
Income Tax Cuts and Modernization of the Sales Tax Base
Revised November 29, 2017 – Preliminary Analysis

Pam Dugdale
Legislative Services Agency
State Capitol
Des Moines, IA 50319

Dear Pam,

This letter presents revised revenue estimates for a proposal based on the
tax reform plan prepared for  the Governor’s  Office dated on October 20,
2017  with  some  revisions.  The  revised  proposal  includes  a  delay  in  the
reform for corporation income tax, eliminating the inheritance tax beginning
in TY 2021, and various additional adjustments to the individual income tax.
This analysis also eliminates the individual AMT effective in tax year 2019
which was not part  of  the original proposal,  but has been added to later
analysis  as  a  simplification  improvement.  The  grey  regions  highlight  the
revisions compared to the original tax plan (October 20, 2017). 

Under current law, Iowa income taxes have high statutory marginal tax rates.
 The  statutory  top  marginal  income  tax  rate  on  individuals  is  8.98

percent, which is the fourth highest state tax rate. 
 The  statutory  top  marginal  income  tax  rate  on  corporations  is  12

percent, which is the highest state tax rate. 

Iowa tax code is uncoupled with the federal tax code, creating complexities
for a large share of Iowa taxpayers including teachers, low-income families,
and farmers and business owners making capital investments.

In  addition,  the  sales  tax  base  in  Iowa  is  not  aligned  with  the  modern
economy.  Growth in consumption is in services and online purchases. The
Iowa sales tax code limits taxation to a list of services that were selected fifty
years ago.  Since that time, only 13 services have been added while others
have been removed.  Digitally-delivered goods,  a growing form of  product
delivery, are also exempt. Finally, sales of tangible property on the internet
are often made by companies without nexus who are not obligated to collect
sales tax from Iowa consumers. Iowa taxpayer remittances of  consumer’s
use tax are very low despite the growth in remote purchases.

Tax Cuts
This  proposal  introduces  tax  cuts  for  individual  and  corporation  income
taxpayers funded largely through the modernization of the sales tax base:

 Coupling the individual and corporation income tax code with a phase-
in of Section 179
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 Individual – cutting marginal tax rates 6 percent then phasing down
from  the  current  nine  rates  to  four  with  a  maximum rate  of  6.92
percent, and eliminating the AMT

 Corporation - eliminating federal deductibility, AMT, and lowering the
current four rates to two with a maximum rate of 7 percent 

 Phasing-out the inheritance tax over five years
 Expansion of the sales tax base and definition of nexus

This  analysis  incorporates  the  General  Fund net  receipts  forecasts  of  the
Revenue Estimating Conference released October 19,  2017.   It  should be
noted that one of the REC members commented that the FY 2019 forecast is
likely to be lowered in December.

The  analysis  remains  preliminary  because  both  the  individual  and
corporation  income tax  models  need  additional  updates  before  the  2018
Legislative session.  Those should be complete in mid-December.

Coupling
Along  with  the  changes  to  individual  and  corporation  income  taxes,  the
proposal  would couple with federal  tax legislation passed during tax year
2015 effective for tax years 2018 and later, except for bonus depreciation.
This includes provisions such as an exemption for charitable donations of IRA
withdrawals for taxpayers aged 70 ½ and older, the expansion of the EITC,
and annual Section 179 expensing of an indexed $500,000. 

The  estimated fiscal  impacts  of  these  provisions  are  currently  completed
outside of  the corporation income tax model;  therefore,  the distributional
impacts presented below do not incorporate estimates of how taxpayers will
benefit from coupling with the federal provisions. For individual income, key
provisions  are  modeled,  including  the  expansion  of  the  Section  179
investment limit and cap.

Federal Tax Reform
The  following  estimates  are  based  on  current  federal  law.  If  the  federal
government  enacts  significant  tax  reform  that  results  in  a  reduction  in
federal tax liability for Iowans, revenue under current law will increase (as
federal  deductions  fall).  This  would  allow for  larger individual  income tax
reductions relative to a minimum baseline growth. Regardless, the potential
for major changes in federal tax law creates significant uncertainty about
future income tax revenues in Iowa. 

Analysis
The  following  presents  the  estimated  fiscal  impact  of  coupling,  cutting
individual  income  tax  rates  and  moving  to  only  five  rates,  simplifying
corporation income tax and lowering rates. These changes are funded in part
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through  a  modernization  of  the  Iowa  sales  tax  base  to  include  digitally-
delivered  goods  and  services,  consumer  services,  and  nexus  for  online
sellers.  Over  the  next  five years,  estimated  revenue  growth  above  basic
population and inflation is also dedicated to further lowering corporation and
individual income taxes.

Net receipts for FY 2018 and FY 2019 are based on the October 2017 REC
forecasts. It is assumed that under current law, General Fund receipts will
grow  at  3.6%  per  fiscal  year  in  FY  2020  and  later.  Figure  1  presents
forecasted growth rates under current law, the proposed tax changes, and
benchmark growth,  defined as  the rising cost  of  providing State  services
accounting for projected State population growth and rising consumer prices.
The benchmark was revised from 2.65% growth per fiscal  year to  2.55%
growth  per  fiscal  year  to  reflect  lowered  inflation  forecasts  released
November 2017.

Figure 2 presents forecasted net General Fund receipts by major tax type
under  current  law  and  under  the  tax  changes  as  proposed.  The  green
diagonal  line  at  the  top  represents  the  estimated  aggregate  revenues  if
revenue growth achieved benchmark growth each year.  

1. Iowa Individual Income Tax 
 Coupling in TY 2018; phase in Section 179 over five years.
 Cutting marginal tax rates 6% across the board in TY 2019.
 Eliminating the Iowa alternative minimum tax in TY 2019 (this was not

in the original but was included in subsequent analysis).
 In TY 2020, begin to phase in a doubling of the pension exemption over

a five year period.
 Increase  the  standard  deduction  beginning  in  TY  2019  to  $2,100,

$5,150 and $2,100.
 Beginning in TY 2020, reduce and/or consolidate the tax brackets and

correspondingly  increasing  the  standard  deduction,  with  a  goal  of
minimizing taxpayers realizing an increase in Iowa tax liability while
moving toward four tax brackets. 

 Top tax rate is phased down to 6.92%.

Coupling
In 2015, the Congress permanently extended several tax provisions that had
previously  been  only  temporarily  extended  over  the  prior  decade.   The
General Assembly chose to couple with those provisions for tax year 2015
only,  but  chose  to  not  couple  for  TY  2016.   This  proposal  includes  full
coupling effective TY 2018 except for bonus depreciation and Section 179
expensing.  While the federal extension of bonus depreciation was a phase-
out ending after TY 2019, Section 179 expensing was permanently set at
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$500,000 and indexed. In Iowa, current law for TY 2016 and later includes
expensing capped at only $25,000. 

For individual income tax, major provisions with conformity impacts include
the extension of the higher Earned Income Tax Credit for families with three
or  more  children  and  married  households  (provisions  to  which  Iowa  is
currently coupled through tax year 2017), a deduction for teacher classroom
expenses, and an itemized deduction for State and local general sales taxes.
All of these provisions are modeled in the individual income tax model. Other
provisions that are not modeled are the tax-free IRA distribution to charities
for taxpayers aged 70 ½ and older and the exclusion of 100% of gains on
small business stock.

For  corporation  income  tax,  the  provisions  with  the  largest  estimated
coupling  impacts  are  Section  179,  15-year  depreciation  for  retail  and
restaurant improvements, and look-through treatment of payments between
controlled foreign corporations.  None of these provisions are modeled in the
corporation income tax micro model. Note that it is assumed that Iowa would
not couple with the last few years of bonus depreciation under this proposal.

The provision with the largest estimated conformity cost is the higher Section
179  expensing  limit.  Although  this  is  a  business  tax  provision,  most
taxpayers taking advantage of this provision are small business owners or
farmers who report business income on their individual income tax return.
Under the proposal, the cap would be phased from the current $25,000 in TY
2017 beginning in tax year 2018 to the $560,000 effective cap for TY 2022. 

Table A. Coupling Phase-In for Section 179 Expensing

Iowa Alternative Minimum Tax
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The Iowa alternative  minimum tax (AMT) is  eliminated effective  tax year
2019, simplifying the individual income tax. The Iowa AMT is an alternative
tax calculation established decades ago to reduce the likelihood individuals
could use large adjustments or preferences to avoid paying Iowa tax. The tax
rate equals 75 percent of the top marginal rate, but is levied on a broader
definition of taxable income. However, if a taxpayer becomes subject to the
AMT  in  a  single  year  because  of  a  one-time  occurrence  of  the  covered
adjustments or preferences, the Iowa Alternative Minimum Tax (AMT) Credit
would allow that taxpayer to eventually recover all of the taxes paid because
of the anomalous occurrence. On the other hand, a taxpayer who regularly
receives the covered adjustments or preferences would be regularly subject
to the AMT and thus not be eligible to claim the AMT Credit. 

The Iowa AMT was paid by an average of 22,000 taxpayers in recent tax
years (an average of $8.5 million per year) and the Iowa AMT Credit was
claimed by an average of 14,000 taxpayers (an average of $5.2 million).

With the AMT repealed, in TY 2019 any taxpayer with an AMT Credit would be
eligible to claim the full amount up to their Iowa tax liability since this tax
credit can be claimed only if taxpayers are not subject to AMT. After TY 2019,
any remaining unused AMT Tax Credit is assumed to be expired. Although
different than the Iowa AMT Tax Credit, it should be noted that the federal
proposal that eliminates the AMT does allow claims of the AMT Tax Credit for
four years after elimination.

Marginal Tax Rates and Standard Deduction
Under  current  law,  there  are  nine  marginal  tax  rates  ranging  from 0.36
percent  to  8.98  percent.  In  tax  year  2019,  all  tax  rates  are  reduced  6
percent.  Over  tax  years  2020 through  2023,  the  number  of  tax  rates  is
decreased to four with a top rate of 6.92 percent.

Iowa,  similar  to  the  federal  income  tax  calculation,  allows  taxpayers  to
deduct a set amount in the transition from adjusted gross income to taxable
income referred to as the standard deduction (other taxpayers choose to
itemize deductions). A 0 percent tax rate effectively applies on income equal
to those deductions. 

Under current law, the standard deduction for TY 2019 will be $2,070 for a
single  taxpayer,  a  taxpayer  married separately  on separate returns,  or  a
composite  taxpayer  or  $5,100  for  married  jointly,  head  of  household,  or
qualified  widower.  This  proposal  increases  the  standard  deduction  to
$2,100/$5,150  for  TY  2019.   For  TY  2020,  the  current  law  standard
deductions  are  estimated  to  be  $2,100/$5,180;  the  proposed  standard
deductions  would  be  $2,750/$5,500  ($2,150  for  composite  filers).
Alternatively,  taxpayers  can  itemize  their  eligible  deductions  such  as
charitable contributions, local property taxes, or casualty losses. In TY 2021,
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under the proposal the standard deduction would be raised to $4,500/$9,000
($2,180  for  composite  filers)  and  again  in  TY  2022  to  $5,000/$10,000
($2,250). Beginning in TY 2023, annual indexing would again be applied. 

In  TY  2015,  just  under  50  percent  of  taxpayers  claimed  the  standard
deduction; however, the distribution of claimants is heavily skewed toward
low-income taxpayers.  While nearly 80 percent of taxpayers reporting AGI
below  $20,000  claimed  the  standard  deduction,  10  percent  or  less  of
taxpayers with AGI above $100,000 claimed the standard deduction.   
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Table B. Proposed Iowa Individual Income Tax Rates, Brackets, and 
Standard Deductions

Pension exclusion   
Under  current  law,  taxpayers  are  allowed  to  exclude  from  Iowa  taxable
income up to $6,000 for a single taxpayer, or head of household, or qualified
widower  in  pension income (a  pension,  annuity,  self-employed retirement
plan,  deferred  compensation,  IRA  distribution,  or  other  retirement  plan
benefits, excluding Social Security benefits and military pension) or $12,000
for a married couple. Taxpayers must meet one of the following conditions to
be eligible to take this pension exclusion: (1) 55 years of age or older; (2)
disabled, or (3) a surviving spouse or a survivor having an insurable interest
in an individual who would have qualified for the exclusion on the basis of
age  or  disability.  Under  the  proposal,  this  pension  exclusion  would  be
increased 20% each year over current law from TY 2020 to TY 2024, resulting
in a doubling after five years. 

Table C. Current and Proposed Pension Exclusion 
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Individual Income Tax Model
This  analysis  employs  the  IDR  individual  income  tax  micro  model  using
preliminary data for TY 2016 under development for the 2018 Legislative
session. In order to estimate tax liability in years after 2016, individual tax
return data used by the model are adjusted for anticipated growth in income
and changes in the size and age distribution of the population. The income
growth  forecasts  are  based  on  various  income  projections  produced  by
external  economic  models  using  data  primarily  from  Moody’s  Analytics;
however, many growth factors have not been updated from those used for
the 2017 Legislative model. Economic projections do not assume any specific
unusual growth or recessionary periods. Population projections are based on
the REMI model for the State of Iowa. The model forecasts both federal and
Iowa tax liability for each household. The forecasted changes in liability by
tax year under the proposal are timed into State fiscal year changes using
historical patterns of withholding, estimates, final returns, and refunds.

Because TY 2016 return data are not complete yet, roughly 80,000 taxpayers
in the base year data are imputed using information from last year’s late
filers. The Department will update the model in mid-December with revised
economic growth forecasts, new population forecasts, and actual tax return
information will replace imputed late filers in the base year TY 2016 data.
Therefore,  proposals  estimated  using  the  model  prepared  for  the  2018
Legislative session are subject to change when re-estimated with the 2018
model.

Individual Income Tax Fiscal Estimates
The estimated fiscal impacts of the proposal are presented in the following
tables, using TY 2018 as an example (similar tables are presented for TY
2019 through TY 2023). NOTE – these model results incorporate the impact
of coupling as noted above: 

 Table 1 comparing tax parameters of current law and the proposal in
TY 2018; 

 Table 2 presenting estimated change in tax liability by income groups
in TY 2018;
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 Table  3 describing  the  distribution  of  all  taxpayers  experiencing
decreases or increases in tax liability estimated for TY 2018;

Table 19 presenting tax liability changes for example taxpayers under this
proposal in TY 2023. The 35 modeled example households, based on average
outcomes for actual taxpayers forecasted to fit the specified characteristics,
differ by filing status, number of dependents, age of primary taxpayer, and
income groups (the AGI ranges target groups with AGI of $25,000, $50,000,
$100,000, $200,000, and $500,000).

Finally, Table 20 summarizes the estimated revenue impacts by tax year
and by fiscal year. The table also presents the estimated reduction in school
surtax collections by tax year.

2. Iowa Inheritance Tax Proposal
The Iowa inheritance tax is repealed over five years. The proposal would be
effective beginning with decedents dying on or after January 1, 2021 and
passing property to non-lineal  descendants.  It  is  assumed that for deaths
occurring in calendar year 2021 through 2025 the applicable inheritance tax
rate would be reduced cumulatively by 20% each year according to the year
in  which  the  decedents  died  (for  example,  applicable  tax  rates  on  an
inheritance return associated with a death date in CY 2021 would be reduced
by 20%; for CY 2022, 40%, and so on).

Forecasted Net Receipts of Inheritance Tax Under Current Law
Inheritance tax receipts estimated by the Revenue Estimating Conference in
October 2017 are used for FY 2018 and FY 2019; growth was assumed to
equal 3.6% annually in fiscal years 2020-2027. Forecasted inheritance tax
receipts are $88.8 million in fiscal year 2018 and reaching $159.3 million in
fiscal year 2027.

Table D. Forecasted Inheritance Tax Receipts (Million $)

Because  fiscal  year  inheritance tax  refunds  are  relatively  low,  forecasted
inheritance tax refunds under current law are zero. As a result, forecasted
net inheritance tax receipts equal forecasted receipts.

Assumed Timing for Iowa Inheritance Tax Repeal
Under current law, the inheritance tax return must be filed and any tax due
must be paid on or before the last day of the ninth month after the death of
the  decedent  unless  an extension is  granted by  the Iowa Department  of
Revenue. Based on returns filed in 2014 through 2016, the distribution of
payments by the time between death and tax filing was estimated.
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Table E. Inheritance Tax Estimated Time Between Death and Tax 
Filing by Quarter

 
Note: it is assumed that the returns filed 366 days or more after date of death are all filed in 
the same quarter.

Estimated Revenue Impacts of Repealing Iowa Inheritance Tax
Using the estimated timing of payments within each quarter and applying
the proposed tax rate reduction based on the estimated year of death of the
decedent, the forecasted fiscal impacts of repealing the inheritance tax are
shown in Table G. 

Table F. Forecasted Revenue Impact of Repealing Iowa Inheritance 
Tax (Million $)
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3. Iowa Corporation Income Tax Proposal
 Eliminating federal deductibility in TY 2022
 Eliminating the Iowa alternative minimum tax in TY 2022
 Lower the top rate to 10% for TY 2022 
 Over the next four years, lower the top tax rate to 7% and all others to

5.5%

Transition Year for Federal Deductibility 
With the elimination of  federal  deductibility for corporation income tax,  a
transition year was modeled.  That is, it is assumed that refunds would be
included  in  Iowa  taxable  income  in  tax  year  2022  but  neither  federal
payments nor refunds would be included in Iowa taxable income beginning in
tax year 2023. This is necessary because filers would have an incentive and
ability to shift federal payments and refunds between tax years.

Marginal Tax Rates
Under current law, there are four marginal tax rates ranging from 6% to 12%.
Under the proposal, the top rate would be phased down to 7% and all other
rates would be reduced to 5.5%.

Table G. Corporation Income Tax Rates

Iowa Alternative Minimum Tax
To further simplify the corporation income tax, the Iowa alternative minimum
tax  (AMT)  is  eliminated  effective  tax  year  2019.  The  Iowa  AMT  is  an
alternative tax calculation established decades ago to reduce the likelihood
corporations  could  use  large  adjustments  or  preferences  to  avoid  paying
Iowa tax. However, if a taxpayer becomes subject to the AMT in a single year
because  of  a  one-time  occurrence  of  the  covered  adjustments  or
preferences, the Iowa Alternative Minimum Tax (AMT) Credit would allow that
taxpayer  to  eventually  recover  all  of  the  taxes  paid  because  of  the
anomalous occurrence. On the other hand, a taxpayer who regularly receives
the covered adjustments or preferences would be regularly subject to the
AMT and thus not be eligible to claim the AMT Credit. 

The Iowa AMT was paid by an average of 300 corporations in recent tax
years (an average of $6.4 million per year) and the Iowa AMT Credit was
claimed by an average of 120 corporations (an average of $3.2 million).
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With the AMT repealed, in tax year 2019 any taxpayer with an AMT Credit
would be eligible to claim the full amount up to their Iowa tax liability since
this tax credit can be claimed only if taxpayers are not subject to AMT. After
tax  year  2019,  any  remaining  unused  AMT Tax  Credit  is  assumed to  be
expired.

Corporation Income Tax Model
This  analysis  employs  the  IDR  corporation  income  tax  model  using  tax
returns filed for form years 1990 through 2014.  Tax liability for each return is
forecasted for future years using economic growth projections for income,
adjustments,  and tax credits.  The growth forecasts are based on external
economic models using data primarily from Moody’s Analytics. Projections do
not assume any specific unusual growth or recessionary periods. The model
uses the historic relationships between tax liabilities and State fiscal year
receipts and refunds to translate tax year liability changes into State fiscal
year revenue changes.

The Department will update the model this fall with revised economic growth
forecasts  and  the  addition  of  tax  year  2015  data.  Therefore,  proposals
estimated using the model  prepared for  the 2017 Legislative  session are
subject to change when re-estimated with the 2018 model.

Corporation Fiscal Estimates
The estimated fiscal impacts of the corporation proposal in the following 
tables: 

 Table 21 summarizing the estimated revenue impacts of eliminating 
federal deductibility by tax year and by fiscal year.

 Table 22 presenting estimated change in tax liability by federal and 
Iowa income groups in TY 2022.

4. Sales and Use Modernization

 Eliminates exemptions for several consumer purchases including 
digitally-delivered goods, personal instruction services, and the sales 
tax holiday.

 Expands the definition of nexus to include two categories of online 
retailers, marketplaces and non-nexus retailers that use apps on 
devices in Iowa to execute transactions. 

 Extends the taxation of services to include subscriptions that give the 
purchaser the right to use items or receive services.

Sales and Use Tax Modeling
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Based on estimates completed for the TY 2015 Tax Expenditure Study, the 
fiscal impact of exempting various goods and services were projected for 
fiscal years 2019 and later.  In most cases, the retailers to which sales are 
attributed have nexus in Iowa but the transactions are not taxed because of 
specific provisions in the tax code. The growth rates used for the out-years 
are unique to each exemption, usually based on industry GDP growth rates 
or CPI from the U.S. Bureau of Economic Analysis.

The estimates of use tax revenues not collected are based on data gathered
from various websites. In some cases, the use tax is not collected because
the item is sold in a marketplace website or other online retail that does not
have nexus in Iowa; this proposal would expand the definition of nexus to
instead include all retailers with apps on devices in Iowa that are used to
facilitate transactions into the state. 

Marketplaces include websites such as Etsy or Ebay which facilitate online
sales between persons. Non-nexus retailers include sellers which ship their
own products into Iowa but otherwise do not have a physical presence in the
State. It is assumed that the latter would include only retailers with $500,000
or more sales into Iowa per year.

Sales and Use Tax Fiscal Estimates
The estimated fiscal impacts of the proposal are presented in the Table 23:

 The  first  section  presents  estimates  of  removing  existing  consumer
sales  and  use  tax  exemptions.  The  entry  for  digitally-delivered  goods
includes only those retailers who already have nexus.

 The second section presents estimates of expanding the definition of
nexus to include two categories of online retailers: marketplaces and non-
nexus retailers. It is assumed that only 50% of retailers would comply with
the nexus expansion; the others would likely dispute the legality of the
claim under Quill and not pay until specifically ordered to do so.

 The third section presents estimates of extending the sales tax base to
various  new  economy  subscriptions  for  items  like  music,  games,  TV,
software, accommodations, and transportation.

 The final panel presents additional base expansions that are possible
but  not  currently  recommended.  The list  includes  consumer purchases
that might be difficult to administer, undesirable to tax, or ones that no
other state currently taxes.

Local Impact Estimates
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Under  current  law,  one  percentage  point  of  the  sales  and  use  tax  is
dedicated to the Secure an Advanced Vision for Education (SAVE) program
through December 31, 2029. Therefore, one-sixth of the estimated increased
tax revenues would be transferred to the schools.  The estimated difference
in total net receipts for the State is net of that transfer to the school districts
(see Table 24).

At the same time, many of the transactions that will become subject to sales
tax under the modernized sales tax base would be subject to the additional
one cent Local Option Sales Tax (LOST).  An estimated 78% of Iowa sales tax
transactions  are  subject  to  LOST;  (it  is  less  than  100%  because  some
jurisdictions including nearly all of Polk County have not yet imposed LOST).
Therefore, an expanded sales tax base would result in increased collections
for local jurisdictions (see Table 24).  Because Iowa does not have a local
option use tax, it is not clear at this point how many of the new economy and
ecommerce sales would be subject to LOST; the legal team is considering
this issue.  Therefore the LOST estimate is very preliminary and likely to be
increased with further discussion.
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Note that for taxpayers with AGI between $20,001 and $30,000 the share with increased tax liability is 
estimated to be a 2.7 percent, which is nearly 46,000 households with an averaged $29 increase per 
household. 
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Table 21. Estimated Change in Corporation Tax Revenues Under the Elimination 
of Federal Deductibility, the Alternative Minimum Tax, and Lower Tax Rates 
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Table 22. Distribution of Estimated Change in Corporation Income Tax Liability 
Under Elimination of Federal Deductibility, the Alternative Minimum Tax, and 
Lower Tax Rates, TY  2022
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Table 23. Forecasted Sales and Use Tax Revenue from the Elimination of Exemptions and 
Expansion of Ecommerce Nexus
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Table 23 (cont). Forecasted Sales and Use Tax Revenue from the Elimination of Exemptions and
Expansion of Ecommerce Nexus
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Table 24. Forecasted Net General Fund Receipts under Current Law and Proposal
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