.¢ (55 )
U. S. average 14.6 41.2 44,2 (31 )

Source: U. S. Bureau of the Census, Government Finances in 1963-64,
Washington, D. C.,, 1965.
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. The Composition of The Iowa Property Iax

(a) Although property tax relief could be provided on an equal basis for

all classes of property, most proposals favor relief for specific classes only,

In order to provide some insight into the amount of revenue required to replace

or reduce the property tax on specific types of property, the amount of tax

levied on various classes of real and personal tangible property in 1964 is

shown in the following table,

Table IV, Composition of The Iowa Property Tax, 1964

Real Property

Agricultural land, bldgs.

Residential lots, bldgs.

Mercantile lots, bldgs.

Ind. ‘and mfg. plants (includes machinery)

Total Real Property

Public utilities

Total Real plus Utilities

Personal Property

Merchants inventories
Livestock

Farm machinery

Furn., and fixtures (mercantile)
Industrial inventories
Household furnishings

Furn. and fixtures (industrial)
Bldgs. on leased land
Contractors equipment

Boats, launches, motors

Hotel, motel, apt., furnishings
Other

Total personal property
Combined total

Percent
Tax Due* of total
(Millions)
$127.9 31.47%
100.2 24,6
43,6 10,7
19.3 7.4
$291.0 71.5%
49.5 11.6
$340,.5 83.9
$ 16.7 4.1
14,0 3.4
11,5 2.8
8.0 2.0
5ed 1.3
4,7 122
2,3 0.6
1.4 0.3
.9 0.2
A 0.1
.4 0.1
o9 0.2
$ 66.5 16.3
$407.0

* Levy minus homestead ($29,8) and agricultural land tax ($11.5) credits.
Sources: Real property - Iowa State Tax Commission: Personal property -
The Iowa Taxpayer, March-April 1965. 4
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THE BASE OF THE I1OWA PROPERTY TAX

In priﬁciple the general property tax is a tax upon all tangible and
intangibie'weagth that posnes?es exchange value, A completely general tax
would be levied at the same rate on all property valued at market value,
Obviously no government attempts to levy so general a tax., Some types of
property are excluded in part or in full from the tax base; other types are
taxed at preferential rates, The erosion of the property tax base has occurred
for a variety of reasons., Intangibles and personal property are often exempt
because of administrative problems, Preferential treatment is also granted to
improve equity among taxpayers, to favor particular classes of property owners
such as homeowners and non-profit organizations, to promote economic development
and institutional change, and, perhaps, to promote other less noble ends. The
coverage of the property tax varies widely among states and even within states.
Within-state variation is often the result of discretionary action on the part
of local assessors, so one cannot always determine the extent of coverage by
examining the relevant statutes. The property tax is becoming increasingly
a tax on real estate., In 1961 real estate accounted for 53 percent of all
locally assessed property in the United States and 89 percent in Iowa:zlln

three states, Delaware, New York, and Pennsylvania, only real property is

taxed,

2/ U. S. Bureau of the Census, Census of Governments: 1962, Vol. VII,
No, 15, (Washington, 1964) pp. 2, 110,
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Tangible Property

Tangible property subject to taxation in Iowa includes most residential and
business real estate and a wide variety of personal property. The assessed value
of the major classes of real estate subject to tax is shown in Table V., Similar
data for personal property are shown in Table VI, The market value of the
various classes of real property is difficult to calculate, but a reasonable

Table V. Total Valuations Less Exemptions of Real Property in Iowa, 1964
(Millions of Dollars)

Type of Property Valuation

Agricultural land and buildings $2,090
Residential lots and buildings 1,378

Mercantile lots and buildings 459

. Industrial and manufacturing plants 213
; Public utilities 554
Railroads 78

Total $4,772

Source: Iowa State Tax Commission

Table VI, Total Valuation, Personal Property in Iowa, 1965 (Million of

Dollars)

Type of Property Valuation

Mercantile (Fixtures and Inventory) $262

Livestock 173

Farm Machinery 175
Industrial and Manufacturing 84

Household 53

Other 42

Total $709

. Source: Iowa State Tax Commission
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estimate for xeal property would be four times the assessed value. This
estimate is based upon a statewide average assessment - sales ratio of about

25%.

Changes Over Time

The composition of the property tax base changes over time, Some of the
changes are due to legislation, court decisions, and administrative practices,
but changes in the growth rates ¢f different components in the base are also an
important factor.

In Iowa the assessed value of agricultural land and buildings increased
only five percent between 1953 and 1963, whereas assessed values of qther
classes of real property - residential, commercial, and industrial - increased
by over fifty percent. Differences in thevrate of growth in the market value
of the different classes accounts for part of the shift. Residential and indus-
trial realty increased in value at an annual rate of 4.1 percent, compared to
2.5 percent for commercial realty and agricultural land and buildings. In
addition, the assessment - sales ratio for farm land declined from about .29
to .25 over the decade, whereas the ratio remained stable at about .25 in cities
and towns.

The assessed value of personal property increased by only eight percent
between 1953 and 1963. Changes in market value of personal property were not
estimated.

Changes in the composition of the tax base are of importance to policy
makers, because when some components of the base grow more rapidly than others

the distribution of the burden of the tax among taxpayers shifts over time.

SO



il
Should past trends continue a larger share of the burden will fall on owners of
residential and industrial realty, while agriculture and personal pgoperty will
account for a smaller portion.

Of course the property tax burden is not distributed among classes of
property in direct proportion to their importance in the total tax base. Pirst
of all, urban tax rates tend to be higher than rural rates. Secondly, some
relief is provided to homeowners and owners of agricultural land through the
system of tax credits. The effect of these factors can be seen by examining
the data in Table VII., The differences between columns one and two reflect the
different millage rates applied to various classes; the differences between

columns two and three show how the state tax credits alter the distribution of

the property tax burden.

Table VII. Percent of Assessed Valuation, Levy, and Taxes Due (Levy Minus
Credits) By Class of Property, Iowa, 1964

Percent of Percent of Percent of
Class of Property Assessed Total Levy Tax Due
Valuation
Agricultural land, buildings 37.9 31.2 31.6
Residential 24,3 29.1 24,7
Mercantile 8.1 9.8 10.7
Industrial Real 3.7 4.3 4.8
Total Real 74.0 74.3 Y57
Industrial Personal 1.5 157 1.9
Other Personal 13.0 12.9 14.2
Total Personal 14.5 14.6 16.1
Public Utility 11.5 1351 12,2
E——————— . - —— — — — ., — —— ]
100 100 100

Source: Iowa State Tax Commission
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Exemptions of Tangible Property in Iowa

A sizeable amount of real and personal property is either exempt from the
property tax or granted preferential treatment. All property owned by govern-
ments, including municipal utilities and fair organizations, is exempt from
taxation., Taxation of property owned by the federal government is prohibited
by the U. S, Constitution, and the property of other governmental units is
granted full exemption by the State. In principle this appears to be justified
on the grounds that govermments, which are financed by taxes; should not have
to use tax revenue to pay taxes to other govermments. The argument is less
convincing, however, when one considers that different sets of taxpayers are
involved. The exemption of government property can become burdensome in
communities where public facilities comprise a particularly large portion of
the total property base. The federal government in recognition of this problem
has established a program of grants to school districts in areas with large
concentrations of federal employees.

Property owned by charitable, educational, religious, and scientific
organizations is also exempt under Iowa law, These exemptions are defended
on the grounds that the organizations involved help raise the quality of the
population and/or relieve demands on the public treasury by providing services
that are substitutes for public services.QIWhile the policy of exempting such
property appears to be generally accepted, there is support for stiffening the
requirements that property must meet in order to qualify., Some non-profit
institutions own commercial property that is rented to private business con-

cerns or individuals, The proceeds from such property may be used for

3/State of Iowa, Report of The Iowa Taxation Study Committee, Part I
(Des Moines, 1956) p. 97.
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worthwhile purposes, but the property enjoys the benefit of tax-financed
public services while the tax burden is shifted to owners of taxable property.
This is not necessarily the most efficient way to subsidize tax-exempt institu-
tions,

Total exemption is also allowed on REA distribution lines. The effect
is to shift the burden to owners of rural property and, to some degree, to
taxpayers in cities and towns, In rural areas the effect is to distribute the
tax burden according to property ownership rather than use of electricity.

Partial or total exemption is also allowed on a wide variety of personal
property. In agriculture exemptions include crops in the hands of producers
for less than one year, cattle less than one year old, sheep and swine less
than nine months old, poultry, and farm machinery up to $300 in assessed value.
One effect of these exemptions is to reduce the share of farm property in the
overall tax base. The exemptions also have the effect of favoring lightly taxed
farm enterprises, such as grain production, relative to more heavily taxed
enterprises such as beef cow operations, Other businesses and households are
also granted partial exemptions. For example, manufacturers' inventories are
assessed only on that portion representing the cost of parts and materials
embodied in output. Value added in the production process is not included.
Tools of trade, private and professional libraries, and household furniture are
exempt up to $300 of assessed value. Kitchen furniture, beds and bedding, and
wearing apparel in actual use are granted a full exemption. In practice the
personal property tax on household goods is applied to a limited variety of
electrical appliances and musical instruments. The cost of administration,

both in terms of personnel and taxpayer annoyance, is high. The pressure to
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eliminate the tax, which yields less than two percent of total property tax
revenues, is stromng.

Data on the value of tangible property exempt from taxation are difficult
to obtain, because most of the property involved is not assessed. In 1955
the Iowa State Tax Commission estimated that exempt tangibles had a market
value in excess of five billion;&/Assuming a ratio of assessed-to-market value
of .3, property on the tax rolls in 1955 had a market value of approximately
$15 billion. This means that roughly one fourth of the tangible property in
Iowa was exempt. If these estimates are accurate, the result was an increase
of about one third in the property tax rate on non-exempt property.

The exemptions discussed thus far have the effect of limiting the property
tax base and transferring the impact of the tax to owners of non-exempt pro-
perty. In this respect the exemptions differ from the tax credits under which
a portion of the tax levied on certain classes of property is paid out of the
state general fund, Revenues for the state general fund are obtained primarily
from state income, sales, and excise taxes, Hence the burden of a portion of
the property tax is shifted from owners of property eligible for credits to

those who pay state taxes,

4/Ibid., p. 98. About 20 percent of the exempt property is owned by
governments (four percent by the U, S. government). Property of non-profit
institutions accounted for six percent. REA transmission lines and personal
property account for the remainder. The major categories of exempt personal
property include motor vehicles (subject to license fees which are based in
part on value), livestock and poultry, farm crops, and household goods.
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The homestead credit is the most important. Under it the state pays up to
a maximm of 25 mills on $2,500 of assessed value on owner-occupied dwellings.
This amounts to a credit of $62,50, The appropriation is open ended, which
means that the credit is paid in full, The cost to the state currently runs in
excess of $30 million., The tax subsidizes homeowners relative to renters,
'Since homeowners, on the average, have higher incomes than renters, the credit
can be said to subsidize a more privileged group within the population, On
the other hand, the upper limit of $62.50 means that the credit accounts for
a larger percentage of the levy on lower-valued homes than on expensive homes,
The homestead credit dates back to the 1930's when many homeowners were in
arrears in paying property taxes. The credit has been retained during subse-
quent periods of prosperity on the grounds that it stimulates homeownership.
Presumably homeownership contributes in some way to a more stable community.
One might also argue that homeowners are more likely to take an interest in
maintaining the appearance of their property than landlords and tenants. These
suppositions would be difficult to substant}ate. The degree to which the
homestead credit encourages home ownership is also difficult to determine,.

Under the agricultural land tax credit the state pays a portion of the
general school fund levy in excess of 15 mills on agricultural land (in tracts
of ten acres or more). The credit was adopted in 1946 with a legislative
appropriation of $500,000, The appropriation has increased over the years to
its present level of $15 million. In 1965 this amount was sufficient to pay
38 percent of the school levy in excess of 15 mills., The credit was introduced

to reduce the resistance of landowners to school reorganizations that incorporated
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farm land and cities and towns into the same school district. A detailed study
of the effect of school reorganization on land taxes has not been made, but
there is evidence to indicate that ever with the land tax credits taxpayers in
cities and towns have benefitted at the expense of owners of agricultural land;zl
The consequences of tax relief on farm land are discussed below. The formula
for distributing the credit is subject to criticism because it is based upon
millage rates. Tax revenue is the product of the millage rate times the
assessed value, This means that a given amount of revenue can be maintained by
lowering assessed valuations and raising the millage rate. If the tax credit
payable to a county is a function of the millage rate, the county has an incen-
tive to underassess so as to increase its share of the credit, Attempts by the
State Tax Commission to equalize assessment ratios have met with only limited
success. Recent legislation limits eligibility for the land tax credit to land
owned by residents of Iowa. This provision is being contested in the courts,
and its constitutionality appears to be in doubt.

The state also provides a partial reimbursement to local governments for
tax revenue lost because of the various veterans' exemptions. Veterans of
World War I are allowed an exemption on property with an assessed value of up
to $750; Veterans of World War II, the Korean War, and various military actions
of the 1920's and 1930's are allowed exemptions up to $500. Larger exemptions
are allowed for veterans of earlier wars. In some cases relatives of veterans
are also eligible, Five percent of the gross sales of state liquor stores are
earmarked for the military service tax fund out of which counties are reimbursed

for lost revenue. Payment is not to exceed 25 mills upon the valuation of

5/Charles W, Meyer, "Geographical Inequalities in The Property Tax in Iowa",
National Tax Journal, December 1965, pp. 393-4.
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exempt property. Since the fund is insufficient to reimburse local governments

in full, a portion of the burden is shifted to owners of non-exempt property.

Intangible Property

Intangible property includes cwrrency, deposits in checking and savings
accounts, stocks, claims against debtors, shares in savings and loan associa-
tions, and other non-physical assets such as patents and copyrights. During the
nineteenth century a widespread effort was made to include intangibles in the
property tax base, but the attempts were not very successful and by 1960,
twenty states no longer taxed intangibles. Twelve states taxed intangibles at
a special low rate, nine states subjected the yield from intangibles to a flat
rate income tax, and in only nine states were they subject to the general pro-

6/
perty tax rate,.

In Iowa some intangibles are subject to the moneys and credits tax. The
61st General Assembly in 1965 cut the rate from 6 mills to 1 mill, The yield
from this tax is earmarked to service the Forean bonus bonds and the Attorney
CGeneral has ruled that repeal would be unconstitutional. Many intangibles are
exempt from the tax. Those covered include savings accounts, shares in out-of-
state building and loan associations, shares of stock in most out-of-state
corporations, and a variety of bonds, mortgages, annuities and mature life
insurance policies. In addition banks are assessed at 60 percent of capital
stock after deducting the value of real estate owned, and savings and loan
associations are assessed on the basis of their gross shares after deducting

the indebtedness of all borrowing members. The five mills formerly levied by

6/ "Taxation of Moneys and Credits," Iowa Legislative Research Bureau,
November 1960,
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local governments are to be replaced by the 0.75 percent increase in the state
income tax on taxable income above $9,000,

The main reason for the demise of the tax on intangibles is the difficulty
of administering the tax. Assessors are not equipped to uncover intangibles.
As a result they rely on self reporting. Many taxpayers fail to report intangibles,
and such widespread evasion tends to spread. This is clearly a tax that vic-
timizes those who are honest, and this fact in itself may justify its eliminationm,

The tax on intangibles is also criticized en theoretical grounds. Many
intangibles are either certificates of ownership or claims against tangible
property that is subject to the property tax. When government taxes both the
asset and the claim against it the result is double taxafion. An obvious example
is a tax that applies to both a home and the mortgage upon it. In this case
mortgaged property would be subject to a higher tax than unmortgaged property
of equal value. Of course not all intangibles represent claims against tangible
assets. lMoney and patents are obvious examples. The value of ownership claims
reflect the anticipated earning potential of the firm which may not be closely
related to the value of its physical assets. Nevertheless, the indiscriminate
application of a property tax to intangibles can lead to double taxation,

Finally, in Iowa the number of exemptions allowed under the moneys and
credits tax is so great as to make the tax grossly inequitable and almost

impossible to administer. In 1963, it was estimated that Iowans held
" 5 .

intangible assets worth over $6.6 billion. Of this total less than 900
million (excluding bank stock and savings and loan shares) was subject to

the moneys and credits tax.

1/ "Private Wealth of Iowans by Counties," Iowa Farm
Science, March 1964, p. 11.
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. A tax of three or four percent on income from intangibles, to be administered
in conjunction with the state personal income tax, has been suggested as an
alternative to moneys and credits. The proceeds would presumably be returned to
the local govermmental jurisdictions in which the taxpayer resides. Those who
favor such a proposal argue that it would redress the present imbalance between
owners of real and intangible property while reducing the widespread evasion
that occurs under local assessment. However, such a tax would not bé free of
discrimination. The problem of double taxation has already been cited. 1In
addition income from federal securities cannot be taxed by states. Pressure for
other exemptions would no doubt arise, just as under the moneys and credits tax.
In particular if the tax applies to dividend income owners of closely held or
family corporations would object. In addition a large portion of the income

. from stocks is in the form of capital gains which would not be taxed. Perhaps
this would help cancel some of the double taxation. In terms of revenue a tax
of three percent would appear to be sufficient to offset approximately the loss

in revenue from the elimination of the local levy on moneys and credits.
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PROPERTY TAX RATES

Property tax levies are stated in terms of millage rates. The millage’
rate may be defined as the number of mills due in taxes per dollar of assessed .
valuation., To illustrate, sinca;there are 10 mills to the cent a millage rate
of 100 applied to a tax base of one dollar in assessed value would yield ten
cents, or ten percent, in tax revenue, Differences in millage rates are often
cited as evidence of differences in tax rates, but a comparison of millages can
be misleading. This is because millages are applied to assessed values rather
than to market values., If all taxable property were assessed at full market
value, comparison of millage rates would reflect actual differences in the tax
rates. The evidence indicates that wide differences exist in the ratio of
assessed value to market value both within and among taxing districts. Therefore
assessed values must be converted to market values and tax rates must be cal-
culated using market value as a base before meaningful comparisons of property
tax rates can be made, This adjustment is possible only when reliable data on
assessed and market values are available,

Since 1962 the Iowa State Tax Commission has been compiling data on the
assessed value and sale price of most of the real property sold in Iowa,.
County recorders supply the data on selling prices, and data on assessed valua-
tions are obtained from assessors. From these figures the Tax Commission cal-
culates average assessment-sales ratios for various classes of urban and rural
property within each assessor's jurisdiction. Frequency distributions are

compiled to show the dispersion of ratios within each assessor's territory.
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They are a valuable source of information on the degree of variancé of-ratids
within commmities, The results are available to the public in the annual
Summary of Real Estate Asgesgggnt Ratio Study issued by the Commission. The
1962 issue contained ratios for urban residential property and improved and
unimporved farm land, Ratios for suburban residential and commercial property,
excluded in 1962 because of the small number of sales, were added in 1963.
Ratios for industrial property, public utilities, and personal property are not
available,

Results of the study must be interpreted with some caution.. The sample is
limited to properties that are sold during the period of the study. These pro-
perties therefore are not a random sample and the results could be biased. The
danger of bias is probably greater for commercial property and perhaps for farm
land than for most types of residential property. Nevertﬁeless the study is a
useful source of information for those concerned with property tax administra-
tion, and the Tax Commission will undoubtedly make extensive use of the results
in its efforts to bring about equalization of assessed valuations throughout the
state,

Results from the assessment ratio studies of 1962 and 1964 were used to
conveg? assessed values to market values so that property tax rates can be com-
pared? Comparisons of rates applying to different classes of property are made

9/
for 1964, and an earlier study, Comparing rates in each of Iowa's 99 counties in

8/ The ratios for 1964 are as follows: farm land and buildings, .235;
residential, 2.39; commercial, 2,86; state average, .242,

9/ Meyer, loc. cit.
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1962, is summarized. The purpose of the following two sections of this

report is to reveal the amount of variability in the rate at which different properties

are taxed in Iowa.

Rates on Real Property

The average rates on the four major classes of real property in 1964 are
shown in Table 8. They are given as a percentage of market value., The agri-
cultural land tax credit was subtracted from the levies on agricultural land
and buildings, and the homestead credit was deducted from the levy on residential
property. The rates are lower on these two classes than on mercantile and
industrial property. The reader is warned, however, that the estimates of market
value are likely to be much less accurate for commercial and industrial property.
The assessment-sales ratio used to adjust the assessed value of mercantile real

estate is obtained from a much smaller number of sales, even though it includes -

Table VIII. Property Tax Rate by Class of Real Property, Iowa, 1964

Class of Property Rate
Agricultural Land and Buildings . 1.45%
Residential Lots and Buildings 1.79
Mercantile Lots and Buildings 2.78
Industrial Realty (includes machinery) (a) 2.34

(b) 1.82
Average Rate 1,64

observations made over a three year period (1962-64), Furthermore, mercantile
property that was sold may not be as representative of the entire class as the

agricultural and residential property that changed hands, No sales data are

62 -




23

available for industrial realty. As a consequence two estimates of the industrial
rate were made, Estimate (a) was obtained by using the statewide average assess-
ment ratio of ,242 to adjust assessed value to estimated market value. The
resulting rate of 2.34 percent is above all but the rate on mercantile property.
The ,242 ratio was also used to adjust the aggregate assessed value of real pro-
perty to obtain the 1,64 percent average rate on all realty., An alternate method
of estimation of the rate on industrial realty was used to obtain the second
figure of 1.82 percent. This rate was obtained by dividing the estimated value
of the investment in industrial buildings in Iowa into the levy on industrial
property. The estimate of investment in industrial construction was obtained
from a study of the Iowa economy conducted at Iowa State

Universitﬁ%gllf the estimate is accurate it implies that industrial

property is assessed at a lower percentage of actual value than other real pro-
perty. Since the estimate is for 1960 and does not include investment in land

or machinery, both of which are included in the base by local assessors, the
contention that industrial property is underassessed relative to other real

property is strengthened.

Geographical Differences in Property Tax Rates - By State

Accurate data on tax rates in the fifty states are not available because of
the difficulty of converting assessed values to market values. For purposes of
comparison, however, some rough estimates of statewide rates for 1961 were
derived from the 1962 Census of Governments. The census contains data on

assessed value after exemptions, and sampling procedures were used to obtain

10/ It estimates investment in construction in excess of one billion
dollars in manufacturing industries (including food processing) in 1960.
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11/

estimates of the assessment ratio in each state. By dividing the assessed value
by the assessment ratio, one obtains an approximation of the market value of
taxable property. The statewide property tax rate for each state is then obtained
by dividing market value into tax yield. The results should not be taken too
literally, but the method does provide useful insights into the pattern of rate
variation throughout the United States,

The rates range from a high of 2.79 percent in Massachusetts to a'low of
0.49 percent in South Carolina. To illustrate the magnitude of this difference,
a piece of real estate valued at 20,000 would be subject to a tax of $558 at the
2.79 percent rate and $98 at the 0,49 rate. Iowa, with a rate of 1.69 percent,
ranks fourteenth from the top behind the six New England states, New Jersey,
New York, Minnesota, Michigan, and the Dakotas. The lowa rate exceeds the rate
in such states as Illinois (1.53 percent), Nebraska (1.39 percent), Indiana
(1.29 percent), and Missouri (1.08). A geographical pattern is discernable.
The New England states have the highest rates, but rates are generally high in
the Middle Atlantic states and the Midwest. Rates below one percent are most

common in the Southeast and in some of the Western states.

Geographical Differences in Property Tax Rates in Iowa

The same procedure was followed in estimating the geographical inequalities
in property tax rates in Iowa for 1962. Assessment ratios for urban and rural
realty were used to adjust the assessed value of tangible real and personal pro-
perty to market value, Once again reservations about the use of these ratios to
adjust assessed values of all property to market value are in order. Nevertheless,

the results do appear to provide useful information about the degree of
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geographical inequality among Iowa counties. Separate calculations were made
for property in rural areas and in cities and towns (hereafter referred to as
urban property). The rural and urban values and taxes due (levy minus homestead
and agricultural land tax credits) were then added for each county to obtain the
combined rate for the county.

The median rate on rural property in Iowa in 1962 was 1.4 percent of esti-
mated market value, but the range was from a low of 0.8 percegt (Carroll County)
to a high of 2.4 percent (Decatur County). Rates in urban areas tend to be
somewhat higher. This should not be surprising, because local governments ate'
required to provide more services for urban residents. The median rate for urban
property was 1,7 percent; rates ranged from 1.2 percent (Plymouth County) to 3.0
percent (Wapello County)., To illustrate the consequences of this difference in
terms of a‘parcel of real estate worth 20,000; a rate of three percent results in
a tax of $600; with a 1.7 percent rate the tax would be $340 and with a 1.2 per-
cent rate, $240,

For urban and rural property combined the median rate for a county is 1.5
percent. Average county rates range from 1,0 percent (Carroll County) to 2.6
percent (Wapello County). In order to examine changes over time a similar study
was made for 1953. The assessment ratios were obtained from the report of the
1956 tax studi%glln 1953 the median county rate was 1,1 percent. The lowest rate
was 0.8 percent (Sioux County) and the highest was 2.2 percent (Decatur County).
Thus over the decade both the level and the spread in property tax rates

increased somewhat.

12/ Report of the Iowa Taxation Study Committee, Part I, op. cit., p. 94.
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The rates for each county and frequency distributions of the rates are
found in Appendix I.

The data for 1962 have been analyzed statistically in an attempt to relate
differences in tax rates to demographic and economic variables:lnghe most impor-
tant determinants of differences in property tax rates appear to be the amount of
taxable property per capita and the percentage of elementary sﬁhool students
enrolled in private schools, Median family income, industrialization, and changes
in population seem to be of less importance.

In a more general sense property tax rates depend on the need for public
services and the availability of revenue to finance them, The availability of
revenue depends in turn upon the ability and willingness of members of the
community to pay for public services. In Iowa, where four-fifths of the revenue
of local governments comes from property taxes, the availability of revenue
depends largely upon the ability and willingness of citizens to pay property
taxes.

As one would expect, counties with a high dollar value of property per capita
usually have a low property tax rate. Differences in need are not likely to be
related to differences in taxable wealth. In fact in some cases the greatest
need for public services is found in those counties that have the least wealth,
In 1962, for example, taxable property per capita ranged from a high of $13,727
in Franklin County to a low of $4,988 in "apello County., Hence it is not sur=-
prising to discover that tax rates were 45 percent below the state average in

Franklin County and 37 percent above average in Wapello County.

13/ Meyer, loc. cit., pp. 394-6.
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‘ Another important determinant of property tax rates is the percentage of
students enrolled in private schools, With 53 percent of the total taxes levied
going to schools one would expect this result, Of course this does not relieve
residents of communities with large private school enroliment from the cost of
supporting education. School funds are channeled through the private sector
instead.

Median family income, like taxable wealth, is another measure of taxpaying
capacity. 1In urban areas in Iowa tax rates tend to be higher in those communities
with higher incomes, although there are exceptions. In rural areas, however, an
inverse relation holds, This is because high farm incomes are most often found
in counties with high land values.

In urban communities the statistical evidence indicates that tax rates tend
to be somewhat lower in communities in which owner-occupied dwellings make up a

. relatively high percentage of the tax base. This result is somewhat surprising,
since one would expect them to have a lower level of industrialization and,
therefore, less property per capita. On the other hand, when homeowners are
required to pay a larger share of the tax bill they may generate more opposition
to higher taxes. Since homeowners vote in local elections, whereas most stocke-
holders in industrial firms do not, the homeowners may be able to exert more
influence upon decision makers in local government.

A brief comment on the implications of the results just cited may be in
order. Policy makers in the state government must decide whether or not the
variation in property tax rates within the state should be reduced, If they
decide to do so state aid must be directed primarily to those areas with the

highest tax rates. The present system of tax credits on agricultural land and
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14/
homesteads does not bring about any significant reduction in rate inequality.

A system of state grants based upon needs, such as an exﬁanded foundationiirogram
for schools, would be more effective in reducing inequality.

Elimination of the local tax on personal property with revenue losses made
up by state grants would aid some of the high-rate counties that are forced to
tax such property heavily because of small real property bases. A preliminary
examination of the data indicates, however, that this policy would not be a
completely satisfactory solution to the inequality problem., Per capita payments
of personal property taxes were about $25 in 1964, but the range was from $13.25
to $36.40, Payments exceeded $30,00 per capita in 22 counties; none of these
contain large populations. In twelve counties payments were less than $20 per
capita, and most of these are relatively populous. Hence adoption of this type
of relief would appear to be most advantageous to rural counties, not necessarily
to counties with high rates.

Aside from equity considerations attention should be given to the possible
effect of high property tax rates on economic development, Some of the highest
rates are found in counties with the lowest per capita income, If property taxes
can be shown to have a significant influence on the regional allocation invest-
ment fundélééhese regions may be unable to attract capital investment, keeping

incomes and the tax base small and tax rates high indefinitely.

14/ 1Ibid., pp. 392-3.

15/ The influence of taxation on location of industry is difficult to
measure, but the available evidence indicates that the effect is less important
than is popularly believed. See John F, Due, "Studies of State-Local Tax
Influences on Location of Industry," National Tax Journal, June 1961, pp. 163-73.
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Are Property Taxes Too High?

; For some time we have been hearing warnings that property taxes bave
reached their upper limit, yet they continue to rise. Perhaps we should not
be surprised, particularly since critics seldom attempt to define what they
mean by "upper limit"., Do they mean that collections in dollar terms cannot
be permitted to go any higher? This does not appear to be a satisfactory
definition of the upper limit in an economy with rising prices, personal income,
and property values. An upper limit defined in terms of constant tax rates
would allow tax increases to keep pace with rising property values. Alter-
natively, an attempt might be made to hold increases in property taxes in line
with the growth of personal income. The latter two guidelines, both of which
have lagged behind increases in property tax revenues since World War II, allow
for an upward adjustment in the limit as the capacity to pay taxes increases.

In trying to determine whether property taxes have reached an upper limit
one might also examine some of the direct manifestations of taxpayer dissatis-
faction. Examples of taxpayer resistance include repeated rejection of bond
issues, more numerous delinquencies and protests about assessed valuations,
and increased turnover of local office holders at election time,

The causes of resistance to higher property taxes can be traced to specific
characteristics of the tax and the expenditures that it finances as well as to
resistance to taxation in general. A person's property tax bill is a function
of the amount of taxable property he owns. In some cases owners of property may
have low incomes and a limited amount of liquid assets. The number of people in
this situation increases during general or agricultural recessions. The problem

of low incomes and illiquidity may be permanent for elderly property owners.
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Furthermore, the elderly are less likely to benefit from expenditures of local
govermments. This is especially true of outlays for education, which account
for nearly 60 percent of the property tax levy in Iowa. Vhen benefits are not
closely related to burdens taxpayers resentment is to be expected.

In view of the differences in the situations of individual taxpayers as
well as the differences in tax rates across the state, about all one can say is
that some taxpayers may be unable to absorb additional increases in taxes. In
extreme cases property owners may be forced to sell their property or become
delinquent. For most taxpayers, particularly those in communities with rela-
tively low rates, the situation is not so serious. For the majority éhe relevant
question centers about their preference for other taxes, presumably on income or
retail sales, as an alternative to higher property taxes. The redistribution in
tax burdens that would result from substitution of other taxes for property taxes

is discussed in the paper on tax incidence. Other consequences of various forms

of property tax relief are analyzed in the following section.
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‘ECONOMIC EFFECTS OF TAX REFORM

Support for property tax rélief comes from many groups within the state.
As we have seen, some relief is already provided through programs of federal and
state assistance to local governments, the tax credits on homesteads and farm
land, and the virtual elimination of the tax on moneys and credits. Proponents
of additional relief usually envision replacement of lost local revenue by
increased state taxes and state grants, although in some quarters hopes are
expressed that tax cuts might be made possible by reduction in expenditure.
As the report "On Financing Governments in Iowa" indicates, however, the latter
solution does not appear to be realistic for a number of reasons. The following
discussion is based upon the assumption that property tax relief is made possible
by increased revenue from state taxes. Total expenditures by local governments
are assumed to remain unaffected, The effect of various forms of property tax
relief on the economic behavior and wellbeing of property owners will be examined.

Property tax relief may take the form of rate reductions on all property
now subject to the tax; or it may come in the form of complete exemption for
certain types of property. Complete exemption is usually envisioned for various
types of personal tangible property, or even for all personal property. Partial

relief is usually contemplated for some or for all classes of real estate.

Personal Property

More than 90 percent of the personal property tax is paid by business firms
including farmers. Mercantile property accounts for 37 percent, industrial for
eleven percent, and livestock and farm machinery for 30 percent. Therefore in

the absence of shifting the chief beneficiaries of reduction or elimination of
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the personal property tax would be owners of business firms and farmers. The
major exception is the tax on household personal property. This tax, which in
1964 yielded only $4.7 million (seven percent of the total tax on personalty)
is perhaps the most onerous component of the property tax, since it is costly
and difficult to administer and is a nuisance to homeowners. The present
policy of limiting the tax to a few selected items also leads to significant
inequities among households.

It is widely recognized that the burden of taxes paid by business firms
may be shifted forward to consumers in the form of higher prices., Backward
shifting to employees or suppliers is also a possibility, If the firm is -
unable to shift the burden forward or backward the burden of the tax rests on
the owners in the form of reduced profits, In the short run the income of
owners of businesses will be reduced; in the long run this may lead to a
reduction in investment and some marginal firms may go out of business,

It is difficult to determine the extent to which the Iowa personal property
tax is shifted because phenomena of this sort are very difficult to measure.
The likelihood that the tax can be shifted is greater for those firms that do
not face competition from firms not subject to the tax. Perhaps some examples
will help to demonstrate why this is so.

Iowa farmers pay a personal propert§ tax on a part of their investment in
farm machinery and on some types of livestock. The individual farmer cannot
pass this tax on to the buyers of his output because he has no market power.
He cannot raise his prices above the market price. If the tax on machinery and
livestock makes certain farm enterprises less attractive and leads to a con-

traction in output by a number of Iowa farmers, the reduction in supply may
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lead to higher prices, but Iowa farmers must éompete with farmers from other
states and other countries. The responsiveness of the market is also restricted
by government farm programs, Hence any changes in output that result from the
effects of the Iowa personal property tax are likely to be too small to have
much influence on prices. As a consequence it is not likely that the tax is
shifted forward by Iowa farmers.

A similar argument can be applied to the case of Iowa manufacturers.
Manufacturing firms usually have more market power than individual farmers, but
the products of Iowa firms must compete with the products of outside firms in
regional, national, and international markets. Hence it is not likely that
changes in taxes paid by Iowa industrial firms will be reflected in changes in
the prices of the products they produce.

If the burden is not shifted forward, it.must rest either on the owners of
the firms or on the Iowa labor force or other suppliers. Backward shifting in
turn can have the effect of inducing outward migration of labor and reduced
capital investment, although the effect of taxation on such developments is the
subject of much disagreement.

The personal property tax on mercantile inventories and fixtures is more
likely to be shifted forward by both retailers and wholesaleré%é/This is because
these firms face only limited competition from outside the state. In the case
of retailers the closest competitors are often found in the same community
where their property is assessed by the same assessor and is subject to the same

millage rate. These conditions make forward shifting easier since everyone is

16/ Thomas F, Hady, "The Incidence of the Personal Property Tax," National
Tax Journal, June 1961, pp. 163-73.
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"in the same boat", For these reasons the tax on mercantile property is more
likely to be shifted forward to consumers, The functioning of retail markets
is such that responsiveness to changes in tax rates may be somewhat uncertain.
Thus while a degree of forward shifting to consumers may be expected, one
should not expect that elimination of the tax on retailers would lead to an

immediate comparable reduction in prices paid by consumers.

Real Estate Taxes

According to the data in Table 1V taxes on real estate excluding public
utilities account for more than 70 percent of the total property tax revenue
in Iowa, Credits on homesteads and agricultural land provide some tax relief
for two classes of real property. In 1964 the credits amounted to twelve
percent of the levy on residential real estate and agricultural land and
buildings. The likely effects of property tax relief for agricultural land,
residential property, and business real estate are analyzed in the following
paragraphs., For purposes of this discussion the assumption is made that the
level and quality of local services are unaffected by the reduction in real
estate taxes. The economic effects of alternative taxes will be ignored, since
they are discussed in other reports.

One way in which the property tax may sometimes be shifted is through the
process of tax capitalization, This process may be illustrated most easily by
taking as an example the way property taxes might affect the value of a mar-
ketable, income earning asset such as farm land or rental property. When one
acquires such an asset he also acquires an obligation to pay future property

taxes. The price that must be paid for the asset will, in an informed market,
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equal the discounted value of the expected future net receipts. Thus a piece
of land that is expected to yield a net future return of $5,000 per year dis-
counted at five percent is worth $100,000, Obviously property taxes must be
deducted from anticipated future earnings. Therefore the present value of the
asset will be reduced by an amount equal to the discounted value of expected
future property tax payments. If the market accounts for expected tax payments
in this way, the price that the buyer must pay for the asset will be reduced.
When this occurs the burden of the future tax payments falls on the seller,
who receives a lower price for the asset, even though the buyer will make the
actual tax payments. If the current owner decides not to sell he will make the
future tax payments. In either case the burden falls on the current owner, not
on the potential buyer who will have to pay more for land if taxes are reduced.
Should expectations about future tax payments change, as may be the case if
unforeseen properfy tax relief or tax increases should occur, the current owner
will experience a windfall capital gain or loss. Wealth effects resulting from
significant alterations in property tax rates should not be overlooked when
major revisions of the tax structure are being considered.

The degree to which tax capitalization takes place is subject to dispute.
The amount of capitalization can vary among assets, depending on how well
informed the market happens to be and on the extent to which the supply of
assets can be altered. In the case of agricultural land the market is active,
the productivity of the land can be determined rather accurately, and the
supply more or less fixed. Thus it can be argued that the market for farm land

possesses a degree of perfection sufficient to account for the effects of future
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tax liabilities. If this is true property taxes on farm land would have the
effect of depressing land values. Yet the value of farm land has increased
during the postwar period. This does not prove that tax capitalization is not
occurring. It may mean that bther determinants of land values are offsetting
the depressing effect of property taxes. These other factors include the
pressure to enlarge the size of farms to take advantages of economies of scalé
in agricultural production, the attractiveness of land as an inflation hedge,
the pwr chase of farm land for non-agricultural uses, and the farm price suppori

program, The presence of all of these other factors influencing land prices

17/

makes it difficult to separate out the effect of property taxes on land values.

Tax capitalization can also arise in markets for other classes of real
estate, This is particularly likely in the case of land used for non-farm
purposes. Whenever the market is sufficiently well informed to take account of
the effects of future tax liabilities on future returns from the property (or
the future cost of occupancy in the case of owner-occupied residences) capitaliza-
tion can occur, but this is less likely than in the case of farm land.

The effect of tax capitalization on the value of business property will be
examined first, since it is less complicated than in the case of residential
property. The overall effect of a tax reduction on business property would be
to lower the cost of this input relative to other inputs. If in the long run the
supply price of additional industrial and commercial property is constant, the
price could fall by the full amount of the tax reduction. Should this occur,

there would be no increase in the value of property in existence at the time of

17/ Attempts to verify the presence of tax capitalization in the price of
farm land have been only partly successful. See Dick Netzer, Economics of the
Property Tax (Washington, 1966) pp. 34-36; F.0. Woodard and Ronald W, Brady,
"Inductive Evidence of Tax Capitalization," National Tax Journal, June 1965,
pp. 193-201,
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the tax cut, In other words, there would be no capitalization of the tax
reduction an&, hence, no windfall gain to property owners.

The response of business firms to a reduction in property taxes could take
many forms. The incentive to substitute the input of taxable property for other
inputs may take the form of increased investment. The degree to which the reduc-
tion will lead to lower prices as compared to higher profits will vary considerably
depending on such factors as the degree of competition and freedom of entry in

various markets. It also depends on the incidence of alternative taxes upon
18/

business firms.

As for residential property, the effect of the property tax is to increase
the cost of housing. In an equilibrium situation this is true of rental property
as well as of owner-occupied dwellings. The property tax on rental property
reduces ;he returns on this type of investment and therefore reduces the supply.
For a given level of demand higher rents will result. This may not be true in a
disequilibrium situation, and disequilibrium may persist for a long time in some
communities, Landlords in towns with a stable or declining demand for rental
housing will find it particularly difficult to shift higher taxes on to tenants
in the form of higher rent. Thus tenants are less likely to bear the burden of
property tax increases in communities with a stable or declining population than
in growing commmities where the supply and demand of rental units is more likely

19/
to be in equilibrium,

18/ Property taxes on business are also discussed in the staff report,
"Taxation of Commerce and Industry in Iowa',

19/ This argument requires qualification if demand for housing is also
influenced by changes in tase or in income, especially since housing is not
a homogeneous good,
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For purposes of discussion it appears to be feasible to drop the distinc-
tion between owner-occupied and rented dwellings. I1f the property tax on
housing is reduced the price of housing will decline relative to other prices.
Households will have an incentive to increase their consumption of housing at
the expense of other consumer outlays. Families will tend to select living
quarters with more floor space and other characteristics of higher quality.

It is possible that the relative prices of housing of different quality will
be altered. Attempts by owners of the stock of housing in existence at the
time of the redu