
 

Review of Tax Study Results 

ISSUE 

On August 11, 1996, the Des Moines Register reported the results of a tax study the 
newspaper commissioned from KPMG Peat Marwick.  The article reported comparisons 
between Iowa and 15 other states of state income tax liability for five hypothetical families.  
This Issue Review examines the results of the study as it was printed in the Register.  
Appendix A provides a copy of the article, as printed in the Des Moines Register. 

BACKGROUND 

The Register described the five families as follows.  Iowa tax liability and rank among the 16 
states, as reported by the Register, are shown in parenthesis.  A rank of “1” indicates the 
highest tax among the 16 states. 

• A single parent with one-child earning $20,000 ($720, rank 4). 

• A single person earning $25,000 ($1,118, rank 5). 

• A two-income, two-child couple earning $45,000 ($1,774, rank 4). 

• A two-income, two-child couple earning $120,000 ($6,921, rank 3). 

• A two-income, two-child couple earning $400,000 ($24,449, rank 7). 

Although the Legislative Fiscal Bureau (LFB) was denied a copy of the study from the Des 
Moines Register, a Peat Marwick representative did respond to specific inquiries that arose 
during the development of the LFB analysis.  The representative confirmed the following LFB 
observations regarding the Peat Marwick analysis: 

• Couples in the study elected to file “married filing joint return” (status 2), rather than 
“married filing separately on a combined return” (status 3).  Status 3 is commonly referred 
to as “income-splitting.”  Thus, although the Register described “two-income” couples, the 
study did not utilize income-splitting where applicable. 

• The Peat Marwick tax calculations did not include the Earned Income Tax Credit where 
applicable. 
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• The Peat Marwick tax calculations did not include the Child and Dependent Care Credit where 
applicable. 

• The Peat Marwick tax calculations did not consider other credits or deductions that may uniquely 
affect the results for some states but not others.  For example, some states (not Iowa) allow a 
renters credit that can be applied against income tax liability. 

LEGISLATIVE FISCAL BUREAU APPROACH 

In each case, the LFB determined a reasonable set of assumptions required to arrive at the Peat 
Marwick estimate of income tax liability (a detail of the methodology is provided on page 5 of this 
Issue Review).  The following factors were considered in our analysis:  type of deduction, amount 
of deduction, eligibility for Earned Income Tax Credit, eligibility for Child and Dependent Care 
Credit, use of “income splitting” for married filers, amount of income received “pre-tax”, number of 
personal exemption credits, federal income tax liability (assuming each family paid exactly what 
was owed in the tax year for which the liability was incurred).   

The LFB did not analyze the methodology of the study as applied to the other 15 states.  As noted 
above, some states have deductions or credits that may be unique to those states. 

RESULTS 

Single parent with one child earning $20,000 - The Register article reported an expected tax liability 
of $720.  The LFB analysis suggests a typical tax liability of approximately $385.  To match the 
Register’s number, we would have to assume:  the taxpayer had no child care expenses; the 
taxpayer did not receive any pre-tax earnings1; and the taxpayer received a federal income tax 
refund (of 1994 taxes) of approximately $867 in 1995. 

This is the only scenario that was not reasonably replicable.  The $720 tax bill reported in the 
Register did not take into account the Earned Income Tax Credit at either the federal or State level 
and assumed the single parent would have no child-care expenses, and would therefore be 
ineligible for the Child and Dependent Care Credit. 

The figure also assumes the taxpayer would have no pre-tax income, like health insurance or 401K 
contributions.  Even putting the taxpayer in this unusual set of circumstances, tax liability in tax year 
1995 would not have reached $720, unless the taxpayer received a substantial tax refund from the 
prior year. 

If the entire $20,000 were earned income (e.g. not welfare or interest income), and the taxpayer 
had no child care expenses, the tax liability would have been approximately $660.  Failure to take 
into account the Earned Income Tax Credit does not significantly impact Iowa tax burden, however, 
because the increased tax (due to lower deduction for taxes paid) almost exactly offsets the 
decreased tax (due to Iowa’s 6.5% of the federal credit).  If the taxpayer claimed $2,400 of child 
care expenses, State tax liability would decrease to $387; 46.2% less than the amount reported in 
the Register.2 

                                                      
1  From the Des Moines Register article, it is not possible to determine with certainty that pre-tax earnings were not considered.  It is 

conceivable that the incomes reported for each family had already been reduced by a specified pre-tax earnings amount. 
2  If the study had assumed the person earned $19,999 rather than $20,000, the tax liability would have been $315 rather than $387, due 

to the phase-out schedule for the various tax credits. 
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Single person earning $25,000 - The Register article reported an expected tax liability of $1,118.  
The LFB analysis suggests a typical tax liability of approximately $1,100.  To match the Register’s 
number, we would have to assume:  the taxpayer took the standard deduction at the State and 
federal level; and the taxpayer did not have any pre-tax earnings. 

This scenario is a straightforward calculation, and there do not seem to be any problems with the 
Peat Marwick estimate.  Based on tax year 1995 data, the individual’s expected tax liability would 
have been approximately $1,100, assuming the individual paid exactly the amount of tax owed in 
the prior tax year.  In any case, the $18.00 difference in estimates does not change Iowa’s rank 
among the 16 states. 

Two-income couple, two children, earning $45,000 - The Register article reported an expected tax 
liability of $1,774.  The LFB analysis suggests a typical tax liability of an amount between $500 and 
$1,775.  To match the Register’s number, we assume:  the couple filed “married-joint” rather than 
“combined-separate”; the couple claimed $12,229 in federal itemized deductions;  the couple had 
no pre-tax earnings. 

If the couple chose to file “married-joint” (typically done only if one parent earned all of the income), 
and the couple declared slightly above average itemized deductions for this classification, the 
family’s State tax liability would have been approximately $1,774, the amount determined by Peat 
Marwick.  Thus, it appears that what the Des Moines Register reported as a “two-income couple” 
can be more accurately labeled a “one-income couple”.  The dramatic difference in tax liability is 
due to a unique feature of the Iowa tax system called “income-splitting”, or “combined-separate” 
reporting.  This feature allows the income of the second wage earner to be taxed at lower rates.  Of 
the 16 states in the study, only Iowa and Missouri have this feature. 

The tax liability for this family as reported in the Register could also be matched if both parents 
earned $22,500 each; the couple chose not to itemize deductions; had no child-care expenses; and 
if the couple received approximately 3.0% of their income pre-tax.  Under these conditions, the 
State tax liability would have been approximately $1,775. 

However, more than half of all taxpayers in this income classification itemize deductions, which 
affects State tax liability much more than federal tax liability.  If this same couple claimed a federal 
itemized deduction of $11,097 their tax liability would drop to approximately $640; 63.9% less than 
the tax reported in the Register.3 

Two-income couple, two children, earning $120,000 - The Register article reported an expected tax 
liability of $6,921.  The LFB analysis suggests a typical tax liability of an amount between $4,200 
and $5,020.  To match the Register’s number, we assume:  the couple filed “married-joint” rather 
than “combined-separate”; the couple claimed $22,702 in federal itemized deductions; the couple 
had no pre-tax earnings. 

The issue of income-splitting is important for this family as well.  We were able to replicate the 
Register’s estimate of $6,921 by assuming that total itemized federal deductions were 
approximately $22,700, which is comparable to the average for this group.  As with the previous 
scenario, we also have to assume that one parent earns the entire $120,000, and the other parent 
has no income.  If, on the other hand, the family were comprised of two parents each earning 
$60,000, the tax liability would have declined to slightly less than $4,200, a reduction of nearly 

                                                      
3  Itemized deductions are $1,132 less for the family filing “combined-separate” because an assumption was made that the family would 

spend their tax savings on non-deductible items; tax liability would be even lower if the savings were spent on tax deductible items.  A 
description of this effect is provided in the final section of this Issue Review. 
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40.0% (assuming the couple spent their tax savings on non-deductible items).  Similarly, if one 
spouse earned $90,000 and the other earned $30,000, the combined tax liability would have been 
approximately $5,020. 

Two-income couple, two children, earning $400,000.  The Register article reported an expected tax 
liability of $24,449.  The LFB analysis suggests a typical tax liability of an amount between $18,730 
and $24,500.  To match the Register’s number, we assume:  the couple filed “married-joint” rather 
than “combined-separate”; the couple claimed $56,033 in federal itemized deductions;  the couple 
had no pre-tax earnings; the couple had no long-term capital gains. 

At this level of income, the effect of income-splitting becomes less important due to the fact that 
such a large proportion of the income is in the top State income tax bracket.  We were able to 
replicate the results of the study, but the variation in tax liability for this family type is arguably much 
larger between individual taxpayers than it is between similar taxpayers in different states. 

CONCLUSIONS 

Without the actual study, it is difficult to fully assess the methodology or conclusions of the Peat 
Marwick cross-state comparison.  Nonetheless, the results of this analysis suggest the need to take 
into account the effect of the Earned Income Tax Credit and Child and Dependent Care Credit in 
the case of low-income taxpayers; and the effect of income-splitting in the case of middle and 
upper income taxpayers.  Also, because the study assumed zero pre-tax income (income used to 
purchase health insurance, pensions, or various flexible spending accounts), the tax liability for all 
13 states (including Iowa) with an income tax is probably exaggerated.   

In addition to Iowa, only Minnesota and Wisconsin allow an Earned Income Tax Credit, indicating 
that reported tax liability for these states is artificially high.  The Child and Dependent Care Credit is 
somewhat more common, available in six of the 16 states including Iowa, but the amount allowed in 
Iowa exceeds all but a few states in the nation. 

The issue of income-splitting should have been addressed for two reasons.  Initially, as of tax year 
1994, of the 16 states reviewed, only Missouri and Iowa allow income-splitting.  The fact that the 
Peat Marwick study addressed only single-income couples magnifies the problem.  This is 
especially true for the two-income couple earning $120,000, for which only one parent was earning 
income.  Of the 27,000 couples in Iowa earning more than $100,000, 22,400 (83.0%) utilize the 
income-splitting feature of the State tax system. 
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Assuming there are not 
peculiar properties to the 
other state tax systems, 
Iowa’s rank for four of 
the five families would 
improve.  The following 
chart shows Peat 
Marwick’s ranks as 
reported in the Des 
Moines Register and 
ranks assuming the use 
of the Iowa Earned 
Income Tax Credit, and 
the Iowa Child and 
Dependent Care Credit.  
The table includes a 
range of ranks 
determined by the LFB.  
The first assumes equal 
income-splitting for the 
three families with two-
incomes.  The last set of 
ranks assume a one 
parent earns 75.0% of 
the family income.  The 
ranks also assume that 
the two-income families 
take average itemized 
deductions. 

Two-income; 
Two 

Children; 
$400,000 

 Two-income; 
Two Children; 

$120,000 

 Two-income; 
Two Children; 

$45,000 

 
Single 

Person; 
$25,000 

 Single 
Parent, 

One child; 
$20,000 

Peat Marwick Iowa Ranks 7  3  4  5  4 

Iowa Ranks Adjusted for 
Listed Factors (equal 
income-splitting) 

10  11  12  5  11 

Iowa Ranks Adjusted for 
Listed Factors (income split 
75/25)) 

8  11  9  5  11 

  1 = Highest Tax State of 16 Surveyed 

16 = Lowest Tax State of 16 Surveyed 

It should also be noted that Iowa’s adjusted ranks may be lowered due to the fact that some states allow the 
factors addressed in this analysis.  Specifically, Wisconsin and Minnesota offer Earned Income Tax Credits 
that are more valuable to recipients than is the case in Iowa.  Still, Iowa is the only state among the 16 
selected that have all three properties in place:  income-splitting, Earned Income Tax Credit, and Child and 
Dependent Care Credit.  Additionally, the Legislative Fiscal Bureau did not address the issue of which states 
should be included in a cross-state comparison analysis.  Specifically, it should be pointed out that, although 
Iowa has an adjusted rank of 11 out of the 16 states in the survey for the two-income couple earning 
$120,000, the rank would be 11 out of 13 if the states with no state income tax were omitted from the study. 

EXPLANATION OF METHODOLOGY 
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In general, the Register’s reported tax liabilities for each family and each family’s state income were 
starting points.  Then an iterative process was used to determine possible values of itemized 
deductions and federal tax liability that would result in the pre-determined tax liability.   

Type of Deduction 

This analysis assumed the three highest income families would itemize deductions, whereas the 
single person and single parent would take the standard deduction. 

Filing Status 

The single parent filed “head of household” and the single person filed “single.”  The LFB initially 
tried to impose a constraint that the three highest income families split income equally and filed 
“combined-separate.”  However, the result was not plausible (the family would have to claim 
negative itemized deductions).  A representative from Peat Marwick was contacted and explained 
their calculations were based on the assumption that the couples filed “married-joint.”  At that point, 
it was possible to determine the itemized deductions required to arrive at the stated income tax 
liability for each family. 

Once the itemized deductions were determined, we were able to change the filing status of each 
couple to “married-combined” making various assumptions with respect to the percentage of family 
income earned by each parent.  The resulting tax savings, however, would be subject to federal 
income tax, unless the couple spent the entire amount on tax deductible items, such as charitable 
contributions.  Using an iterative process, we imposed the constraint that the entire savings would 
be taxable, which resulted in decreased federal itemized deductions. 

Other Assumptions 

In all cases, we assumed that the taxpayers had withholding (or estimate payments) exactly equal 
to tax liability.  This condition also applied to tax year 1994, such that the taxpayers paid no 1994 
taxes (received no 1994 refunds) in 1995. 

In the case of the single parent, we assumed the taxpayer incurred $2,400 in child care expense 
(the maximum for the federal Child and Dependent Care Credit); and the taxpayer received the 
Earned Income Tax Credit. 

 
STAFF CONTACT:  Jon Muller (Ext. 14611)  
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