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ABOUT THE AUTHOR

Ben Murrey is lowa Director of Policy and Research with the Common Sense
Institute (CSI) where he leads the research efforts of CSI lowa to provide insightful,
) accurate and actionable information about the impact of public policy on families,
J businesses, and communities.

\ o With over a decade of experience researching and advising lawmakers on tax and
economic policy, Ben has contributed to key legislative and ballot issues at the
state and federal level, including the 2017 Tax Cuts and Jobs Act and landmark state
tax reforms. In addition to publishing regular research reports for CSI, Ben has been
published in state and national outlets including the Wall Street Journal, Real Clear
Policy, the Corridor Business Journal, the Colorado Springs Gazette, and others.
Prior to joining CSI, Ben worked for a state-based think tank in Colorado and
as a U.S. Senate aide for tax, budget, and economic policy.

ABOUT COMMON SENSE INSTITUTE

Common Sense Institute is a non-partisan research organization dedicated to the protection and
promotion of lowa’s economy. CSl is at the forefront of important discussions about the future of free
enterprise and aims to impact the issues that matter most to lowans. CSl's mission is to examine the fiscal
impacts of policies, initiatives, and proposed laws so that lowans are educated and informed on issues
impacting their lives. CSI employs rigorous research techniques and dynamic modeling to evaluate the
potential impact of these measures on the economy and individual opportunity.

TEAMS & FELLOWS STATEMENT

CSlis committed to independent, in-depth research that examines the impacts of policies, initiatives, and
proposed laws so that lowans are educated and informed on issues impacting their lives. CSI's commitment
to institutional independence is rooted in the individual independence of our researchers, economists, and
fellows. At the core of CSI's mission is a belief in the power of the free enterprise system. Our work explores
ideas that protect and promote jobs and the economy, and the CSI team and fellows take part in this pursuit
with academic freedom. Our team's work is informed by data-driven research and evidence. The views and
opinions of fellows do not reflect the institutional views of CSI. CSI operates independently of any political
party and does not take positions.
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INTRODUCTION

lowa enacted legislation in 2022 to put the state
on track for a single flat individual income tax rate
of 3.9% by 2026. The tax change also created a
mechanism to ratchet down the corporate income
tax rates to a flat 5.5% rate over time as certain
revenue conditions trigger rate buydowns. Under
the reforms enacted from 2018 through 2022,
lowa reduced its individual income tax brackets
from nine brackets with a top rate of 8.98% to
three with a top rate of 5.7% in the current tax
year. At the start of the 2024 legislative session,
lowa remained on track for two brackets with a
top rate of 4.82% in 2025 and a flat rate of 3.9%
starting in 2026. These changes set the state up to
move from one of the top 10 most burdensome
states for individual income tax in 2018 to one of
the 10 least burdensome by 2026.' With strong
budget surpluses expected to continue, the
legislature and the governor passed legislation this
year to expedite the individual income tax rate
reductions and lower the target rate again.

With the passage of Senate File 2442 in April
2024, the state will move to a single flat individual
income tax rate of 3.8% starting in tax year 2025.
This report first provides historic background

on income tax policy in lowa. It describes the
conditions that have made it possible to cut
income taxes without impacting the state budget
and why tax policy matters. It discusses the tax
savings for individual taxpayers. It outlines the
direct or “static” revenue impacts of the individual
income tax changes on state and local revenues
provided by lowa’s Legislative Services Agency
(LSA). Then, starting from that static impact, it
models the indirect or “dynamic” economic and
revenue impacts using the REMI Tax-Pl model.
Finally, it forecasts three state revenue and
spending scenarios to evaluate the sustainability of
recent tax reductions and whether lawmakers can
reduce taxes further without state budget cuts.
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KEY FINDINGS

= Common Sense Institute’s dynamic economic simulation forecasts that
over 10 years the SF 2442 income tax rate reductions will result in—

> $1.85 billion in tax savings for income-tax payers.

> a$3billion increase in after-tax income across the entire economy.
> $1.72 billion in GDP growth.

> approximately 6,800 new jobs created in 2025.

= The economic stimulus resulting from SF 2442 cutting individual income
taxes will offset $120 million of the revenue loss to the state over the first
10 years.

= Inthree forecasted scenarios, including two recessions of varying severity,
CSl found lowa's recent tax reductions are sustainable over the long term.

= Inallthree forecasted scenarios, including a recession comparable to 2008,
CSl found lowa could sustain additional tax reductions without reducing
state spending over at least the next decade if it did so judiciously.

= In 2025, SF 2442 will reduce income taxes for the typical lowa household
earning $75,000 per year by approximately $410, in addition to savings
from recent reforms.

= The typical household will see a reduction in their effective tax rate from
4.71% to 3.8% for 2025 and a reduction from 3.9% to 3.8% in future years.

SLND XVL1 IWODNI #202 S,YMOI // tzoz aNnl

COMMON SENSE INSTITUTE :: COMMONSENSEINSTITUTEIA.ORG


https://CommonSenseInstituteor.org

BACKGROUND

States began adopting income taxes in the early 20th
century. A third of states, including lowa, adopted an
income tax in the 1930s." Today, only seven states levy
no taxes on personal income.’ In addition, Washington
and New Hampshire exempt most income from tax.
lowa—along with most other income tax states—
adopted a progressive tax structure, leaving only

12 states with a flat tax today. In 2025, lowa will
become the 13th flat tax state and the 10th state

ever to migrate from a progressive rate structure

to a single flat individual income tax rate.”

The structure of lowa'’s individual income tax has
evolved since 1934. When first adopted, the tax was
comprised of five brackets with rates ranging from

1% to 5%. In the 1960s, lawmakers added two additional
brackets. The brackets became most numerous and
levied at the highest rates in the following decade.

From 1975 to 1987 lowa maintained 13 individual income
tax brackets with a top rate of 13%. In 1987, lawmakers
adopted the basic individual income tax structure that
existed until the 2018 through 2024 reforms.

In recent years, lawmakers have worked to advance an
income tax reform agenda aimed at lowering the overall
income tax burden and moving to a single flat rate.

In 2018, the legislature passed and the governor signed
SF 2417. Among other policy changes, the bill lowered
rates across all nine brackets, reducing the top rate to
8.53%. In 2022, HF 2317 implemented a phase down
of the nine brackets to just one 3.9% rate for all
taxpayers starting in 2026. Legislation passed this
year—the focus of this report—will amend the
previous plan by implementing a flat rate of 3.8%
starting in tax year 2025.¥ Some lawmakers have
proposed phasing out lowa’s individual income

tax entirely."

TABLE 1. IOWA INDIVIDUAL INCOME
TAX HISTORY

Effecti
echive Rates and Income Tax Brackets
Tax Year
Graduated rates imposed ranging from 1.0% to 5.0%
1934 over 5 taxable income brackets with a top bracket
of $4,000
Rates lowered to range from 0.75% to 3.75% over 5
1953 taxable income brackets with top bracket raised to
$5,000
Rates increased to range from 0.8% to 4.0% over
1955 5 taxable income brackets with the top bracket
lowered to $4,000
Rates lowered to range from 0.75% to 3.75% over
1957 .
the same taxable income brackets
Rate changed to range from 0.75% to 4.5% over
1965 6 taxable income brackets with the top bracket of
$9,000
Additional bracket and new top 5.25% rate
1967 .
introduced.
1971 Rates increased on all brackets except lowest two,
rates ranging from 0.75% to 7.0%
1975 Rates ranging from 0.5% to 13.0% over 13 taxable
income brackets with the top bracket of $75,000
1979 One-time indexation of brackets, raising top bracket
to $76,725
1987 Rates changed to 0.4% to 9.98% over 9 taxable
income brackets with the top bracket of $45,000
1996 Annual indexation of brackets instituted
All tax rates cut 10% with a range of 0.36% through
1998 8.98% over 9 taxable income brackets with the top
bracket of $45,000 indexed ($51,660)
All tax rates cut with a range of 0.33% through
2019 8.53% over 9 taxable income brackets with a top
bracket of $73,710 (indexed annually)

Source: lowa Department of Revenue
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WHY IT MATTERS

Since the start of the COVID-19 pandemic, the
United States federal government and the Federal
Reserve Bank of the United States have injected
trillions of dollars in fiscal and monetary stimulus
into the economy.' Their actions increased the
U.S. dollar M2 money supply by about 40%

in just 2 years."" While increasing the money
supply funded the stimulus that helped bridge
the gap for many lowa families and businesses
during economic shutdowns of 2020 and 2021,
consumers are now paying the price for it.

A year after pandemic stimulus measures went
into effect, the annual rate of inflation began to
accelerate. By June 2022, year-over-year inflation
hit a 4-decade high of 91%.* While inflation has
since cooled, it remains well above the historic
norm and the Fed’s target rate of 2%.* Put
simply, higher prices are here to stay, and prices
continue to rise at nearly double the average
inflation rate from the decade preceding the
pandemic. Consumer prices in lowa have risen
by over 20% in the four years since Congress
passed the CARES Act. As a result, the typical
lowa household needs $1,000 more per month
to maintain the same standard of living.X Wages
have failed to keep up.i Meanwhile, the same
federal stimulus that sent prices rising faster than
lowans’ wages also boosted tax receipts across
the country.

Between 2019 and 2023, cumulative state and
local tax revenues in the United States have
increased by 28%, outpacing the cumulative
inflation of about 19% over the same period.*"

In Colorado, general fund revenues increased
44% from FY 2019-20 to FY 2023-24. In
California, general fund revenues rose 40%.*"
lowa saw a 30% increase in general fund revenue
over the period. But exactly how policymakers in
each state respond to these increases in revenues
can significantly impact their state’s economic
competitiveness and their residents’ livelihood
and standard of living.

While California’s general fund revenue increased
a handsome 40% from FY 2019-20 to FY 2023-
24, its expenditures increased by 58%. Despite
bloated public spending, the Golden State has
one of the highest levels of economic inequality
in the country i It also saw the number of
Californians living at or near the poverty level rise
from 28.7% in 2021 to 311% in 2023%¢ It now
faces a budget deficit of up to $73 billion, forcing
large budget cuts.* Meanwhile, over 400,000
residents left the state on net between July 2021
and July 2022, migrating primarily to Texas and
Arizona* The former has no income tax. Starting
with tax year 2023, Arizona consolidated its
multi-bracket individual income tax system into

a single low rate of 2.5%, making it the lowest

of any state that levies an income tax.* lowa is
taking the same path.
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FIGURE 1

Figure1. lowa Revenue, Appropriations, and Surplus and TRF Balances
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Figure 1 shows actual and forecasted annual general fund revenue, appropriations, the annual balance of
the state surplus, and the balance of the Taxpayer Relief Fund (TRF) for FY 2017-18 through FY 2025-26
prior to the passage of SF 2442. Rather than increasing its spending by 30% when revenues surged 30%,
lowa lawmakers have budgeted and spent far less than statutorily allowed since 2021 This gap between
annual appropriations and revenues created a surplus, illustrated in figure 1in the gap that emerges
between the red and yellow lines starting in 2021. Lawmakers used the surplus to max out the state’s
rainy-day reserve funds. Then, they put aside over $3.7 billion in a Taxpayer Reserve Fund to support tax
cuts while continuing to roll additional surplus dollars forward each year, represented by the blue and
green lines in figure 1" These measures provide the revenue and budgetary basis for lowering lowa’s
income tax rates.
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WHAT IT MEANS FOR TAXPAYERS

The state’s fiscal restraint paired with reductions in individual income tax rates will bring meaningful tax
savings to lowa families and businesses. This section serves to demonstrate approximate tax savings for
different income levels and filing statuses. Determining exact tax savings with the recent changes from

SF 2442 will depend on each tax filer's unique circumstances. Readers should consult with a professional
tax advisor to determine how tax policy changes will affect them. Tables 2 and 3 shows the new income

tax rates under “current law” prior to the passage of SF 2442 and the new rates after its passage.

TABLE 2. INCOME TAX RATES FOR SINGLE FILERS BEFORE AND AFTER SF 2442

. Current Law HF 2705
Income — Single
Filer TY 2024 | TY2025 |[TY 2026+| TY 2024 | TY 2025+
$0 to $6,210 4.40% 4.40% 4.40%
$6,210 to $31,050 4.82% 4.82° 3.90% 4.82% 3.80%
$31,050+ 5.70% Der 5.70%
Source: SF 2442 fiscal note, LSA
TABLE 3. INCOME TAX RATES FOR JOINT FILERS BEFORE AND AFTER SF 2442
Current Law HF 2705
Income —
Married Filers TY 2024 | TY2025 |TY 2026+| TY 2024 | TY 2025+
$0 to $12,420 4.40% 4.40% 4.40%
$12,420 to $62,100 4.82% 4.82% 3.90% 4.82% 3.80%
$62,100+ 5.70% e 5.70%

Source: SF 2442 fiscal note, LSA
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Tables 4 and 5 assume each taxpayer takes the standard deduction and claims no other deductions,
exemptions, or credits. The 2024 standard deduction equals $14,600 for single filers and $29,200 for
joint filers. The IRS has not yet announced the standard deduction amount for 2025, therefore the tables
assume a $15,000 deduction for single filers and $30,000 for joint. Additionally, the state of lowa did not
announce the inflation adjustment for the two tax brackets for 2025 under previous law. For 2024, the
4.82% bracket starts at $6,211 for single filers and $12,421 dollars for joint filers*¥ The tables adjust those
amounts to $12,501, and $6,251 for tax year 2025.

TABLE 4. INDIVIDUAL INCOME TAX LIABILITY BEFORE AND AFTER SF 2442 - TAX YEAR 2025

Top Marginal Effective Tax Tax Liability

SLND XVL IWODNI #202 S,YMOI // tzoz aNnl

TaxYear2025 | Salary  Filing Status

TaxRate Rate and Savings
Before HF 2705 4,829 4.67% £700
£30,000 Si
After HF 2705 ' ngle 3.80% 3.80%  $570
Tax Savings £130
Before HF 2705 60,000 Single 4,829 4.76% £2,140
After HF 2705 3.80% 3.80% £1.,710
Tax Savings £430
Before HF 2705 $150,000 Single 4,829 4.80% £6,480
After HF 2705 3.80% 3.80% £5,130
Tax Savings £1,350
Before HF 2705 75,000 Jaint 4,829 4.71% £2,120
After HF 2705 3.80% 3.80% £1.,710
Tax Savings £410
Before HF 2705 $150,000 Jaint 4,829 4.78% £5,730
After HF 2705 3.80% 3.80% £4,560
Tax Savings £1,170
Before HF 2705 $300,000 Jaint 4,820 4. 80% £12,960
After HF 2705 3.80% 3.80% £10,260

Tax Savings £2,700
Source: C5l calculations

The baseline in Table 4 reflects current law prior to the passage of SF 2442 earlier this year. The difference
does not show the tax savings from bills passed in 2022 (HF 2317), 2021 (SF 619), and 2018 (SF 2417).

This year's changes add to the total tax savings from reforms since 2018. This report analyzes the impacts
of the individual income tax rate changes in SF 2442. For that reason, relatively little tax savings from
personal income tax is seen after 2025, as seen in Table 5. House File 2317 from 2022 already created
substantial tax savings for 2026 and beyond.
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TABLE 5. INDIVIDUAL INCOME TAX LIABILITY BEFORE AND AFTER SF 2442 - AFTER 2025

TopMarginal Effective Tax Tax Liability

After 2025 Sala Filing Statu
¥ nEStas oy Rate Rate  andSavings
Before HF 2705 3.90% 3.00%  $585
£30,000 Si
After HF 2705 ' nele 3.80% 3.80%  $570
Tax Savings £20
Before HF 2705 $50.000 Single 3.90% 3.90%  £1,755
After HF 2705 ' 3.80% 3.80%  $1,710
Tax Savings £50
Before HF 2705 $150,000 Single 3.90% 3.90% %5265
After HF 2705 3.80% 3.80%  $5,130
Tax Savings £140
Before HF 2705 £75,000 loint 3.90% 3.90%  £1,755
After HF 2705 3.80% 3.80%  $1,710
Tax Savings £50
Before HF 2705 $150,000 loint 3.90% 3.90% 4,680
After HF 2705 3.80% 3.80%  $4,560
Tax Savings $120
Before HF 2705 $300,000 loint 3.90% 3.90%  $10,530
After HF 2705 ' 3.80% 3.80%  $10,260
Tax Savings £270

Source: CSl calculations

Most of the tax savings from cuts to individual income taxes came with previous reforms since 2018.

The changes in SF 2442 will bring a significant amount of additional tax savings in 2025 and will reduce
tax liability by a small amount in perpetuity every year after that. The same is true for the bill's impact on
state revenues. Thanks to recent reforms, lowa will have a lower individual income tax rate than any of its
neighbors except South Dakota, which has no individual income tax. >
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STATIC IMPACTS

Lowering individual income tax rates reduces state revenue. lowa’s Legislative Services Agency estimates
revenue impacts on a static basis; it does not consider secondary effects of policy changes on economic
behavior and resulting changes in macroeconomic conditions such as GDP growth and job creation.

On a static basis, LSA estimates the reduction in personal income tax rates in SF 2442 will reduce state
revenues by $328.2 million in FY 2024-25 (half year impact for tax year 2025) and $605.3 million in

FY 2025-26. Because LSA based its forecast on current law prior to the passage of SF 2442—which
incorporated previous tax reform measures in 2018 and 2022 that would have fully implemented a flat
personal income tax rate of 3.9% starting in 2026—most of the revenue impact shows up in tax year
2025. From tax year 2026 on, SF 2442 simply reduces lowa's flat individual income tax rate from 3.9%

to 3.8%. Thus, the static revenue impact falls from a $605 million revenue reduction in FY 2025-26 to a
$97 million reduction in FY 2026-27. Table 6 shows the LSA projection of the static impact of SF 2442's
individual income tax reductions on state revenue. This revenue impact also represents direct income tax
savings from the tax cut.

TABLE 6. STATIC STATE GOVERNMENT REVENUE IMPACT OF INDIVIDUAL INCOME TAX RATE
CHANGES IN SF 2442

(millions of dollars) FY 2025 FY 2026 FY 2027 FY 2028 FY 2029 FY 2030

State Revenue Change -328.2 -605.3 -97.0 -96.8 -99.5 -102.4

Source: SF 2442 fiscal note, LSA

The bill also reduces local tax revenues due to an incidental reduction in school district income surtaxes.
Table 7 shows the static impact of SF 2442’s individual income tax cuts on local revenues.

TABLE 7. STATIC LOCAL GOVERNMENT REVENUE IMPACT OF INDIVIDUAL INCOME TAX RATE
CHANGES IN SF 2442

(millions of dollars) FY 2025 FY 2026 FY 2027 FY 2028 FY 2029 FY 2030

State Revenue Change -81 -15.0 -2.4 -2.4 -2.5 -2.5

Source: SF 2442 fiscal note, LSA

SLND XVL IWODNI #202 S,YMOI // tzoz aNnl

COMMON SENSE INSTITUTE :: COMMONSENSEINSTITUTEIA.ORG

10


https://CommonSenseInstituteor.org

DYNAMIC IMPACTS

Starting with LSA' static impact, the Common
Sense Institute simulated the dynamic impacts

of the individual income tax rate reductions in SF
2442 on lowa's economy and state tax revenues
over 10 years using the REMI Tax-Pl model. As
with any economic forecast, CSl's economic and
revenue model makes certain assumptions. Those
assumptions produce the necessary inputs for the
tax model and thus affect the outputs.

First, LSA does not anticipate the income tax cuts
in SF 2442 will have any impact on state spending
through FY 2029. If the tax cut does trigger a
budget shortfall, however, the bill allows the state
to use the $3.74 billion in the TRF to offset the
revenue loss from the income tax rate reduction,
preventing state budget cuts. The CSl simulation
therefore assumes no reduction in state spending.
It does assume a reduction in local spending equal
to the tax savings from the incidental decrease in
school district income surtaxes shown in Table 7.
Because the model assumes no reduction in state
spending, it treats the entire static state revenue
reduction as a direct stimulus to the economy.

It must also consider how that money will enter
and make its way through the economy. Because
LSA does not provide a revenue impact after FY
2030, CSI's model also projects the static revenue
impact from FY 2031 through FY 2034.

Common Sense Institute’s simulation estimates
the static revenue impact of the tax cuts to grow
at a rate of 4% annually from FY 2031 through FY
2034. Historically, state revenues have grown at
just over 4% annually on average. The revenue
reduction (and direct tax savings) for the out
years (after FY 2030) results from a constant 0.1%
reduction in the tax rate. The model therefore
assumes the annual direct tax savings will grow

at the same constant 4% annual rate as state
revenues. The final assumption considers how the
money from the tax reduction will work its way
through the economy.

Employees and businesses pay individual income
taxes, and each may behave differently with

the increased earnings resulting from a tax cut.
The CSl simulation assumes when employees
receive higher wages or salaries, their personal
consumption increases. Empirical evidence
shows that when businesses receive new income
from a tax cut, they reinvest it.>" The simulation
assumes pass-through businesses behave the
same way. Thus, it treats the share of the income
tax reduction that will increase business income
as a reduction in business production costs.

The amount of individual income tax revenue
attributable to employees versus businesses

is derived from REMI tax data. The economic
impacts in table 8 are shown in calendar years.
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TABLE 8. ECONOMIC IMPACTS: INDIVIDUAL INCOME TAX RATE REDUCTIONS IN SF 2442

(dollars in millions) 2025 2026 2027 2028 2029 2030 2031 2032 2033 2034 10-Year

Direct Income Tax Savings $895.2 $92.8 $95.4 $981 $101.0 $103.9 $108.0 $112.4 $116.8 $1215 $1,845.2

Total Growth in After-tax Income $1,2397 $278.8 $2373 $2037 $1811 $168.4 $164.9 $167.8 $174.8 $184.6 $3,0011

Change in Gross Domestic Product $746.0 $251.0 $179.8 $120.4 $83.8 $64.8 $59.3 $62.4 $70.5 $813 $1,719.4
Change in Total Employment 7300 2,300 1,600 1,700 700 600 500 500 500 600

In table 8, “Direct Income Tax Savings” equals the total static or direct reduction in personal income taxes
from SF 2442 based on lowa Department of Revenue (IDR) data. All other rows quantify the indirect or
secondary economic impacts the model anticipates will result from that tax cut. “Total Growth in After-
tax Income,” also called “disposable personal income,” represents the cumulative increase in after-tax
income for all lowans. This demonstrates the benefits taxpayers will see across the entire lowa economy,
regardless of whether they pay income taxes. The reduction in taxes also generates economic activity
that leads to employment and GDP growth, as shown in the last two rows of table 8. “Change in Total
Employment” is annual, not cumulative.

Reducing tax rates reduces state revenue on a static basis by an amount directly proportional to the
change in the rate. However, lowering taxes can change economic behavior in a way that boosts state
revenues. For example, an individual who saved $400 in taxes may spend that money in the state’s
economy, increasing sales tax receipts. Likewise, a business might use tax savings to expand production,
thus creating jobs and increasing gross state product, which in turn could increase income tax revenue.
Thus, the actual revenue reduction from an income tax cut after accounting for dynamic effects comes
out to less than the static impact.

Table 9 shows the static versus dynamic impact of the individual income tax rate reductions from SF
2442. The change shown in table 9 as “Revenue Change (Static)” represents the same direct tax revenue
impact as the row “Direct Income Tax Savings” in table 8. Table 9 shows this impact by state fiscal year
whereas table 8 shows it by tax year.

TABLE 9. REVENUE IMPACTS: INDIVIDUAL INCOME TAX RATE REDUCTIONS IN SF 2442

(dollars in millions) FY2025 FY2026 FY2027 FY2028 FY2029 FY2030 FY2031 FY2032 | FY2033 | FY2034 10-Year

Revenue Change (Static) -$3282 | -$605.3 -$97.0 -$96.8 -$99.5 -$102.4 -$1065 | -$1108 | -$1152 | -$119.8 | -$1,7814

Revenue Change (Dynamic) -$281.0 | -$5934 -$86.3 -$881 -$921 -$95.7 -$100.0 | -$1042 | -$1083 | -$1124 -$1,661.6
Difference $472 $11.9 $107 $87 $74 $6.7 $6.5 $6.6 $6.9 $74 $119.8

The tax savings to lowa taxpayers represents a revenue loss of the same amount to the state on a static
basis. However, reducing income taxes has secondary economic effects that result in an increase in sales,
income, and other state tax revenues of a lesser amount. The row “Difference” represents the increase

in state revenue due to these secondary effects; the row “Revenue Change (Dynamic)” equals the net
reduction in state revenues after accounting for this revenue increase. The economic stimulus resulting
from cutting individual income taxes offsets $120 million of the revenue loss over the first 10 years.
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IMPACT ON THE STATE BUDGET

If not done responsibly, reducing tax rates can
lead to a state budget shortfall. With the passage
of SF 2442, some lawmakers and the governor
have expressed interest in additional tax cuts
while others have shown concern that even the
current tax cuts are unsustainable.*ii In addition
to modeling the dynamic economic and revenue
impacts of the income tax rate reductions,

CSl forecasted three possible scenarios to

help lawmakers and the public determine the
sustainability of recent tax cuts and the viability
of future ones. This section presents the three
scenarios—one based on the assumptions from
the dynamic model in the previous section,
“Dynamic Impacts - SF 2442 Income Tax Rate
Reductions,” and the others based on a mild and
severe recession.

State fiscal analysts have assessed that the
current tax cuts are sustainable at least through
FY 2029 without the need for transfers from
the TRF to the general fund. The fiscal note for a
previous draft of the bill, HF 2705, says, “Under
current law and assumptions, revenues are not
estimated to fall below appropriations through
FY 2029 Although this note did not make

it into the final fiscal note for SF 2442, nothing
changed substantively in the policy that would
alter this assessment. If revenues were to fall

below appropriations due to the tax cuts, the law
permits the state to make up the difference with
the previous years' surpluses carried forward or by
transferring TRF funds to the state's general fund.
State forecasters currently anticipate a $2.4 billion
surplus in FY 20252 The TRF balance currently
sits at $3.74 million, as shown in figure 1.

To test the legislature’s assessment, Common
Sense Institute forecasted the bill's impact on
state revenues relative to appropriations over

the next ten years based on three hypothetical
scenarios. The forecasts do not account for other
tax policy changes in SF 2442 or other legislation
passed in 2024. The baseline—Ilabeled in figures
3,4, and 5 with “before SF 2442"—represents
the March 2023 Revenue Estimating Conference
(REC) figures and actual revenues and
appropriations from previous years. * Common
Sense Institute’s simulation uses the REMI Tax-PI
model to forecast the dynamic revenue impact of
the 2024 income tax cuts for all three scenarios
using the same underlying assumptions described
under “Dynamic Impacts — SF 2442 Income Tax
Rate Reductions,’ except each scenario modifies
assumptions about the annual change in revenue.
They each assume a direct inverse relationship
between the change in overall revenue and the
amount of revenue lost from the tax cuts. For
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example, the first scenario assumes state revenue will increase by 4% from FY 2030 to FY 2031; therefore,
it also assumes state revenues will fall by 4% more in FY 2031 because of the tax cut than it did in FY 2030.
All scenarios assume appropriations grow at the approximate historic average rate of 3% annually after
FY 2025.

Rather than using the static impacts provided by LSA in the fiscal note, all three scenarios use unique
dynamic revenue impacts from CSlI's REMI modeling to calculate net general fund revenue after the 2024
income tax cuts. Table 9 shows the static and dynamic revenue impacts for scenario 1 (shown in figure
3). These reflect the estimates and assumptions used in CSI's economic model under the section of

this report entitled “Dynamic Impacts - SF 2442 Income Tax Rate Reductions.” The revenue reductions
change slightly in the model for scenarios 2 and 3 (figures 4 and 5) based on the change in overall
revenues in each scenario.

The results in tables 8 and 9 show the dynamic impact of the individual income tax cuts in SF 2442
relative to the counterfactual. (The counterfactual equals current law prior to the passage of SF 2442.)
For that reason, the results of the model would not change significantly if the economy were to grow

at a faster or slower pace than assumed in the model due to externalities unrelated to the tax cut itself.
However, the state of the economy could significantly impact state revenues regardless of the individual
income tax cuts. This section of the report forecasts whether this year’s income tax rate reductions would
cause a revenue shortfall where it would not occur otherwise.

As a point of reference for the three scenarios forecasted in this section, figure 2 shows actual historic
data and future estimates by LSA and the REC. The amounts are identical to figure 1 with the addition of
gross general fund revenue. “Gross GF Revenue” represents what state budget documents call “receipts”
or “gross tax & other

receipts”” “Net Revenue”
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The first scenario, depicted in figure 3, makes the same assumptions as the economic model from the
previous section of this report, “Dynamic Impacts - SF 2442 Income Tax Rate Reductions.” It uses historic
trends to forecast revenues, appropriations, and the cost of the tax cut beyond the forecast window
provided by the state.

Scenario 1

In the 10-year period from FY 2014 to FY 2023, lowa'’s gross state revenues grew by an average of 3.97%
and its net revenue grew by 3.89%. In the 20-year period from FY 2004 to FY 2023, they grew by an
average of 4.29% and 4.11%. The averages of each period’s average growth rate are 413% and 4%.
Economic conditions in the state are the main determinant of state revenues, though tax policy changes
at the state and federal level also impacted state revenues during these periods. Scenario 1 adopts the
net general fund revenue forecast by the REC through FY 2026 and gross general fund revenue through
FY 2025, as REC does not provide an FY 2026 gross revenue estimate. For the revenue impact from the
income tax rate cuts, it adopts the fiscal impact provided in the fiscal note for SF 2442 through FY 2030.
To produce a full 10-year forecast, revenues and the cost of the tax cuts grow by 4% annually through FY
2034 for every year in which the state does not provide a forecast.

Figure 3 makes immediately evident that the largest impact of the income tax cuts in SF 2442 relative to
the counterfactual comes in fiscal years 2025 and 2026. In scenario 1, net general fund revenues would
fall $168 million short of appropriations in FY 2026. Revenues would then surpass appropriations for the
rest of the 10-year period resulting in a $7.52 billion surplus over 10 years after the tax cuts. Had SF 2442
not become law, net general fund revenues would not fall below appropriations any year in the 10-year
forecast. However, the

FY 2026 revenue shortfall

resulting from the individual ~ FIGURE 3
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Scenario 1 presents an outlook based on conservative assumptions. The projection begins with the

REC's revenue estimates, which show the state’s net general fund revenue declining by 2.22% in FY

2024, increasing by just 0.74% in FY 2025, and then declining again by 1% in FY 2026 before returning

to average annual revenue growth. This scenario results in a $7.52 billion surplus over 10 years after
accounting for the SF 2442 income tax cuts. Under this scenario, the state could enact additional tax
relief for individuals and businesses without cutting the budget or reducing the rate of growth in spending
below the historic average. While the governor and state lawmakers hope ultimately to phase out lowa’s
income tax, state budgeters have been wary to cut taxes too aggressively out of concern over budget
shortfalls and possible recession. " The next two scenarios consider the possible impact of a mild and
more severe recession on lowa state revenues.

Scenario 2

Assuming the current REC forecast proves accurate, it would be anomalous to see multiple years of
major revenue declines after the forecasted 1% decline in FY 2026. Even during the 2008 recession, lowa
experienced only two years of revenue declines. The three years before and after those declines saw
above average revenue growth. If lowa is currently in a recession, however, REC's FY 2026 estimate may
not prove conservative enough. When the recession hit in December of 2007, economists did not declare
a recession until a year later in December of 2008. lowa'’s net general fund revenues had grown by 9.2%
in FY 2006, 4.9% in FY 2007, and 7.8% in FY 2008. The recession that began in December 2007 triggered
a 2.5% revenue decline in FY 2009 and a 5% decline in FY 2010. Revenues recovered sharply over the
next three years with 4.7%, 7% and 7.5% annual growth.
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forecasted by the REC. Notably, a recession did not cause the FY 2024 negative revenue growth. If not for
the 2022 income tax cuts, revenues would have grown by approximately 2.65% in FY 2023 and 0.45%

in FY 20242 The first year of recession-induced revenue declines start in FY 2025 in this scenario. It
assumes revenues fall by 3% in both FY 2025 and FY 2026. In FY 2027 and FY 2028, revenues recover
sharply with 5% and 6% gains. In this scenario, revenue growth after FY 2028 continues at 3%—below
the long-term average of 4% seen in scenario 1. This is representative of the impact a mild recession
followed by a “new normal” of slower economic growth might have on state revenues.

Despite revenue loss from recent tax cuts and additional declines starting in FY 2025 from the
hypothetical recession, in scenario 2 revenues remain above appropriations in FY 2025 with or without
the SF 2442 income tax cuts. With this year’s tax cuts, the scenario results in net general fund revenues
coming in $156.5 million above appropriations in FY 2025. If a recession were to cause revenue decline
in FY 2025 even slightly larger than the assumed 3% decline in scenario 2, it could result in a shortfall that
year. In scenario 2, the state would experience a $118 million revenue shortfall due to the recession. When
accounting for the revenue loss from this year’s income tax cuts, the state would experience a $678
million shortfall. In FY 2027, the state would experience a $26 million shortfall with the tax cut and a $60
surplus without it. Again, this assumes the most recent LSA appropriation estimate of $8.9 billion for FY
2025 and a constant 3% annual growth rate thereafter > This mild recession scenario results in a $1.38
billion surplus over 10 years versus $7.52 billion in the no recession scenario.

Like scenario 1, the FY 2026 revenue shortfall in scenario 2 would require neither budget cuts nor
transfers from the TRF. Lawmakers would have several options for bridging the gap between revenues
and appropriations in FY 2026 and FY 2027. For example, slower rate of growth in appropriations for a
couple of years could easily make up the difference. Alternatively, the legislature could transfer $704
billion from the state surplus to balance the budget. Based on current REC estimates, the state will end
FY 2025 with a $2.4 billion surplus. Under scenario 2, it would end the year with a surplus of just over $2
billion—enough to cover the entire $704 million shortfall from the two recession years. Furthermore, in
this scenario the revenue shortfall would be the result of a mild recession, arguably justifying a transfer
from the state's economic emergency reserve fund.

Given the state's existing surplus, the $3.7 billion TRF balance expected at the end of FY 2024, and maxed-
out emergency reserves, lawmakers could enact additional income tax reductions under scenario 2
without cutting the budget or reducing the rate of growth in spending below the historic average.

Scenario 3

The third scenario CSI forecasted assumes a major recession in 2025 and 2026. Like in the 2008
recession, it assumes the 2025 recession triggers a drop in revenue in the next fiscal year, FY 2026. For
this scenario, gross and net general fund revenues for FY 2026 through FY 2034 exactly mirror FY 2009
(the first negative revenue year during the recession) through FY 2017 growth rates. In truth, this scenario
would be more severe than the 2008 recession.
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While the 2008 recession was preceded by three years of exceptional revenue growth, scenario 3
assumes low revenue growth in the two years preceding the hypothetical recession. The REC reports
0.43% revenue growth in FY 2023 and -2.22% in FY 2024 As explained under scenario 2, the FY
2023 decline in revenue was induced by the 2022 tax cuts, not a recession. Even without the 2022 tax
cuts, however, FY 2023 and FY 2024 revenue growth would greatly lag the growth seen in the two years
preceding the 2008 recession. Therefore, scenario 3—illustrated in figure 5—represents a state revenue
outlook worse than what lowa experienced during the Great Recession.

Under this scenario, the state would see revenue shortfalls for most of the 10-year period with or without
the income tax cuts promulgated in 2024. After the 2008 recession, lowa experienced revenue declines
in 2014, reflected in the FY 2031 revenue decline shown in figure 5. Because scenario 3 assumes a
recession in 2025, impacting 2025 tax receipts, revenue declines do not begin until FY 2026. As a result, a
budget surplus persists in FY 2025 with or without the SF 2442 tax cuts. The tax cuts make a difference in
FY 2026. That year, scenario 3 yields a budget shortfall with this year's tax cuts while maintaining a surplus
without them. After two consecutive years of revenue declines, the state begins to experience shortfalls
with or without the tax cuts for most of the remaining years. Nonetheless, the state budget remains
secure in this scenario.

Over the 10-year forecast in scenario 3, cumulative net general fund revenues come in $1.57 billion below
cumulative net appropriations. This again assumes the most recent LSA appropriations estimate of $8.9
billion for FY 2025 and a constant 3% annual growth rate thereafter. Nonetheless, lawmakers could safely
maintain current income tax rates without cutting the state budget or transferring money to the general
fund from the TRF. This scenario maintains REC's assumption of a $2.4 billion surplus going into FY 2026
(see figure 2). That alone could bridge the gap between revenues and appropriations.

Additionally, because
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The legislature could also respond to the recession by slowing the rate of growth in state spending.
These actions or a combination thereof would allow the state to avoid budget cuts during the recession
while leaving the TRF untouched. Under scenario 3, the state would not need to cut state spending or
the rate of growth in state spending during the 10-year forecast or thereafter, assuming historic trends
continue over the long term.

Under the severe recession scenario, lawmakers could also enact additional tax cuts without cutting
state spending during the 10-year forecast period. However, in scenario 3 the sustainability of new tax
cuts in the first 10 years would depend on depleting finite resources from the current surplus, the TRF,
and potentially emergency funds. Those resources would get the state through the first ten years of
this scenario without budget cuts; whether the tax cuts remain sustainable beyond the 10-year window
depends on several factors, including the size of the tax cuts and future revenue growth.

If state revenues return to their historic growth rate of about 4% after the hypothetical recession in
scenario 3, state revenues would begin to exceed appropriations again in the mid-to-late 2030s under
current law. If legislators were to adopt additional tax cuts in a scenario 3 environment, it would take
longer for revenues to catch up, depending on the size of the tax cut. If in this scenario lawmakers wanted
to cut taxes without reducing the rate of growth in appropriations below 3% annually, they would need
to ensure the cuts do not cause the TRF to run dry before revenue catches up. Naturally, if lawmakers
increase the rate of growth in state spending or state revenue growth averages less than the historic norm
over the next decade, revenues may never catch up. This could force budget cuts or other legislative
action such as reducing or eliminating tax expenditures or increasing tax rates.
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CONCLUSION

Since enacting the largest tax cuts in state
history in 2022, lowa has continued to
experience budget surpluses. In 2024,
lawmakers responded by keeping spending

in check and returning more of the state’s
persistent surpluses back to taxpayers. These
tax cuts will create significant tax savings for
lowa families and businesses that continue to
face inflationary pressures on their budgets. In
addition to the $1.85 billion in direct income tax
savings from these cuts, lowans will benefit from
indirect, dynamic economic effects of reducing
the individual income tax rate. Using the REMI
Tax-Pl model, the Common Sense Institute
found that over the next decade the additional
income tax cuts promulgated this year will
generate over $1.7 in GDP growth and thousands
of new jobs, resulting in a $3 billion increase in
after-tax income across the state's economy.
That means the tax cut will benefit both income-
tax payers and those who pay no income tax.

Lawmakers have taken a measured and
incremental approach to the recent tax reforms
that make them sustainable over the long term.
Forecasting three scenarios, including a mild and
severe recession, CSl found that over at least
the next decade, lowa can maintain existing

tax reforms without the need for budget cuts.
Indeed, the state of lowa could maintain its
historic average 3% annual increase in spending
under all three scenarios and adopt additional
tax reductions if done thoughtfully. The new
3.8% individual income tax rate starting in tax
year 2025 will put more money in the pockets of
lowa families and businesses over the long term,
making lowa a more attractive place to live and
do business.
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