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CHAPTER I 

INTRODUCTION 

The us e of general retail sales taxes as a means of financing . 

state government expenditures is a relatively new phenomenon in the 

ar ea of state finance. The retail sales tax movement. grew out of the 

.Great Depr ess ion with M iss iss ippi leading the way in 1932. By 1940, 

twenty states had adopted a general retail sales tax. As o f  1974, 

forty-five states and .the District of Columbia employed a sales tax. 

The rates range from 2 to 6 percent and.the legal definition of th�· 

base var ies from. state to s tate.  

The us e of sales taxes a s  a source of state ru\rcnu.e is of greRt 

importance. In f iscal year 1973, s ales taxes were the most important 

source o f  tax revenue for twenty-eight states. Total state tax callee-

tions amounted to $67.9 billion in _ that year with sules t�xes accounting 

for $19.7 billion.l This amounted· to 29 percent of totn l state tax 

collections. Only the combined revenue of state personal and corporate 

income taxes accounted' for more of the 1973 tax collection. In. that 

·year, state income taxes yielded $22 billion or almost one-third of 

state tax revenue and also surpassed the sales tax as the leading source 

o f  state tax r evenue. 

South Dakota enacted the present form of the retail sales tax in 

1935. The tax was originally interided to provide relief for the state 

1 State Tax Review, Vol. 35, No. 1 (Chicago: Commerce Clearing 
House, Inc., January 2, 1974), p. 1 • 

• 
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property· tax which at that time accounted for over 50 percent of state 

tax �evenue. A �ew source of _tax revenue was needed to f�nance �ncrease­

ing demands f or state goods and· services and to replace declining prop-

. erty tax revenues brought about by the depressed condition of the state 

economy. 

The importance of the sales tax to the tax structure of the 

Stat� of South Dakota is well above· the national average. In the past 

two years sales �ax revenue has accounted for nearly.half of South 

·Dakota tax collections. By most indications9 th� sales tax will remain 

the ni>st important source of tax revenue for the State of South Dakota. 

JUSTIFICATION 

This study is intended to fill an important gap in the knowledge 

of.the tax structure of the State of South Dakota. Despite its fiscal 

importance, very few studies have been conducted on the sales tax • . · 

The pervasive influence of state revenue and expenditure programs 

on the economy of South Dakota implies the. need for better budgetary 

.Planning on the part of policymakers. The planning process requires 

reliable information on which to base decisions. The government should 

ideally finance its provision of goods and services through a tax system 

that will conform to the needs of the citizens and to guidelines of 

sound tax policy. This study will provide part of the information 

needed for such decision niaking. 

The demand for public expenditure programs tends to increase.with 

the growth of population and personal income. In order for the state. 

to keep· abreast of growing expenditure programs, the tax structure must 
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insure. a level of revenue growth sufficient to meet rising exp·enditures. 

An adequate tax system implies the automatic growth in revenue needed 

to balance the government's budget without the need for continuous 

changes in the tax structure. The heavy reliance on the sales tax in 

South Dakota points to the need for an analysis of the adequacy of this 

tax. 

Another characteristic of taxation to which governments should 

pay close attention is that of equity. Different types of taxes affect 

the incomes of taxpayers differently. Equity refers to the relative 

tax treatment of a taxpaying unit with regards to the economic position 

of the taxpayer. A tax should treat all taxpayers fairly. The base 

of a tax largely determines the degree of fairness exhibited by the 

tax. The sales tax has been characterized as a very inequitable method 

of financing government. An examination of. the base of the South 

Dakota sales tax thus gives insight into the fairness of this tax. 

Besides bringing forth information on the adequacy and equity 

of the sales tax, changes should be offered as a means of improving the 

tax. This study considers ch�nges in the base structure of the South 

Dakota sales tax that would insure a more adequate and equitable tax. 

OBJECTIVES OF THE STUDY 

The overall objective of the study was to analyze the structure 

and adequacy of the South Dakota retail sales tax. The following 

specific objectives guided the research. 

1. To analyze the tax structure of the State of South Dakota 

and the revenue and expenditure patterns of the state over 



the pa st 10 years as an indication of the overall adequacy 

of the tax structure. 
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2. To examine the characteristics of the South D akota sales and 

use tax with emphasis on the tax base. 

· 3 .- To examine the sales tax in relation to principles of tax 

equity. 

4. To estimate the income elasticity of the sales and use tax 

to serve as an indication of sales and use tax adequacy. 

5 . To analyze. structural changes in .the base of the tax as to 

their e ffect on adequacy and equity.-

6. To project s a les and use tax revenue on the basis of the 

method used to estimate inco�e elasticity. 

PROCEDURE AND SCOPE OF INVESTIGATION 

The study is limited to an analysis of the South Dakota retail 

sales tax. Although the use tax is legally a separate and d istinct tax, 

the two are combined in much of the study.. The reasons for comb ining 

the taxes are, first, the use tax serves to. supplement the sales tax 

and has an almost identical tax base. Second, the revenue data used 

in estj_mating the income elasticit y did not differentiate betueen sales 

and use tax collections. 

Part of the study de als with the totality of state r evenues and 

expenditures. The total tc:x structure of South Dakota is described 

and revenue and expenditure patterns are pres ented t� provide the 

reader with i nformation necessary to understand the state tax system.· 

Such an analysis shows the state's heavy reliance on consumption taxes • 

• 



·Much of the analysis that applies to the sales tax as a consumption 

tax also applies to many of the other state taxes� 

5 

Sales tax equity is discussed on.a theoretical level with re fe�­

ence to the tax base of South Dakota.- Methods o f  reducing some o f  the 

regressivity are analyzed and the current South Dakota sales tax relie f 

program is given considerable attention. 

A major task of the study is the estimation of the income 

elasticity of the sales and use tax from·revenue data provided by the 

.Department of Revenue. '11le revenue data consist o f  tax yields by the 

different classifications o f  retail stores for the years 1961-1974 .·. 

The method used in the·income elasticity estimation can be· 

called the adjusted tax revenue elasticity method. The income 

elasticity estimate deals with the relationship between tax revenue 

and economic growth. 

of economic growth. 

Tax revenue was adjusted to show only the e f fects 

This pro cess was done by the use of an ·indexing 

system. The base year 1961 was chosen and revenue for subsequent years 

was adjusted to re flect the legal base and rate de finitions that existed 

in the base year. A fter completing the adjustm.ent .process, tax revenues 

for any given year were attributed to 1961 tax :revenue·� any increase 

(or decrease) in revenue brought about by changing economic conditions. 

Per capita personal income was chosen as the economic 
·
growth 

variable. Sales tax revenue is dependent upon consumption which i s 

asslUlled to be determined by the incomes of the people of the state. 

The level o f  per capita income would be the impo�tant variable in 

determining the size of the revenue ba se. 
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Regression analysis was used to compute the elasticity coe ffi-

cent. Expressing the regression equation in logarithmic form,. 

log TA• log d + e log Y, yields the mathematical relationship 

I �TA/ �y 
o f  income elasticity: E =TA y-where TA is per capita tax revenue 

adjusted to re flect only base year tax base and rate definitio�s, Y is 

per capita personal income, d the log equation ·intercept and e (E) the 

elasticity coe f ficient. 

The adjusted tax revenue, TA, was also used as the basis for 

projecting sales and use tax revenue. The projections were made by the 

use o f  a trend line regression rooqel and by the equation used to 

e.stimate the income elasticity o f  the sales and use tax. Projection by 

the elasticity method also required population and per capita income 

estimates based on trend line analysis. 

The stu�y also analyzed hypothetical changes in the base o f  the 

sales tax. Elasticity coef ficients were estimated with hypothetical 

food and clothing exemptions to show the e ffect o f  the exemptions on 

adequacy. The foo d  and clothing exemptions were also analyzed in a 

theoretical context as to their e ffect on sales tax regressivity. 

REVIEW OF LITERATURE 

As indicated earlier, there have been few studies o f  the South 

Dakota retail sales tax. Three studies have speci fically dealt with 

the tax and a fourth study included the sales tax as a part o f  an 

overall tax structure analysis
.
. The studies were descriptive in nat�e, 

dealing mainly with the historical development o f  the sales tax and 

the pattern o f  revenue yields. 



The· most recent study was conducted by Clyde.Saukerson for the 

2 Office of the Budget. The study was concerned with organizing the 

7 

data available on the South Dakota sales tax for use in future studies. 

The state was divided into five regions similar to the six planning 

districts and revenue trends were analyzed to indicate any geographical 

shifting of the tax base. A decline in a region's revenue was inter­

preted to mean an outflow of population from the region and/ or a lack 

of personal income growth in the region. The regions comprising 

counties bordering the Missouri River were found to be relatively 

stagnant in terms of personal income and revenue growth. Saukerson 

also attempted to estimate the income elasticity of the sales tax. 'l1le 

method used was to compare taxable retail sales and personal income 

over the years 1961 to 1970. The base year was 1961. and the taxable 

retail sales and personal income totals for each year were divided 

by the base year total to arrive at an index. Noting that the personal 

income index was greater than the taxable retail sales· index for each 

year. Saukerson concluded that income elasticity was less than one. No 

elasticity coefficient was computed. The major conclusion reached by 

Saukerson was the need for increased sales tax revenue. This was based 

on the differences found in the growth of personal income and taxable 

retail sales. Saukerson b elieved the disparity between the two would 

lead to a crucial revenue situation and proposed the adoption of a state 

income tax as a method of bUpplementing state revenue. 

2 
Clyde Saukerson. South Dakota Retail Sales Tax (Pierre. South 

Dakota. Of fice of the B�dget, August 1971). 



Dr.·James A. Papke briefly discussed the· sales tax in a 1968 

study of alternative tax policies available for increasing revenue in 

South Dakota.3 The primary concern of the discussion centered on the 

8 

regressivity of the sales tax and the use of a tax credit as a means of 

reducing the tax burden on low-income individuals. Papke measured the 

effective tax rate for the South Dakota sales tax and estimated it to 

range from 3. 5 percent for income levels of less than $2,000 to 1.1 

percent for incomes of $15, 000 and over. No explanation of the method 

-

used to estimate the effective tax rate was given. Papke proposed two 

tax rebate systems, one using a uniform $12 per capita rebate and 

another using a variable rebate ranging from $15 for the lowest income 

individuals to a zero rebate for families with incomes above $15, 000. 

The estimated costs of the programs were $7 million for the uniform 

rebate program and $5.4 million for the variable rebate program. Both 

programs would, by Papke's estimate, substantially reduce. the regres-

aivity of the sales tax. The effective tax rate for individuals with 

incomes of less than $2, 000 would be 1. 9 percent tmder the uniform 

rebate program and 1.5 percent under the variable rebate program. The 

already broad sales tax base employed by South Dakota led Papke to 

conclude that significant increases in sales tax revenue would be 

limited to rate rather than base changes. 

3nr. James A. Papke, Tax Pol icy Alternatives for the State of 
South Dakota (Pierre, South Dakota: _Report of the Tax Consultant, 
September 1968), pp. 30-31. 
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A sales tax study conducted in 1959 by William M. Griffin pre­

sented a very broad descriptive analysis of th e South Dakota sales tax.
4 

The variety of subjects covered does not allow a discussion of the 

entire study. A major part of the study compared th e South Dakota 

sales tax base with that of neighboring states. From the analysis, 

Griffin concluded that the base of the South Dakota tax was narrower 

than many of the neighboring states. Griffin went on to estimate the 

amount of revenue that would be generated by broadening the tax base. 

Proposed changes included th e taxation of motor fuels, cigarettes, 

liquor and beer and services. Griffin estimated that an additional 

$3.5 million would have been generated in 1958 if these items had been 

subject to the sales tax. Griffin also proposed th P. use of sales tax 

revenue to supplement the local personal property tax. He estimated 

that an increase of 1 percent in the sales tax rate and the above 

mentioned base changes would reduce personal property tax levies an 

average of 13 percent. Griffin presented no final conclusions but 

proposed that the study be used as a basis of factual data on wh ich 

the State Legislature could draw. 

A study by R. L. Beatty in_l954 examined the pattern of sales 

and use tax collections in South Dakota.5 Retail sales and use tax 

'i�illiam M. Griffin, The Retail Sales Tax in South Dakota 
(Vermillion, South Dakota: Governmental Research Bureau,, State 
University of South Dakota, August 1959). 

SR. L. Beatty, Sales and Use Tax Collections in South Dakota 
(Vermillion, South Dakota: Business Research Bureau, University of 
South Dakota, Bulletin Number Thirty-Seven, December 1954). 
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collections by county were presented and the overall growth in revenue 

wao analyzed. Beatty concluded that the increase in sales and use tax 

revenue over the period 1936 to 1954 was due to price inflation and 

the increasing economic activity in the state. The study was merely a 

compilation of revenue and income data and a description of trends in 

the data. 

PLAN OF THESIS 

Chapter II examines the overall tax and expenditure structure 

of the State of South Dakota to provide some perspective on the sales 

tax and to present a picture of the adequacy of the tax structure. 

Chapter III presents the historical development of the sales tax and 

exam1nes the base cf the tax. LegiGlative b�s� and rate changes in 

the sales and use tax are compiled and the tax is compared to that of 

other states. Chapter IV.examines the regressivity of the sales tax 

in a theoretical context. Methods of reducing the regressive nature 

are discussed and the South Dakota Sales Tax Relief Program is 

explained and analyzed in terms of equity. Chapter V estimates the 

income elasticity of the sales and use tax. The tax revenue adjust­

ment method is explained and the elasticity coefficient is analyzed 

as a measure of tax adequacy. Chapter VI projects revenue on the 

basis of the elasticity equation developed in Chapter V and by the 

use of trend line regressir.n analysis. Chapter VII presents the 

conclusions of the study and makes recommendations for improving the 

tax structure of South Dakota. 



CHAPTER II 

REVENUE AND EXPENDITURE CONSIDERATIONS 
FOR· SOUTH DAKOTA 

INTRODUCTION 

The primary purpose of the s tudy is.to analyze the retail sales 

tax. The sales tax is the most important tax levied by the State of  

South Dako ta. An examination of  the revenue and expenditure patterns is 

provided in this chapter to give the reader some perspective as to the 

way the sales tax fits into the revenue-expenditure s tructure o f  the 

state. 

A major part of the s tudy is concerned with tax adequacy. For 

purposes of this study, tax adequacy is defined a� the ability of a tax 

structure to automatically yield increas ing amotmts of revenues that 

are suf ficient to meet expanding expenditure needs . Adequac y  is consid-

ered in more detail later in the chapter. 

The chapter is designed to familiarize the reader with the 

expenditure and revenue pat terns of the s tate. State expenditure pro-
• 

grams are examined firs t to highl ight any changing trends in publ ic 

wants. Next the various taxes of the s tate are examined in an effort 

to present the reader with a picture of  the state tax s truct ure. The 

revenue patterns of each tax are examined over the pas t several years 

to demons trate the relative importance of the various taxes. 

STATE EXPENDITURES 

.. The· demand for both public and private goods and services has 

been increas ing over the years. The demand for.increased government 



expenditures is generally attributed to increasing population and 

increas ing personal income. Over time one can expect no t only the 

demand for the quantity of public goods and services to increase b ut 

also the quality and the composition of goods and services to change. 

. 12 

Unlike many o ther states and the nation as a whole, South Dakota 

has not experienced populat ion gains in recent years. As seen in 

Table 2-A, population of the state has increased relatively little over 

the past 50 years. During the last decade, the population of South 

Dakota declined b y  2.2 percent while the population of the United 

States increased by 13.3 percent. Neighboring states, with the excep­

tion of Minneso ta, have similarly experienced very slow or d eclining 

rates of population growth in the last decade. 

Personal income in South Dakota, on the other hand, has been 

steadily increas ing over the past 20 years. Table 2-B gives total and 

per capita personal.income figures for the United States, South Dakota 

and neighboring s ta tes for selected years 1950-1973. South Dakota and 

neighb oring s tates have experienced substantial increases in both total 

and per capita personal income. Per capita personal income nearly 

quadrupled in South Dakota d ur�ng the 24-year period. The dramatic 

increase in both t otal and per capita income that occurred during the 

period 1970-1973 can b e  a ttributed to an important degree to the rapid 

increases in agricultural prices and thus agricultural income. The 

continuing increases in b oth to tal and per capita personal income 

would be expected t o  increase the demand for both public and private 

goods and services. 
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TMI.E 2-A 

TOTAL POPULATION CF TIIE ti�Il'ZD STA.�·'ES A.�O SEU:CT!:D STATES A.�D PERCENTAG?;-, 
Il{CREASE OR. DECREAS::: JY m:c:.nz, 1920-1970 . 

·-

State Pcpulation (l.000) Percent�se Chenga i� Po,ul4tion 
-

1920 1930 1940 1950 1%0 1970 1920-1930 1930-1940 1940-1950 1950-1960 1960-1970 

United States 106,022 123.,203 132,165 lSl,326 i79 , 323 203,212 16.2 7. 3 14.5 . 18.S 13.3 

South D.:.ko:a . 637 693 643 653 681 66'6 s.s -7.2 
-

1.5 4.3 . -2 . 2 

Iow.:i 2,404 2,471 2,538 2,621 2,753 2,824 2.8 2.7 3.3 5.2 2.4 

l-:ic�eat.ta 2,387 2,564 2,792 2,982 3,414 3,SOS 7.4 ·, 8.9 6.S 14.S ll.S 

1-f.cn:.a'!\a 549 538 559 591 675 694 -2.1 · 4.1 S.6 14.2 ·2.9 

��braska l,296 l,37·8 l,316 l,326 1 ,411 . l,483 6. 3 ·-4.S 0.7 6.S S.l 

I 
�forth D�!�ota 647 68 1 G42 620 632 618 S.3 �s.1 -3.S 2.1 -2.3 

Wyotr.ing 194 226 251 29l . 330 332. 16.0 11.2 15.9 13.6 0.7 

-.. 
'SOURCE: v. S. Burea\1 of the Census., Th�_�_:itis�i._c;a��Al?:tJ__trad:: of tho United States. 1974 ('ria.shington. I>. c.: o. s. Cove� 

ment rr�nti:s Office, 1974), pp. 14-15. 

t-& 
w 



TABLE 2-B 

TOTAL AND PER CAPITA PERSONAL INCOME FOR SELECTED STATES AND YEARS, 1950-1973 

State 
Personal Income (billions of dollar�) Per Capita Personal Income (dollars) 

1950 1960 1965 1970 1972 1973 1950 1960 1965 1970 1972 1973 

United States 226.2 . 399.9 538.7 808.2 947.l 1,057.8 1,496 2,222 2,785 3,966 4,549 5,041 

South Dakota .8 1.2 1.5 2.1 2.6 3.2 1,242 1,792 2,176 3,101 3,766 4,713 

Iows. 3.9 5.5 7.6 10.6 12.4 15.3 1,485 1,986 2,757 3,755 4,316 5,273 

Minnesota 4.2 7.l 9.5 14.7 16.8 20.0 1,410 2,074 2,634 3,839 4,343 5,137 

Montana .9 1.4 1.7 2.4 2.9 3.4 1,622 2,035 2,441 3,504 4,083 4,682 

Nebraska 2.0 3.0 3.8 5.6 6.8 8.1 1,490 2,113 2,617 3, 786 4,451 5,271 

North Dakota .s l.l 1.5 2.0 2.6 3.6 l,263 1,751 2,372 3,191 4,128 5,695 

Wyoming .5 .8 .9 1.3 1.5 1.7 1,668 2,274 2,605 3,816 4,269 4,695 

SOURCE: U. s. ·Bureau of the Census, Survey of Currer.t Business, Volume 54, No. 8 (Washington, D. C.: 
U. s. Government Printing Office, August 1974), pp. 32-33p 

·1. 
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Table 2-C shows.total expenditures and expenditures for various 

functions for the State of South Dakota for selected years 1951-1972. 

Total state expenditures more than quadrupled in just a little over 

twenty years. Expenditures rose from $55 million in fiscal year 1951 

to more than $250 million in 1972. Some of the increase was due to 

inflation but most was represented by an increase in the provision of 

goods and services. 

Education expenditures showed the largest increase, over $70 

million. This represents an increase of nearly 665 percent. Nearly 

all education expenditures at the state level are used to support 

higher education. Several reasons may explain the dramatic increase in 

expenditures. First, the national trend has seen greater numbers of 

st:udenta cou.t:i.r1uing their education beyond the high school level. 

Second, the b.aby boom following World War II substantially increased the 

number of college age persons in recent years. The increasing enroll­

ment in colleges required new capital expenditures for buildings and 

equipment along with additional staff. As a percentage of total state 

expenditures, outlays for education have gained increasing importance. 

Only 19.5 percent of the budget.was allocated to education in fiscal 

year 1951, but by 1972 this figure had risen to 32.4 percent. Education 

expenditures that year surpassed outlays for highways as the largest 

element of state outlays. 

Highway expenditures have also increased tremendously over the 

period. Total outlays for highways increased by approximately $55 

million, a 304 percent increase. As a percentage of total expenditures, 



TAE.LE 2-C 

TOTAL sourn DAKOTA STATE GOVERNMENT EXFENJITURES BY FUNCTION AND AS A PERCENTAGE 
OF TOTAL EXPENDITURES , FOR SELECTED FISCAL YEARS , 1951 - 19 72 

=::11m1 ........... � ... ===--=-=�:z'!:m=:....i::::ic====cc:==a::z:::c:c:c:c:=::::z::z:::::11:1r::=::::;::::z -=: .:ia::mi::=a::a::1::111m===::sa=--i:-=i..,_i::::a....,,::::ss=::c11:aos=-om::==:� ..... .., ... .,. ...... ..,..,.., ... 

Fiscal 
Year 

19 51 

1955 

1960 

19 65 

1966 

19 67 

19 68 

19 69 

19 70 

19 71 

197 2  

Expenditures by Func tion (Hillions o f  Dollar s )  

Health 
Public 

and Education Highways Welfare 
Hospitals 

10 . 8  

13 . 8  

26 . 5  

31 . 3  

36 . 4  

46 . l . 

5 3 . 8  

59 . 3  

61 . 6  

74 . 7  

82 . 5 

1 7 . 6 

29 . 0  

50 . l  

74 . 8  

6 4 . 2 

6 3 . 7 

6 8 . l  

6 5 . l  

66 . 2  

75 . 2  

71. l 

9 . 1 

10 . 3  

13 . 3  

15 . 6  

17 . 6  

19 . 6  

21 . 3  

24 . 3  

2 7 . 2  

36 . 9  

39 . 0  

2 . 9  

4 . 5  

4 . 7  

6 . 4  

6 . 8  

7 . 7 

9 . 3  

9 . 1  

9 . 9  

12 . 0  

13. 4 

· All 
Tota l 

Other Expend­
itures 

14 . 8  5 5 . 2 

17 . 5  7 5 . l  

20 . 4  115- . 0  

25 . 9  15 4 . 0  

26 . 9  151 . 9  

29 . 5  166 . 6  

3o .s le J . 3  

34 . 6  19 2 . 4  

37. 2 20 2 . 1  

42 . 4  2.:� 1. 2 

. 4 8 . 5  2 5 4 .  5 

P e rcent o f  To tal Expend itur es 

All Pub lie 
Heal th 

Education Highways 
Welfare 

and Other 
Hosp itals 

Total 
Expend­
i tures 1 

19 . 5  

18 . 3  

2 3 . 0  

20 . 3  

2 3 . 9  

2 7 . 6  

29 . 3  

30 . 8  

30 . 4  

30 . 9  

32 . 4  

3 1 . 8  

38 . 6  

4 3 . 5  

4 8 . 5  

4 2 . 2 

38 . 2  

37 . 1  

33. 8 

32 . 7  

31 . 1  

2 7 . 9  

16 . 4  

1 3 . 7 

11. 5 

10 . 1  

11. 5 

11. 7 

11. 6 

12 . 6  

1 3 . 4  

15 . 2  

15 . 3  

5 . 2  

5 . 9 

4 . 0  

4 . 1  

. 4 . 4  

4 . 6  

s . o  

4 . 7 

4 . 8  

4 . 9  

5 . 2  

2 7 . 1 100 . 0  

23. 5 · 100 . 0  

18 . 0  100 . 0  

1 7  0 100 . 0  

18 . 0  100 . 0  

17 . 9  100 . 0  

1 7 . 0 . 100 . 0  

18. l  100 . 0  

18.  7 100 • . 0 

17 . 9  100 . 0  

19 . 2  100 . 0 

SOURCE : u .  s .  Bureau of the Census , Governmental Fin1n<:!:!. (Washington, D. C . : u. s .  Government Printing Office, 
19 52-73) , various pages . 

1Rows may not total to 100 percent due to rounding. · 

..... 0\ 
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t he relative siz e  of highway expendit ur es has b een slowly decreasing 

since 1965. I n  t hat year nearly half, 48 . 5 percent, of t he total budget 

was devot ed to highway expenditures. By fiscal y ea r  1972 t he proport ion 

had decreased t o  27.9 p ercent . 

The two rema ining specific funct ions of gov ern ment , public wel­

fare and hea lth a nd hospitals, have shown st eady increases in outlays in 

both ab solut e and relat ive terms. Th ese funct ions represent ed abo ut 

20 percent of stat e  out lays in fiscal year 1972 as compared to 14 

percent in 1965. Th eir growth ha s not b een as dramatic a s  the growth 

in educ at ion exp enditur es since for fiscal years 1951 and 1955 t hese 

f unctions togeth er rece ived a great er share of tot al exp enditures th an 

did educat ion. The funds received b y  all other functions o f  government 

have also increased in ab solute terms for the years shown b ut have 

increased litt le in relative t erms since fiscal year 1965. 

COMPONENTS OF THE STATE TAX STRUCTURE 

At p resent eight taxes a cco unt for nearly a ll the tax revenue 

generat ed b y  t he Stat e of South Dakota. A numb er of miscellaneous taxes, 

us er charg es a nd f ederal grant s provide the remainder of total st ate 

revenue. For the p urpose of  ana lysis, the taxes will b e  classified as 

income, wealth or ·co nsumption taxes and reviewed in t his ma nner. The 

cl assificat ion facilitat es a g eneral discus sion of t ax equit y principles 

and allows a simplified analysis of the overall tax struct ure. 

I ncome Taxes 

Presently t he only taxes employed b y  the Stat e  of South Dakota 

that r elate the b ase to income are the Bank Franchise and t he I nsurance 
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Company Tax. A Gross Income Tax was employed for two years b eginning in 

1933 and was r eplaced in 1935 with the· sales tax and a net income tax, 

the latter of the two being repealed in 1942. 

The· use of  income taxes , both individual and corporate , is wide-

·spread thro.ughout the nat ion. In 1973 , 44 states impos ed an individual 

income tax and 45 s tates employed a corporate income tax .• 
1 Income taxes 

are frequently j us tified as they attempt to provide for tax equity based 

on the· ability-to-pay principle. The principle is concerned with the 

amount of "sacrifice" made in the payment Qf a tax. The amount of 

sacrifice for an individual or corporation can be guided by two concepts 

in tax equity. Horizontal equity suggests that equals should b e  

treated equally : those with equal amounts of taxpaying ab ility should 

pay equal amounts of taxes . Vertical equity suggests the treatment of 

unequals in an unequal manner : those with different taxpaying abilities 

should pay dif ferent amounts of taxes . Individual or corporate income 

can b e  used as a measure of one ' s  taxpaying ability. 

The "sacr ifice" on the part of the individual or corporation in 

the ab ility-to�pay principle is viewed in terms of alternative or fore-

gone uses o f  the money. If income can be associated with the principle 

of diminishing marginal utility, that is , additional amounts of income 

are valued less  than prior amounts , an individual with a �gh income 

should pay relatively greater dollar a100unts of income in taxes than a 

low-income person to more closely equalize the tax burden. Such is the 

.. 1Bureau o
.
f the Census ; · The· · s ta tist ical Abs tract of ·· the United 

· · states ; · · 19 74 (Washington, D.  c . : u .  S .  Government Printing Of fice ,  
1974) , p .  260. 
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rationale - for progressive income ta� tion .  Choosing income as a measure 

of ability to pay , however, s till l eaves the difficult problem of defin-

ing net income. 

The Bank Franchise Tax. The Bank Franchise Tax was imposed under 

Ch .  263, Laws of 1939, effective January 1,  1939.
2 

Technically the tax 

is a privilege t ax and is measured b y  net income . All banks , financial 

corporations and savings and loan institutions (domestic and foreign) 

doing business within the Sta te of South Dakota are subject to the tax. 

The law was amended in 1953 to include installment loan companies and 

businesses that finance purchases on a repayment plan . Only the income 

derived from the financing of purchases is taxable. 

The cu::-r cnt r<!te of taxation is a flat 5 . 5  percent o f  ne t ir .. �c1a1c 

with a minimum payment of $24 yearly. The rates are not graduated like 

those of the Federal Individual Income Tax thus viola ting the interpre-

tation of vertical equity outlined just above. Returns are filed yearly 

and are due within 9 0  days after the end of the fiscal year. 

The Bank Franchise Tax is fairly insignificant when compared to 

total tax revenue. Table 2-D shows total tax revenue , revenue generated 

by type of tax and the percentage of ta� revenue by type of tax for 

selected years 1950-1974. Revenue derived from the Bank Franchise Tax 

in 1974 totaled approxima tely $1.7 mill ion which was approximately 

1 . 1- percen t of to tal tax receipts . Receipts from this tax have stead ily 

2
sou th Dakota Sta te Tax Repor ter (Ch icago : Commerce Clearing 

House ,  Inc. , Looseleaf and Current) , p. 1075. 



TABLE 2-D 

TOTAL S OUTH DAKOTA T.\X "RE\'ENt.m tY SO�T..CE roR SI:LECTED YEARS , 19 50-19 74 

T.ax T�:< f-cve:l�c by Ty;:-c eo! T."lX (Tho·.::;�:-.Gs o! Dolla:- s )  
1950 19 5 5 19 60 1965 1%0 196 7 l96S 1969 19 70 1 9 7 1  19 7 2  

Sale!l :i..'ld Cse 10 ,083 12 , 75 1 15 , 7 50 · 18 , 232 2 6 , 89 7  30 , 90 6  31 , 744 34 , 6 9 2  4 7 ,  7 38 S :> , 20 2  s 1 .  no 
l:iheri:ance 3 75 508 927 l , 305 l , 4 5 9  l . 319 l , 5 3 1  · 1 , ss1 l , 953  2 , 61S . 2,  722 
Cii;arettel l , 7 88 l . 766 3 , 280 4 , 023 5 , 4 37 5 , 2 2 3  .5 , 2 11 5 , 2 7 5  7 , 015 7 , 469 8 , 100 
A�tc r.� 01s trat1on l , 391 l , 89 3 2 . 005 2 , 363 3 . 36S 3 , 9 9 3 1. , 374 .. . 5 6 8  4 . 844 4 . 6110 5 , � 37 
Mo te:- Fuel 9 , 344 15 ,994 20 , 238 2 3 , 056 24 , 0 4  7 2 4 , 6 6 7  25 . 4 17 26 ,<;(l] 30 , 2 14 3:? ,l3S 33 , 2 74 
A!c c:10Hc asvcr�s•2 2 , 5 4 7  2 , 26 4  . 2 , 36 5  4 , 229 4 , �3S 4,4 70 4 , 7 38 4 , 9 9 7 5 , 2 S4 5 , 610 5 , 6 l l 
��"f. frar.chisc 143 17 3 395 5 6:? 586 5 � 3  5 86 6Co 7 S l  9 65 l , 2 !.9 
l�s��a�c• Co:,any Tax 992 1 , 349 1 , 942  2 , 795 .2 , SS9 3 , 0 4 0  ) , 19 7  3 , 4 24 3 , 715 4 , 021 4 , 600 
l'.!Bcel h..'"\eoua 784 l , 03 3 l , 127 668 872 877 9 0 3  82l 787 6 38 113 

To tal 27 . 447 37 . 7 31 48,079 S 7 , 433 70 . 29 3  75 , 587 ;& . 701 8 1 . 9 71 lOl , 7 31 �l, 301 119 , 336 

l"ercen� ot To tal Tax Reven� 

Sahe a:'ld Ute 36 . 7  33. 8 32 . 7  31 . 7  38 . 3 40 . 9  4 1 . 6  42 . 3  46 .9 47 . 8 4S . 3  
!o..�cr1t.Jnce l . 4  l . 3  1 . 9  2 . 3  2 . l  2 . 4  2 . 0  . 1 . 9  1 . 9  2 . 3  · 2 . 3  
C!.&a : e : t c  6 . 5  4 . 7  6 . 8 7 . 0  7 . 7  6 . 9  6 . 6  6 . 4 6 . 9  6 . 7  6 . 8  
Au:o Rcr.1s t rntion . S . l  s . o 4 . 2  4 . l  s . s  s . :s  s .s 5 . 6  4 . 8 4 . 2  s . o 
l'.o :or fuel 34 . 0 . 42 .4 42 . 2  40 . l  34 . 2  32 . 6  32 . 3  31 . 7 29 . 7  2 8 . 9  2 7 . 9  
J..lcoholie Beverage 9 . 3  6 . 0  4 .9 7 . 4  6 . 0  5 . 9  6 . 0 6 .1 . S . 2  s . o  4 . 7 

. . t:i.nk t"r�nchi s c  . s  . 4  . 8  l.O  .s  . s  . 7  . 7  . 8  .9  l . O  ,. I�3ur�ncc Co�?4�7 Tax 3 . 6  3 . 6  4 . 0  4 . 9  4 . l  4 . 0  4 . l  4 . 2  3 . 6  3 . 6  3 . 8  
l'.isccll��eous 2 . 8  2 . 7  2 . 3  1.6  l . 2  l . 2  l .l l . l  . s  . 6  . l  

TotdZ 100 . 0  100 . 0  100 . 0 100 . 0  100 . 0  100 . 0  100 . 0  100 . 0 100 . 0  100 . 0  100. 0  

SO't.�CES : South Dakota Depar tmant of �venue. �n�l S t�tistic�l R��crt (�iarre. S .  D . : 1971-74) . various pa�cs . 
South DU.ota Dcpart::cnt of R.cvenue • Annu3l Reno.:-t of the Dcp.l':'t:::�nt o f  �venue (Pierre , S. l>. i 1956-70) , vario� pa;es. 

11o::ioun� shor..":1 inclw!o revenue derived fro= :.�e sales o! cizaretto lic�ruscs. 

�J.o:lol.O:lta ahO"or.:l include raven\Uil derived f::o: tha sales of liquor and bear licansea. 

lcoluma =a y  not add to 100 percent because of rowidi:.i• 

19 7 3  

64 , 4 1 8  
3 , 314 
8 , l SS 
7 ,  329 

35 , 9 6 S  
6 , S89 
l, 354 
4 , 969  

10 7  

132 , 533 

4 8 . 6  
2 . 5  
6 . 2  
s . s  

2 7 . l  
5 . 2  
l . O  
3 . 7  

. 1  

100 .0 

1 9 7 4 

75 . 5 1 8  
3 , 80 3  
8 , 599 
8 , 6 3 7  

36 , CS6 
6 ,  7J 7 
l , 702 
S , 4 52. 

llS 
146 , 624 

5 1 . S  
:? . 6  
s �9 
S . 9  

�4. 6 
4 . 6  
1 . 2  
3 . 7  

. 1  

100 . 0  

" 

' 

i 
. ' 

N 
0 



increas ed in ab � olute terms for the period shown but have rema ined 

fairly stable in relative terms since 1960 . 
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The Insurance Company Tax. The Insurance C ompany Tax is also a b us iness 

privilege tax imposed upon foreign and domestic companies doing business 

in the state. Only the premiums received upon property or risks located 

in South Dakota are taxable. 

Domestic companies are taxed at the rate of one-half of 1 percent 

on the premium received and one-half of 1 percent on the considerations 

received for annuity contracts. Foreign companies are taxed a t  the ra te 

of 2.5 percen t on premiums and 1. 25 percent on cons iderations for 

annuity con tracts. Insurers no t licens ed or authorized to do  business 

111 tlu: s l a te a r t:  taxE:d at tht: ra i:e of 4 percent 011 premiums or one and 

one-half times the amo unt payable by foreign ins urers, whichever is 

greater. Insurance _ companies doing fire insurance business are subj ect 

to an add itional one-half of 1 percen t  rate on rece ip ts derived from 

fire insurance premiums. 3 

Revenues from the tax, as seen in Table 2-D, have exhib ited a 

steadily increas ing trend. Revenues in 1974 amounted to nearly $5.5 

million , an increase of nearly 100 percent in ten years. In relative 

tenas , the insurance company tax has ma intained a fairly s table propor­

tion of revenue. Revenues for all the years shown constituted between 

3. 6 and 4. 9 percent of total tax revenue. 

3Ib id. , pp. 8825-8826. 



Wealth Taxes 

Wealth can also be used as a measure of ability to pay . The 

22  

measurement of wealth presents serious difficulty. Wealth may take the 

form of human capital such as education or training or physical capital 

such as property and trust capital savings. It  is difficult to put a 

mon_etary value op human wealth, t?_ut physical wealt;h. may be easily 

hidden i f  it is in the form of bank deposits . . The forms of wealth 

taxation used extensively in the United States are property taxes � death 

duties and gift taxes. Property taxes are generally used at the local 

levels of government while death duties ( inheritance and estate taxes) 

and gift taxes are employed at the state and federal levels . 

Death and gift taxes are generally used to reach taxpaying ability 

not accounted fer in the bas e  of an income tax . Wealth accumulated 

through inheritance, estates and gifts may also result in concentrations 

of wealth which are considered undesirable for social , economic and 

political reasons. 

South Dakota imposes only the inheritance tax . The difference 

between an estate tax and an inheritance tax is the meas ure of the 

base. An estate tax uses the net value of the decedent's property 

as the bas e  while an inheritance tax measures the base as the value of 

property transferred to the beneficiary. The rates of the South Dakota 

Inheritance Tax are as follows : 4 

4Topical Law Reports ,  State Tax Guide (Chicago: Commerce Clear­
i_ng House ,  Inc. ,  Looseleaf and Current) , p. 8990 . 



Value of 

(1) 

$ o · - · $ 
3 ,000 -

10 ,000 -
15 , 000 -
50 ,000 -

100 , 000 -

Value of 

(1) 

$ 0 - $ 
100 -
200 -
500 -

3 , 000 -
10 , 000 -
15 , 000 -
50 ,000 -

100 ,000 .-

C lass 1 

Share Tax on 
Column 1 

(2) 

3 , 000 $ 0 
10 ,000 0 
15 , 000 0 
50 , 000 75 

100 , 000 1 , 125 
• • • . 3, 375 

Class 

Share Tax on 
Co lumn 1 

(2)  

100 $ 0 
200 0 
500 0 

3 , 000 0 
10 , COti ::.oo 
15 , 000 380 
50 , 000 5 80 

100 , 000 3 , 380 
• • • 

$ 

• 9 ,  380 

Value of Share 

(1) (2) 

� .  0 - · $ 
100 -
200 -
500 -

3, 000 -
10 , 000 -
15 , 000 -
50 , 000 -

100 , 000 -

100 
·200 
500 

3, 000 
10 , 000 
15 , 000 
50 , 000 

100 , 000 
• • • • 

Rate on 
Excess 

0 
0 

1 . 5% 
3.0% 
4.5% 
6.0% 

3 

Rate on 
Excess 

0 
0 
0 

4% 
4"'' 1� 

4% 
8% 

12% 
16% 

Tax on 
Column 1 

$ 0 
0 
6 

24 
174 
594 
894 

5 , 094 
14 , 094 

23 

C lass 2 

Tax on 
Column 1 

$ 0 
0 

210 
460 

2 , 560 
7 , 060 

Class 

Tax on 
Column 1 

$ 0 
0 
0 

15 
140 
490 
740 

4 , 240 
11,740 

Class 5 

Ra te on 
. .  Exc es s  

· Q 
6% 
6% 
6% 
6% 
6% 
6% 

18% 
24% 

Rate on 
Excess 

0 
3% 
3% 
6% 
9% 

12% 

4 

Rate on 
Excess 

0 
0 

5% 
5% 
5% 
5% 

10% 
15% 
20% 

Class 1 applies to husband, wife and children. E xemp tions in 

this class are the first $60 , 000 for a husband or w if e  and the first 
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$1Q ,OOO for their children . Class 2 applies to lineal ances tors with 

an exemption of the first $ 3 , 000 . Class 3 applies to the descendants of 

a brother or s is ter,  the wife of a son or the husband of a daughter . 

The firs t $500 is exempted for this class . Class 4 applies to the 

brother or s is ter of a father or mo ther and to their des cendants . The 

firs t $200 is exempted in this class . The fif th class applies to all 

other s ituations and the firs t $100 is exempted. 

The rate s tructure , like that of the Federal Individual Income 

Tax, is progressive in nature . A wife inheriting $150 , 000 from her 

husband would pay tax on $90 , 000 ( the first $60 , 000 b eing exempt) . The 

payment would b e  equa l  to $1 , 125 on the first $50 , 000 plus 4 . 5% on the 

remaining $40 , 000 ( $1 , 800) for a total tax payment of $2 , 925 . A son 

or daughter inheriting the same amount from a father or mo ther would 

pay tax on $140 , 000 equal to $ 3 , 375 plus $2 , 400 ( $ 40 , 000 x 6%)  for a 

total payment of $5 , 77 5 . 

Revenues derived from the inheritance tax do no t cons titute a 

significant part of total tax revenue in South Dakota . As s een in 

Table 2-D , revenues have increased over most of the 19 50 to 19 74 period 

but have accounted for only 2 to 3 percent of total tax revenue s ince 

1960 . 

Consumption Taxes 

Consumption taxes us e re tail expenditures as a measure of the 

base.  The bas e  may b e  defined e ither as  the monetary value of the goods 

or services purchased or as a s ingle item or group of i tems . Sales 
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taxes are the most cotm00n type of consumption tax which measures the 

base in mone tary terms . Motor fue l ,  cigarette and a lcohol taxes are 

common types of specific taxes where the base is defined in term.q of the 

number of units purchased and are generally referred to as excise taxes . 

Cons umption can also be viewed as a measure of abi lity to pay . 

The traditional ar gument for this measure has b een tha t  persons should 

be taxed on what they draw out of the economic system ( consume) as 

opposed to wha t  they c ontribute to the economic system (save and invest 

through income) . 5 Taxa tion in this manner could apply to consumption 

out of current income , past income (consumption out of savings) and 

future income ( cons umption through b orrowing} . For h igher income 

leas t pos tpone i t  until a later date . Application o f  consumption taxes 

violates both horizontal and vertical equity . Horizontal e quity would 

be violate d  through d if ferences in the consumption hab its and circum-

stances of  persons of equal incomes and ver tical equity would b e  

violated both b y  differences i n  consumption hab its and b y  rate s truc-

tures . The applica tion of a flat tax rate on sales as with a sales tax 

or a fixed amount per uni t as wfth an excise tax may result in low-

income taxpayers paying a larger proportion of their income in taxes . 

High income persons tend to allocate a greater par t  of  their income to 

savings and cons ume greater amounts of nontaxable items than do low• -

income persons thus resulting in a lower overall tax rate on income . 

5Mus grave , Pe ggy B .  and Musgrave , Richard A . , Public Finance in 
'nleory and Practice (New York :  McGraw-Hill Book Company , 19 7 3) ,  p .  205 . 
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Referring once again to Table 2-D , it is apparent that nearly all 

of the South Dako ta tax revenue is derived from consumption taxes . The 

table may b e  somewha t misleading as license fees are included in the 

cigarette , alcoholic beverage and miscellaneous categories , but their 

�ontribut ions toward revenue are not highly s ignificant . Over 90  per­

cent of the revenues generated in 1974 came from cons umption taxes . 

This figure is also representative for all of the years shown in the 

table . The following discussion characterizes the component cons umption 

taxes used in S outh Dako ta . 

The Sales and Use Tax. Sales and use taxes are us ed extens ive ly by 

many s tate and local entities in the financing of  government . Like 

100 a t  s ta tes , the Sou�h uakota retail sales cax is impos ed a t  che re tail 

level on the sale of tangible personal property and is supplemented by 

a us e tax. The use tax s erves to place a tax liab ility on tangible 

personal property no t originally purchased in South Dakota but b rought 

into the s tate for consumption or use. The base and rate of these 

taxes are nearly identical and are explained in greater de tail in 

Chapter I II. 

Tab le 2-D indica tes the growing impor tance of  the sales tax as a 

generator of s tate tax revenue . Total sales and us e tax collections 

have increas ed near ly 6 50 percent since 1950. In fiscal y ear 19 74 the 

sales and use tax accounted for over 50 percent of to tal s ta te tax 

collections .  In 1966 , the sales and us e tax exceede� the mo tor fuel 

tax as the mos t  impor tant source of  state tax revenue in b o th absolute 

and relat ive terms and has held that position ever since . The no ticeable 



changes in revenue for the years 1966 and 19 70 _ coincide with legisla­

tive base and ra te changes in the previous year . In 1965 , the sales 

2 7  

and us e  tax rate was increased from 2 t o  3 percent and the base was 

expanded to include intangible s ervices . In 1969 , the rate was again 

increased to its present level of 4 percent . Base and rate changes 

general ly do no t go into effect until July 1 which is the b eginning of 

the new fiscal year .  Thus the impact of base and rate changes on revenue 

in the calendar y ear is no t fe lt until the next fiscal year . 

The sales tax, although no t the most equitable of  taxes , has 

several advantages for the financing of state governments . First , the 

sales tax is capab le of generating lar ge amounts of  revenue a t  a fair ly 

low adminis tra tive c ost . Second , tax payments by the individual are 

dispers ed over t ime and depend upon how frequently taxable items are 

purchased.  The b ene fit of this charac terist ic may b e  mo s t ly psycholo gi­

cal to many individuals as the total tax payment is the same whether it 

is paid in a lump s um or spread over a period of time . From the govern­

ment ' s standpoint , this may make legisla tive ra te and base changes 

somewhat eas ier as public sentiment against the changes is likely to  

be less vocal if  the tax increas e  is  only felt in small increments b y  

the taxpayer.  The s ales tax a lso spreads the cost of  government among 

all the citizens of the taxing j urisdiction . I t  has the further advant­

age of expor ting s ome of the tax to nonres idents when purchases are made 

by tourists or  vis itors . Thes e  factors , coupled with th� s low pace of 

the political system, have made and kept  the s ales tax as one of the most 

popular taxes for s tate governments . 



The Auto Regis tration Tax. The au to regis tra tion tax -amo unts to a 
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special sales tax  on  mo tor vehicles as  they are no t included in  the  sales 

tax base.  The tax is placed upon the original registra tion of a vehicle 

at a 3 percent rate on the purchase price or the " fair market val ue" of 

the motor vehicle , whichever is grea ter.  The fair market value of a 

new vehicle is defined as the manufacturer ' s  suggested dealer lis t  

price and the .NADA book value i s  applied t o  used vehicles . 6 Included as · 

motor vehicles are cars , trucks , bus es , house cars , hous e trailers and 

trailer coaches . 

As s een in Table 2-D , revenues from the auto registra tion tax 

have increas ed in ab solute terms over the entire 1950 to 19 74 period.  

Auto registration tax revenue accounted for 4 . 2  percent of to tal tax 

revenue in 1960 , increased to 5 . 6 percent in 19 69 , fell once again to 

4. 2 percent in 1971  and reached a high of 5 . 9  percent in 19 74 . 

The Motor Fuel Taxes . South Dakota employs severa l taxes on roo tor fuels . 

The motor fuel tax was initiated in 19 23 and placed a per gallon tax on 

all produc ts commonly or commercially known as gaso line . Li censed 

dealers are required to collect 8 cents per gallon on gaso l ine and 4 

cents per gallon on aviation fue l �  The tractor fuel tax, passed in 

1939 , impos ed a tax on trac tor fuels consumed on the highways of the 

state . Tractor fuels are not subj ect to the mo tor fuel tax and are 

currently taxed a t  the rate of  4 cents per gallon . The us e  fue l  tax 

6
south Dakota S ta te Tax Reporter (Chicago : Commerce Clearing 

House , Inc . , Looseleaf and Current) ,  P • 5051 . 
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of 19 41 imposed a tax on all combustible gases and l iquids used to 

propel motor vehicles on the public highways of the state .  The current 

rate is 8 cents per gallon with the exception of liquif ied petroleum 

gases which are taxed at  6 cents per gallon. The tax is paid by the 

user and collected by the dealer . The interstate fuel tax , passed in 

1965 , provided a method of collecting fuel taxes on interstate motor 

vehicle opera tors where fuel is consumed but no t purchased in the s tate .  

The rate i s  the s ame as tha t  applied to the use fuel tax. Inters·tate 

operators are allowed to bring 40 gallons of fue l into the state 

without a tax liab ility . 

The motor fuel tax is us ed in all fifty s tates and in the Dis trict 

of Coltnnbia. The rates of taxation, as of  July 1, 19 74�  varied from a 

low of 5 cents per gallon in Hawaii and Texas to a high of 10 cents per 

gallon in Connec ticut . Two states levy rates of  6 to 7 cents , twenty 

states have ra tes o f  7 to 8 cents , thir teen states and the District of 

Columb ia employ ra tes of 8 to 9 cents and twelve states use a rate of  

9 to 10 cents per gallon . 7 Most s tates employ a like rate on  the use 

fuel tax. 

The relative fiscal importance of mo tor fuel taxes for the s tate 

has b een declining over the past decade.  As seen in Tab l e  2-D ,  mo tor 

fuel taxes were the most impor tant source of tax revenue from 1955 

through 1965. During this period , the revenue accounted for over 40 

percent of South Dakota tax revenue . By 1974, revenues from mo tor 

. 7S tate Tax Review, Vo l .  35, No . 40 (Chicago : Commerce Clearing 
House, Inc . , October 1 ,  19 74) , P •  1. 

... . ' 
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fuel taxes accounted for approximately 25 percent of  to tal tax· revenue . 

Their importance is still cons iderab le , however , s ince the y ield of  

such taxes is s econd only to the sales and use tax .  

I n  absolute terms , revenues increased for the entire 1950 t o  1974 

period .  Several  factors may account for this growth : ( 1) increases 

in the tax rate , (2) increases in the numb er of mo tor vehicles in the 

state , (3) increases in the numb er of miles traveled and ( 4) decreases 

in the e fficiency o f  fuel  us ed in mo tor vehicles . 

Assuming that revenues derived from motor fuel taxes are used for 

highway maintenance and cons truc tion,  such taxes conform clos ely to the 

benefit principle of taxation . This principle relates the revenue and 

expenditure s ides of the budget to one ano ther . According to the 

principle ,  the b enefits received by the individual should correspond to 

the amount of tax paid . The fuel taxes follow this principle to some 

degree .  The greater the distance one wishes to travel,  or the more 

frequently one t ravels , the grea ter the amount of fuel used and,  o ther 

things equal , the greater the amount of fuel taxes paid. In this sense , 

the financing of public goods is s imilar to the financing of private 

goods where individua ls c onnnit more of their income to gain access to  

more economic goods . 

From the standpoint of the state ,  revenues f�om the mo tor fuel 

taxes may s erve as an indicator to increase or decrease production . I f  

tax revenues rose continuously over a given period and o �her things 

remained equal ,  this would signal an increasing use of p ublic h ighways . 

The increasing d emand would suggest  that 100re or better facilit ies 

should be provided by the state . 

" ' I 



The question arises , however , as _ to whether these taxes serve 

as a good barometer of highway demand . I f ,  for ins tance , there was a 

dramatic shif t to smaller, more e fficient automob iles , mo tor fuel tax 

revenues might decline while actual highway use increased . A better 

indicator of the demand for h ighways would be provided by a system of 

toll gates at highway entrances where the payment for road use woul d  

b e  made on a per mile bas is . S uch systems , however , are no t feas ible 

in South Dako ta b ecaus e of the sparse traffic  on many state h ighways . 
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The Cigare tte Tax . The cigarette tax revenues in Table 2-D are derived 

from an excise tax on cigarettes and a license fee on dis tribu tors and 

wholesalers . The l icense fee of $150 is renewab le yearly and does no t 

apply tu 1 �t�llers . 'rhe excise tax is based on the volume of c igare�tes 

sold in the state . The rates of  taxation are as follows : Class A 

cigarettes -- weighing no t more than 3 pounds per 1000 cigarettes -- 6 

mills and Clas s B c igarettes -- weighing more than 3 pounds per 1000 

cigarettes -- 9 3/ 8 mills . A mill is equal to one-tenth of 1 cent . For 

a package of twenty Class A cigarettes the tax payment is equal to 12 

cents .  For cigars the tax amounts to approximately 1 cent e ach . The 

taxes are paid by  the distributor affixing s tamps to the packages . The 

distributor receives a 3 . 5  percent dis count on the s tamps . 

Al though revenues have been increas ing in absolute terms , as s een 

in Table 2-D, they have b ecome relatively less important in terms of 

total tax revenue in recent years . In 1966 , cigarette tax r evenues 

accounted for 7 . 7 percent of to tal tax revenues ,  by 19 74 the percenta�e 

had decreas ed to 5 . 9 . �e large increase in revenue between 19 69 and 
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19 70 was the result  of increas ing the rates on Class A and Class B 

cigarettes from 4 to 6 mills and from 6 1/4 to 9 3/ 8 mi lls , respectively . 

All s tates impose a tax on cigarettes . The rates vary greatly 

between s tates ranging from a low of 2 cents per package in Nor th 

Carolina to a high of 2 1  cents per package in New Jersey . Hawaii  and 

New Hampshire tax cigarettes as a percentage of the retail price , at  

40 and 42  percent , respectively . The breakdown on tax ra tes as of 

July 1, 19 74 is as follow� : 8 

· Tax per package (20 cigarettes) No . of S tates 

2 - 3 cents 2 
3 - 4 cents 1 
6 7 cents 4* 

8 - 9 cents 3 
9 - 10 cents 3 

10 - 11  cents 3 
11 - 12 cents 5 
1 2  - 1 3  cents 8 
1 3 - 14 cents .'6 
14 - 15 cents 1 
15 - 16 cents 2 
16 - 1 7 cents 4 
1 7 - 1 8  cents 2 
18  - 1 9  cents 3 

19 - 20 cents 1 
2 1  - 22 cents 1 

* Includes the District of Columb ia 

The lowest c igarette taxes are imposed by the toba cco producing 

states . The highes t tax ra tes tend to be in the heavily populated East 

Coast states . Many states presumably tax cigarettes a t  a h igh rate 

B
s tate Tax Revi ew ,  Vol .  35 , No . 2 7  (Chicago : Commerce Clearing 

House , Inc . , July 2 ,  19 74) , PP • 3-4 . 

" � I 



. 3 3  

b ecaus e there are few , if any , s ubs titutes for this goo d  and high tax · 

rates do no t s ub s tantially reduce c igarette consump tion . A probl em may 

occur if b orderin g  s t a tes impose sub s tantially d if ferent tax rates 

caus ing c onsumers living near the lower ra te states to purchas e the ir 

cigare ttes th ere . Only two o f  the s ta tes b ordering S outh Dako ta impose 

a lower tax rate on c i gare ttes , Nor th Dako ta at 11 c en ts and Wyomin g  at 

8 cents . 

The Alcoholic Beverage Tax. The S ta te of S outh Dako ta pre s ently us es per 

ga llon exc is e taxes on alcoho lic b everages and requires l i cens ing b y  

manufac tur ers , distrib utors and retailers o f  alcoho lic b everages .. P rior 

to 19 71 , a 10 percent tax on gross receip ts from who lesale sales was 

employed along wi th a ga llonage ta x. Extens ive revis ions o f  the a lcoholic 

beverage tax in 1 9 7 1  repealed the 10 p er cent gross receipts tax and ins ti-

tuted new gallona ge ra tes which were expected to genera te the same amount 

of revenue. 
9 

Th e rates o f  taxation on alcoholic beverages are as fo llows : 

S ubject o f  Tax 

High-point b eer ( 3 . 2% to 6%) 

Light wines and diluted beverages· (except 
sparkling wines) from 3. 2% to 14% 

Wines and d il ute d b eve rages : 
· 

from 14% to 20% ( exc ept s parkling w ines) 
from 20% to 2 4% ( inc luding natural and 
art i ficial s parkl ing wines containing 
alcohol) 

Rate 

$ 8 . 30 p er 3 1- gallon b arrel 

. 30 per gallon 

• 9 5 per gallon 

1 . 40 per gal lon 

9
s outh Dako ta S t ate Tax Reporter ( Chi cago : Cormnerc e  Clear ing 

Hous e ,  Inc . , Lo os eleaf and Curren t) , P •  3592. 
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Subject o f  Tax Ra te 

Low-point b eer $4 .00 per 31-gallon barrel 

Other liquors 3 . 05 per gallon 

The annual license fees are as fo llows : lO 

· Type o f  License 

Distillers 
Additional warehouse 
Out-of-s tate shipping permit 

Wholesalers (other than low-point beer) 

Package Dealers 
In 1st c las s municipalit ies 
In 2nd c las s municipalit ies 
In 3rd c las s municipalities 

On-sale dealers 
In 1st class municipalities 
In 2nd clas s municipalities 
In 3rd c las s municipalit ies 

no t to exceed 
no t to exceed 
no t to exceed 

no t to exceed 
not to exceed 
no t to exc eed 

Off-sale licenses issued to  municipalities under 
local option 

Solicitors 

Carriers 

Transportation Companies 

Dispensers 

On-sale dealers a t  publicly opera ted airpor ts 

On-sale licens es issued outs ide municipalities 
Not to exceed the maximum that the municipality to 
which the applicant is neares t could charge for a 
like licens e in that municipality 

Annual Fee 

$4 , 000 
1 , 000 

100 

5 , 000 

500 
400 
300 

1 , 500 
1 , 200 

9 00 

250 

25 

100 

25 

10 

250 

lO
ib id 3603 A l� t  class municipality is d efined as one • t p .  • -

With a population above 5 , 000 , a 2nd class municipality as one with a 

population of  500 to 5 , 000 , and a 3rd class municipality as one with 

8 population of  O to 500 . 
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Type · of Licens e · Annual Fee 

Low-point b eer 
Manufacturers 
Who lesalers 
Package ·dealers 
Retailers , b o th p ackage dealers and on-sale dea lers 

$ 500 
400 

75 
100 

Like c i gare ttes , alcoho lic beverages have no close legal substi­

tutes and thus are taxed a t  rela tively h igh rates . Als o ,  the us e o f  

alcoholic beverages is perceived b y  some a s  so cially undes irab le whi ch 

may also account for the h igh rates o.� taxa tion and the extens ive 

licens ing sys tem .
1 1 

Revenues f rom the alcoho lic beverage tax, as s een in Table 2-D , 

have , with minor exceptions , b een cons is tently rising oye r  the year s . 

In relative terms , the general trend is one of decreas ing impor tance . I n  

19 74 , alcoholic b everage revenues accounted for only 4 . 6 perc ent of to tal 

tax revenue , the lowes t percentage of all the years shown . Revenue 

collections are affected no t only by the tax rates but b y  the legal 

drinkin g age . Reducing the legal drinking age from 21 to 18 years in 

South Dako ta might res ult in s igni ficant incre ases in revenue . 

llThe argument can a ls o  be made in a technical s ens e ,  no t with­
standing the mora l  ar gument made in the text . In a technical s ens e wha t  
is involved i s  a n  attempt by s ociety t o  recover the (so cial) costs to 
society b y persons c onsuming alcoholic b evera ges . To the degree that 
the memb ers of s ociety mus t pay h igher au tomob ile insurance premiums ,  
pay to opera te alcoholic rehab ilitation clinics and fund lar ger po lice 
patrols , the tax can be cons idered a recovery of par t of the s o cial 
costs attributabl e  to the cons umption of alcoholic b everages .  The 
argument could b e  extended to find j us tification for. the al coho lic 
beverage tax under the b ene fit principle of taxation . To the de gree 

that ci gare tte smoking caus es cancer and pushes medical and o ther costs 
onto society , the s ame argument can apply to the c igarette tax. 

.. · . .  
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Mis cellaneous Taxes 

Mis ce llaneous taxes in 1974 comprised taxes on private car lines 

at 6 percent of gross receipts and on railway eApress at 6 percent o f  

gross receipts . Also included were fees for trading stamp l icenses 

at $50 per year , c o in laundry licenses at $5 and $6 per mach ine per year 

and anti freeze and contractors ' licens es at $20 yearly. The decreas ing 

amount of rev·enues from thie category of taxes , as seen in Table 2-D , 

was due to the repeal of two taxes . A butter-substitute tax was repealed 

in July o f  19 71 and an ore tax was repealed in 19 70 . Tax collec tions 

from mis cellaneous taxes now account for l ess than one-tenth of 1 percent 

of total tax revenue . 

STATE REVENUES 

Total revenues of the state are comprised of a numb er of sources 

besides taxes . Federal grants , local government: transf ers , char ges for 

goods and s ervices and trust revenues are all important s ources of 

state revenue . Table 2-E lists to tal state revenue by  s ource and each 

source as a percent o f  total revenue for the fis cal years 1965 to 19 72 . 12 

For the eight-year period to tal r�venues increased by nearly 85 percent . 

The relative importance of the various sources of  revenue is 

illuminating .  Despite the great amount of attention tax legislation 

receives , s tate revenue generated by taxes accounts for less than half 

12Figures on to tal tax revenue are no t consistent b etween Tables 
2-D and 2-E . Fi gures for Table 2-D were compiled from state data while 
those in Tabie 2-E were compiled from national data . To tal tax revenue 
in Table 2-D does not include vehicle license fees and minor taxes no t 
administered by the Department of Revenue . These exclusions would 
apparently account for the dis crepancies between the figures . 



TAnU: 2-� . 

SOUTH DA.'<OTA GENERAL REVENUE ny SOURCf.: FOl FISCAL YEA.'ltS ,  1965  :. 19 72 

S ource of Revenue (Hillions of Dol lars) P�rcentage of To tal Reven�a 
· Year Fcdcr:..l Loc:\l Ch::i.r:;cs s:t<! Total Fe deral Local · Char ge::; a:\d Tot a l Covem- Govern- Taxes ··  His ce lla�eous 

Reven.:e 
Govern- Govern- Taxes Yi.is cella:\eous Revenual 

ment men ts Gen�r.:il Reve:lua ment n:ents General Revenue 

19 65 67 . 3  3 . 5  6 4 . 2 29 . 3  164 . 3  41:0 2 . l  39 . l 17 . 8  100 . 0  

19 6 6 61. l  3 . 6  7 7 . 6  29 . 8  172 . 0  35 . 5  2 . l  45 . l  17 . 3  100 . Q  

1967 68 . l 3.0  83. 6 36 . l  19 0 . 9  35 . 7  l. 6 4 3 . S 1 8 . 9  100 . 0  

19 6 8 79 . 7  1 . 4  83. 0 37 . 1  206 . 1  38 . ?  . 7  42 . 7  18 . 0  100 . 0  

1969 83.0 l . 3  9 1 . 9  42 . 8  219 . 0  37 . S  . 6  42 . 0  19 . 5  100 . 0  
19'70 86 . 5  l . �  ll2·. 7 46 . 2  245 . 8  35 . C  . 6  45 . 7  18 . 7 100 . 0  
1971 9 7 . 3  . l. 4  '.. 121 . 7 56 . 2 27G . 6 35. 2  . . s  44 . 0  20 . 3 100 . 0  

l9 7Z 10 1 . 2  l . S  133. 3 66 . 4 302. 4 33. S ·. s  44.l 22. 0 100 . 0  

SO'GRCE : u. s .  B ureau of the Census , Governmental Fin3nc�s (Washington, D. c. : u. s .  Cove�nt P rintinz 
Office , 1966-73) , various pa ges . 

l 
Rows may =ot ad4 to lOO percent due to rounciing. 

_I. 

w 
...... 
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of total state revenue . S urprisingly federal aid, which incl�des 

revenue sharing funds , federal grants-in-aid and matching grants ,  

accounts for over one-third of this revenue . The impor tance of federal 

aid does , however , appear to b e  slowly d ecreasing.  Us er char ges , and 

miscellaneous revenue on the o ther hand , have gained an increasingly 

important role in r elation to to tal revenue . Their share of to tal 

revenue increas ed from 17. 8 percent in fiscal year 19 65 to 2 2 . 0  p ercent 

in fiscal year 19 7 2 .  

Table 2-F compares South Dako ta ' s  revenue structure t o  the s ix 

neighboring states and the nation as a whole . Nationally ove r  60 per­

cent of state general revenues were derived from taxes in fis cal year 

19 72 . S outh Dakota is well below the national level in . this respect 

with only abo ut 44 percent of revenue genera ted by taxes . Of the 

neighboring s tates , only Wyoming has a tax s tructure which contributes 

relatively less to its total revenue through taxes . Minneso ta and Iowa 

are the only neighboring states having tax structures which generate 

revenues comparable to the national avera ge . 

South Dakota is well above the national average with respect to 

aid derive d  from the federal government .  Nationally , 2 7  p ercent o f  

state general revenue is received from federal contributions compared 

to South Dakota ' s 33  percent . Wyoming and Montana receive near ly 40 

percent of their general revenue from the federal government .  S outh 

Dakota ,  Nor th Dakota , Montana and Wyoming which receive a re lative ly 

large proportion of their revenue from federal aid also have had h istor­

ically low per capita incomes . This might explain some of the tendency 

1,.  • • 



TAnLE 2-P' 
' ·  

CW.F.RAt REVE:ruE SOURCES FOR S O'tJ'nI DAKOTA N. m  NEIGIIBORING STA-ms , nse>.L Y EM  19 72 

S ourc e  of Revenue (}!!llions o f  Do llnr�) ' Percentage of To �al Revcnua 

S tate Fede ral Local Char ges a�d Tot�l Fccera l  Local Cha:-sc s ar.d 
Cove rn- Govern- Taxes Hisccll<lr.eous Rc•1cr.ua Gove rn- Govern- Taxes �!is cc ll�ni;;ot:.S 

ncnt t::C:ltS General Revc�ue mcnt oents Gcne:-al Revenue 

. S o .  Dakota. 10 1 . 2  1 . 5  1 33 . 3  66 .4  3J2 . 4  . 3 3 . S  . s  44 .1 22 . 0  

Iowa 2 76 . 2  39 . 8  759 . 4 145 . 3  l , 220 . 9  2 2 . 6  3 . 3 6 2 . 2  l l . 9  

Yi.i.nnes ota 513 . 6 34 . 2  l , 32 4 . 4  232 . 0  2 , 15 4 . 2  23 . 8  1 . 6  \ 6 1 . 5  13 . l  

Montana 15 4 . 6 5 . 2 1 32 . 8  45 . 0  3$7 . 6  39 . 9  l . 3  
. .  47.2  ll . 6  

N�brns'ka 15 2 . 7  17 . 7 319 . 5  89 . 4  5 7� .. 3 - 26 . 4  3 . l  55 . 2  lS . 4  

No . Dakota lOl . O  7 . 2  15 7 . 8  7 2 . 9  33 8 . 8  29 . S  2 . l  46 . 6 21.S 

Wyo?Aing 9 2 . �  3 . 8  9 7 . l  39 . 7  2 33 . 3  39 . 8 1 . 6  4 1 . 6  17 . 0  

All 
S t a.tes 
To tal 26 ,790 . S  1 , 190 . S  59 , 87 0 . 4  10 , 7 60 . 4  9 8 , 622 .0 2 7 . 2  l . 2  60 . 7  10 . 9  

SOURCE : U .  s .  Bu=cau o f  the Census ,  Covc�nnental Fin�nces In 19 71-72 (Washington , D.  C. : U .  s .  Government 
Pr inting Of fice,  19 7 3) , P? • 31-33. 

1
1to-Js may not add to 100 percent due' to rounding. 

To :al 
Revem:.el 

100 . 0  

100 . 0  

100 � 0  

100 . 0. 

100 . 0  

100 .0 

100 . 0 

•I 

100 . 0  

w '° 



for a re lative ly large amo u11t o f  the ir revenue b eing de termine d by 

federal government trans fers . 
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South Dako ta als o  d if fers to a great degree from the national 

average with res pec t  to revenues derived from charges and mis cellaneous 

general revenue . Th is ca tegory cons ists mainly of amo unt s  received from 

the sale of p ub l icly pr oduced goods and s ervi ces . Financ ing government 

in this manner is cons idered des irab le s ince it clos ely r e s emb les pri­

vate marke t operations where pr ice ac ts as the allo cating me chanism 

and also s erves as a s ignal to expand .or re duce produc tion . The govern­

ment is thus abl e  to provi de such goods and services with o ut worrying 

about add i tional tax legis lation . Nearly one-fo urth (22 p ercen t) o f  

South Dakota ' s  genera l revenue was derived in this manner a s  compared 

to the national avera ge o f  approximately 11 percen t .  O f  the s tates 

lis te d in Tab l e  2-F , So uth Dako ta ranked f irst in us ing th is means of 

finance • . 

REVENUE ADEQUACY 

Any uni t  o f  government mus t b e  concerned that revenues will b e  

suffi cient t o  mee t  expenditures . Looking into the futur e , the concern 

is whether the growth in revenues will b e  s ufficient to me e t  increas ed 

expenditures b rough t abo ut by changes in popula tion and e conomic growth .  

When applied t o  a tax s tr ucture , adequacy requires tha t t ax revenues 

grow automati cally s uch tha t they will b e  s uf f icient to mee t additional 

expendit ures at a given p oint in time and also through t ime without 
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continuous changes in the tax s tructure. 13 This is especially important 

for South Dakota as the State Constitution prohibits the -�ggr_egate debt 

of the state to exceed $100 , 000. 14 

O f  the three maj or sources of . revenue for the . s tate federal 

transfers , taxes and user charges taxes are the most impor�ant revenue ' 

generator . Increases in tax revenue are also 100re eas.ily influenced 

through s tate legislative changes than other revenue sources . Federal 

·aid distribution is determined at the national level while user charges 

are primarily dependent upon the level of d emand for the goods . Tax 

revenue ," on the other hand, can change in one of three ways : (1) chang­

ing economic c onditions in the s tate , (2) changes in the rate or base of 

the present tax structure and ( 3) implementation of a new tax. 

An estimate of revenue adequacy can be made by comparing the 

growth in revenues and expenditures . If  expenditures exceed revenues for 

a given year, a revenue gap exists . I f  the rate of growth in expendi­

tures exceeds the rate of growth in revenues the relative size of the 

gap would b e  increasing. Since revenues are determined largely through 

taxes ,  the comparison of the rates of growth of  tax revenues and expendi­

tures also indicates some measure of the adequacy of the tax sys tem • 

. . . . . . . 

lJ.nie concept o f  adequacy can be considered in terms of both nega­
tive and positive changes in fiscal relationships . A revenue system 
could be cons idered inadequate or less adequate if the rate of d ecline 
(growth) in revenues exceeded ( fell short of) the rate of d ecline 
(growth) in expenditures . An adequate revenue system implies that the 
rate of growth {decline) o·f revenue equals or exceeds (falls short of) 
the rate o f growth (decline) ·in expenditures . Becaus e growth. rates in 
economic variables are unlikely to be negative over an extended period 
of time , adequacy in this s tudy considers only pos itive growth. as pects . 

14
south Dakota Cons titution, art.  VIII, § 2 .  
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A ·method of making this comparison is to plot the expenditure 

data from Table 2-C and tax revenue data from Table 2-E on a semilog 

scale. Using a semilog scale makes the slope of a line the rate of 

increas e  in the variable. The slopes of the three variables (total 

revenues, tota� expenditures and tax revenues) are thus comparable. I f  

the slope o f  �he revenue line is equal to or greater than the slope of 

the expenditure line, and l ies above it, then the revenue system is 

adequate since revenues are increasing as fast as or faster than expend­

itures . I f  the· slope. of the expenditure line were greater than the 

slope of the revenue line, the revenue system would be becoming less 

adequate and would be inadequate if the revenue line were b elow the 

expenditure line . If the slope of the tax revenue line were equal to 

or greater than the slope of the expend iture line, tax adequacy would 

be implied. Tax adequacy however requires the automatic growth of tax 

revenue. · The greater slope of the tax revenue line could b e  due to 

legislative changes and not the automatic growth in revenue. 

Figure 2-1 shows that revenues are significantly above expendi­

tures for all years shown and that tax revenues are well b elow expendi- . 

· tures.  · What is important here are the slopes of the lines . With the 

exception of the years 19 6 7-19 68 and 19 70-19 71,  the rate of_ growth in 

revenues exceeded the rate of growth in expend itures imply ing an adequate 

revenue system over the years . The rate of increase in tax revenues as 

compared to both total revenue and expenditur.
es is, for ioost rears, 

greater than. the rate of increase for either total revenues or total 

expenditures. This would imply adequacy on the part of the tax system, 

but could be due to legislative changes in the tax struct ure. 
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It is also poss ible to look at tax and revenue adequacy in terms 

of the perc entage change in the variables . Between 196 5  and 19 72 gen­

eral revenue ros e from $164 . 3  million to $ 302 . 4  million . IS This was an 

increas e o f  84 percent and an annual rate of increase in general 

revenues of 6 . 9  percent per year . Tax revenues increas ed from $64 . 2  

million to $ 1 33 . 3 million over. the same period , an absolute increase of  

10 7 . 6  percent and an  annual rate of increase of 9 . 6 perc ent . During this 

same time period ,  state expenditures rose from $154 . 0  million to $254 . 5  

million . This represen ted an increase in expenditures of  65 . 2  percent 

�nd an annual rate of growth in expenditures of 6 . 5  percen t .  

These figures s ugges t the same conclusion as was fo und in 

Figure 2-1 . The revenue sys tem is and has been adequate over the past 

eight years .  Tax revenues increased fas ter than expenditures bu t again 

adequacy is only implied . 

S UMMARY 

In provid ing for the needs and wants of its citizens , a s ta te 

cannot produce as if it is in a private market situation . The nature of 

government goods and s ervices does not allow for the employment of user 

charges as a means o f  to tally financ ing government . To provide for the 

continually increas ing demand for government expenditures , tax revenues 

must be genera te d  in s ufficient amounts to insure tha t  government is 

able to meet the needs of  its citizens . 

15Genera l  revenue , tax revenue and expenditure to tals are taken 
from Tables 2-B and 2-C . 
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Expenditures of the s tate have risen drama tically ove r  -the period 

1965 to 19 72 , increasing by $100 million. The composition of expendi­

tures has also changed a grea t deal d uring this period .  Hi ghway expendi­

tures constituted the larges t  category of expenditures until 19 72  in 

both absolute and relative terms h ut their re la tive impor tance has b een 

steadily decreas ing .  Education expenditures ,  on the o ther hand , have 

steadily increas ed over the s ame e ight-year per io d  to the po int where 

they now cons ti tute the larg es t ca tegory of s tate expenditur es . Expendi­

tures for other governmen t functions such as public welfare and health 

have als o  incr eas ed in both ab solute and re lative terms . 

During th is same t ime perio d ,  genera l  revenue increas ed by an 

even greater amount . To tal genera l  revenues rose from $164 . 3  million 

to $ 30 2 . 4  million , a $ 1 38 milH.on increas e .  Total general revenues are 

derived primari ly from three sources : federal trans fers , taxes and 

user char ges . The relative impor tance of federal trans fers has been 

diminishing over this period while the re la tive impor tance o f  taxes has 

increas ed . Tax revenues , the primary source of  revenue , a ccounted for 

nearly 45 percent of general revenue in 197 2 .  

Tax ad equacy , as was defin·ed earlier in the chap ter , requires 

automatic increas es in tax revenue to ins ure tha t expenditures  will b e  

� t  at  a point i n  t ime and also through time . Tax revenues for S outh 

Dakota over the pas t few years have increas ed faster than expenditures . 

The ques t ion that aris es is whe ther the tax reve11ues we:::e increas ing 

becaus e of legislative response or because of a tax system that was 

responsive to changing economic conditions . 

( 
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The s ales tax is res pons ible for over 50 percent o f  th e t ax gener­

ated revenues . Revenues from the sales tax have exh ib it e d  increas ing 

importanc e b o th ab s olute ly and relatively. Legislative changes i n  the 

bas e and rate of the s ales tax have also b een o cc urr ing throughout 

this t ime as has e conomic ac tivity . 

Th e  t ax system is the sour ce of revenue which can , through s tate 

legis lative action, b e  made s ens it ive to changing economic condit ions in 

the s t a te .  There may be trad e-of fs invo lved ,  however , b etween adequa cy 

and equity in making the tax sys tem more respons ive to changi_ng e conomic 

condit ions . The remaining chap ters of th is s t udy deal with this problem 

as applied to the mo s t  impor tant par t of the state tax s ys tem, the 

retail s ale� tax. 



CHAPTER III 

CHARACTERISTICS OF THE SOUTH DAKOTA 
RETAIL SALES TAX 

INTRODUCTION 

The enac tment o f  the present re tail sales tax was due , for the 

100s t  part , to the depress ed e conomic condition in the S ta te o f  S outh 

Dakota and the nation as � whole in the depression years of  the 19 30 ' s .  

Many states at  th is time , including South Dakota, relied heavily on pro-

perty taxes as a means of financing s tate government expenditures . With 

the depres sion c ame the erosion of the property tax bas e and the t urn 

towards cons umption taxes on the part of many s tates . South Dako ta 

joined this movement with the passage ot a Gross Income Tax Law in 1 Y 3 3 .  

TIIE GROSS INCOME TAX LAW OF 1933  

Legislative approval of  the Gross Income Tax Law1 provided South 

Dakota with a multistage , broad-based sales tax. 2 The law was enacted  

1The discuss ion of  the Gross Income Tax Law draws from : S outh 
Dakota Dire ctor o f  Taxation , Rules and Regulations , The Gross  Income Tax 
Law of South Dako ta,  Bulletin No .

· 
20 (Pierre , s .  D . ,  June 19 3 3) , pp . 2-10 . 

2Bernard p .  Herb er ,  Modern Public Finance :  The S tud of Public 
·.§_ector Economics (Homewood , Illinois : Richard D .  Irwin ,  Inc . , 19 7� , 
P· 19 7 ,  dis tinguishes between the various types of sales taxes .  A sales 
tax can be p laced at one or more of the stages of product ion or d istri­
bution o f  a good,  namely a t  the manufacturing,  wholesale or retail leve l 
of transac tions . When applied a t  only one of these s tages , the tax is 
referred to as a s ingle-stage tax. When applied at two or 100re of the 
stages , the tax is des i gna ted a multistage tax . S al�s taxes may also be 
differentiated according to the s cope of  the bas e. When applied to  only 
one or a few commodities , the tax is cons idered narrow-bas ed. As more 

COtnmodities are included in the base , the tax b ecomes b road-based .  A 
further means of classification of sales taxes is in terms of the 
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on July 1, 19 3 3  and rema ined in e ffect until July 1, 1935 . P rovis ions 

in the law s pe cified tha t 5 5  per cent of the revenue c o lle cted was to b e  

credited t o  the General Fund o f  the s tate . Of th is 55 percent , 90 per-

cent was us ed to s upp lement pers onal and real proper ty t ax r evenues for 

meetin g  cons t it u tional opera ting expens es . The o ther 10 percent was s e t  

aside i n  a s pecial fund to ass ist s chool districts tha t  were unab l e  to 

provide a s u� f i c ien t l evel of e lemen tary e ducation . The remaining 45 

pe rcen t of the tax revenue was credited to the Interes t and Income 

Common S chool Fund to b e  appor tioned among the various s choo l  dis tricts 

to reduce their re lianc e upon real and personal proper ty tax revenues . 

The Gro s s  Income Tax represented a tax on the pr ivil ege of do ing 

bus ines s  within the S tate of So uth Dako ta . Gros s re ceip ts o f  t ransac-

tions comprised the bas e of the tax. Thes e gross receipts were defined 

as the amount o f  cash o r  money e quiva lent re ceived from the s ale or 

trans fer o f  p os se s s
.
ion of any tangible or intangible prop er ty . The tax 

applied to all individuals and bus inesses in South Dako ta . The receip ts 

includ ed thos e  f rom s ervi ces , ren ts , interest , fees , wa ges and s alaries .  

The gros s receip ts d erived by nonres ident firms from s ales in So uth 

Dakota were also taxable . Maj or · exclus ions from the t ax included compen-

sation received th rough accident , h ealth and life ins uranc e policies ,  

from the va lue o f  pro perty a cquired through inh eritance or gif t  or 

beques t  and int eres t  received from ob ligat ions of the Uni t e d  S ta tes or 

definit ion of the b as e .  Wh en impos ed upon the mone tary value of th e 
base 1 the tax i s cons idered ad va lorem in nature as i t  meas ures value .  
When imposed a t  a "per uni t" rate measuring quantity , the t ax i s  cons id-
ered specific in na ture . 
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from sectll:'i ties s pecifically exempt under s tate and federal laws . Also 

exempt we re wage s , s alaries , compensa tion and pens ions rece ived from 

the federal government and the premiums of insurance companies which 

were a1ready included under a gros s premiums tax. 

Rates of taxation differed by type of business . A rate of one-

fourth of 1 percent was pres cribed for bus ines s es eng&ged in manufactur-

ing, j obb ing and wholesaling . A rate of 1 percent was as s es s ed on 

retailing bus inesses , public utilities , financial ins titutions , trans-

portation c ompanies , mining companies and all o thers . Personal s ervices , 

including wages and s alaries , were taxed at the rate of 1 percent to  2 

percent depending upon monthly income . 

The cons t itutionality of the s cope of the Gross Income Tax Law 

was tes ted  by the S tate Supreme Court of South Dakota in December of 

19 33. In an opinion filed by Jus tice Campb ell , 3 the Court held that the 

classification and exemption procedures were not unreasonabl e or arb i-

trary. To the extent that the tax was on the privilege of engaging in 

a busines s  or an occupation in the state , i t  was found to b e  a val id 

exercis e  of legis lative power . Howeve r ,  the Court s truck down those 

parts of the law where an a ttempt was made to tax the gross receipts of 

owners derived from the p rivate us e of their own property. Only thos e  

receipts accruin g through th e exercise o f  the privilege of engaging in 

business were h eld taxable .  Receipts d erived from the sale or rental 

3
s outh Dakota S upreme Court , De cision of the S upreme C ourt of 

!outh · nakota . on the Gros s  Income Tax Law as to Cons t itutiona lity ,  Opi�ion 
writ ten by Jud ge Campb ell , Fi led Dec . 1 ,  19 3 3 .  Reprint .  Th e reader is  
also re fe rred to 6 1  s . n .  5 9 3  or 25 1 N .W .  189 ( 1933) . 
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· of private property that were no t connected with the bus iness  or occupa-

tion of an individual were thus excluded from the tax . Th e  Court also 

ruled that receipts from transactions involving inters tate commerce 

were not taxable.  

As s pecified in  the original law, the Gross Income Tax Law 

expired on July 1 ,  19 35 . A large source of revenue was lost to the 

state while the still depress ed economy provided insuf ficient proper ty 

tax revenue to meet the growing d emand for s tate go ods and s ervices . 

New tax legislation had to b e  formulated to generate add itional revenue . 

The framework for the Property Relief Act was provided by the earli.er 

discussed decision o f  the S tate S upreme Court . 

THE PROPERTY RELIEF ACT OF 19 35 

The Property Relief Act4 was designed to provide a more equitable 

means of ·generating revenue for the s tate .  The Act provided for two 

new sources of revenue , a net income tax and a retail o cc.upational sales 

tax. The net income tax was s imilar to the federal income tax with 

graduated rat es ranging from 1 to 8 percent of net income . This tax 

was not collected after December 3 1 , 19 42 . 

The Retail Occupational Sales Tax s t ill exists today. I t  was 

defined as a tax upon the privilege of engaging in busines s as a retailer 

within the S ta te of  South D�kota . Each retail merchant was required to 

apply to the Director of Taxation for a sa les tax permit to legally 

4.rhe sec tion draws from: S outh Dako ta Division of Taxation ,  
Senate Bill No . 3 6  o f  the 19 35 Legislative Session , The P roper ty Relief 
Act of S outh Dako ta ,  Bulletin No . 2 3  (Pierre , S . D . , March 19 35) , PP • 23-
30 .  
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operate the bus ines s .  Though the retailer was respons ib l e  for th e tax 

liab ility , he was allowed to add the tax to the purchas e pr ice of the 

me rchandis e .  All revenues genera ted from th e tax were p laced in · the 

General Ftmd Account to meet operatin g  expens es of the s tate . 

Th e Act s pecified a tax ra te of 2 perc ent upon the gros s receip ts 

from .the sale of tangibl e  persona l proper ty .  Tangible p e rsona l  proper ty 

was defined to cons ist of all goods , wares and merchandis e  s o ld at the 

reta il leve l in the S tate of S outh Dako ta for c ons ump t ion o r  us e .  The 

tax als o appl �ed , at the same rate , to the gros s  receipts of gas , e lec-

tric ,  wa ter an d communica tions s ervices . A 2 p ercent ra te was also 

imposed upon the gross re ceip ts from sales of tickets or admis s ions to 

athle tic even ts an d p laces of amusement .  

Maj o r  exemp tions from th e bas e o f  th e tax included gross re ceipts. 

from th e provi.s ion of t ransportation s ervices and the s al e  of gasol ine ,  

beer, liquor , ma l t ,  butter s ub s t i tutes and cigar e t tes . Also excluded 

were sales to the fe dera l government , to the S ta te of S o uth Dako ta , to 

mlttlici pal and p ub l ic corpora tions in th e state and to re lief agencies . 

Ticket sales of s tate , coun ty and lo cal fairs were exempted as were the 

activit ies o f  religious an d charitab le organiza tions where the pro ceeds 

were us ed for "nonprof it" purposes .  

THE USE TAX 

The 19 39 S t ate Le gisla ture approved passage o f  a us e tax to 

supplement the s ta te s ales tax . 5 The purpose of the us e tax was to deter 

House , 
5south Dako ta S tate Tax Repor t er ( Chicago : 

Inc . , Loos e leaf and Current) , p .  60 75-3 . 
Commerce Clearing 
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residents a long the border areas of the state from purchas ing tangible 

property in s tates that did no t employ a sales tax or that impos ed a 

sales tax with a lower rate . Nonres ident re tailers can b e  required 

to collect the us e tax while they canno t be required to c ollect the 

sales tax. I f  a nonres ident retailer is no t licens ed to collect the 

use tax, the purchaser of the merchandise is respons ible for payment 

of the tax.  

The us e tax is imposed upon the privilege of the us e ,  s torage or 

consumption of tangible personal proper ty not originally purchased in 

the s tate but b rought into the s tate for use ,  storage or cons umption . 

The bas e  and rate o f  the us e tax ar e essentially the same as tha t of 

the sales tax . In practice , enforcement of the us e tax would b e  q uite 

dif ficuit s ince many out-of-state re tailers are no t licen s ed to collect 

the tax. Tra di tionally enforcement has been concentrated on maj or sales 

such as automob iles , farm machinery , fue l ,  furniture and the like . 

BASE AND RATE CHANGES : SALES AND USE TAX 

As seen in Table 3-A , the original sales tax has undergone 

extensive revision. In its present form the South Dako ta retail sales 

tax can b e  characte rized as a single-stage , broad-based , ad valorem 

retail sales tax. The table descr ibes the legis lative changes that have 

occurred in the sales tax , the date the law became effective and the 

session laws under which the changes were codified . The tab le cons iders 

only those changes which , in the opinion of the author , were likely to 

have had a no table e ffect on revenue or equity. The fo llowing analys is 



TABLE 3-A 

BASE AND RATE CHANGES IN THE SOUTH DAKOTA RETAIL SALES TAX, 1949-19 7 4  

E ffective Date Sess ion Law 
l egal . Rate and Base Changes 

Rate 

July 1 ,  19 35 Ch. 205 , 2% 
Laws of 19 35 
(The Original 
Legislation) 

Octob er 1,  1949 Ch . 15 8 ,  
Laws o f  1949 

July 1,  19 5 1  Ch .  457 , 
Laws of 1951 

Octob er 1 ,  19 51 Ch . 219 , 
Laws of 1951 

July 1,  19 53 Ch . 46 7 '  
Laws o f  1953 

Rate increased to  3% 
for the purpose of 
re tiring bonds issued 
to finance bonuses tc 
Wor ld War II veterans . 

Rate reduced to 2% as 
World War II bonus 
fund bonds were 
retired. 

Bas e  

Gross receipts from the sale  o f  all tangible 
personal property at  the retail level in­
cluding gas , e lectric,  water and communica­
tions services and the gross receipts from 
admissions to athletic events and plac es of 
amusement . 

Motor fuels , including kerosene , tractor 
liquified petroleum, gas , diesel fuels and 
distillates excluded from the tax when used 
for agricultural purposes . The exclus ion 
d id no t apply to fuels used for heating farm 
res idences . 

Extended the sales tax to public utilities , 
admissions and to operators of mechanical 
devices for amusement .  """ 

w 



E ffective Date 

April 1, 19 55 

January 1 , 1956 

July 1, 196 3  

July 1 ,  1964 

July 1, 1965  

July 1 ,  1965 

July 1,  1965 

Session Law 

Ch . 399 , 
Laws of  1955 

Ch. 399 , 
Laws of 1955 

Ch. 444 ,' 
Laws of 1963 

Ch. 215 , 
Laws o f  1964 

Ch . 288,  
Laws of  1965  

Ch . 296 , 
Laws of 1965 

Ch. 289 , 
Laws of 1965 

TABLE 3-A--c�ntinued 

L·agal Rate . and Base . Changes 
---------------------

Rate 

Rate increased to 3� 
to provide a bonus 
fund for Korean War 
veterans . 

Rate r educed to 2% as 
sufficient funds had 
accumula ted to pay 
bonuses . 

Rate of taxation 
increased from 2% 
to 3% . 

. Bas e . 

Base extended to include gross  receipts 
derived frqm room rentals to trans ient 
gues ts . Trans ient guests were defined as 
persons residing in a lodging estab lishment 
les s than 28 cons ecutive days . 

Commercial fertilizers used for agricultural 
purposes excluded from the tax when a s ingle 
sale exceeds 25 pounds . 

Sale of farm machinery used for agricultural 
purposes excluded from the tax. 

Gross receipts of professional and repair _ . 
services included as taxable sales . 

Seed legumes , s eed grasses and s eed grains 
used for agricultural purposes were excluded 
from the sales tax when s ingle sale exceeds 
25 pounds . 

V1 
-1::'-



Effec tive Date 

July �. 196 7  

July 1 ,  1968  

July 1 ,  1969 

July 1,  19 69 

Sess ion Law 

Ch .  32 8 ,  
Laws o f  196 7  

Ch .  259 , 
Laws of 196 8  

Ch .  267 , 
Laws of 1969 

Ch. 267 , 
Laws of 1969 

TABLE 3-A--continued 

Legal Rate and Base . Changes . .  

Rate · · 

Tax rate increased 
from 3% to 4% on all 
items except farm 
mach inery and irr iga­

tion e quipment wh ich 
remained taxab l e  at 
the 2% rate and on 
the gros s receipts 
from vending mach ines 
and mechanical device3 
used for amusement 
where the rate 
remained at 3% . 

Base · · 

Sale or resale of farm machinery and irriga­
tion equipment used for agr icul tural purposes 
were a gain inc luded as taxable items . A 
special rate of 2% was applied to these items 
and only on the cash dif ference involved in 
the transaction. 

Limited the exemption of sales of tickets or 
admiss ions to state , county and l o cal fairs 
or celebrations to thos e  no t in operation 
for more than five days .  

Laundroma ts eliminated from the list of tax­
able s ervices and a special yearly tax was 
imposed. 

Gross receipts from the s ale of b eer and 
alcoholic b everag es included as taxable sales . 

V1 
V1 



E ffec tive Date 

December 24 , 
19 69 

July 1 ,  19 7 1  

July 1 , . 19 71 

Session Law 

Federal Law 
Amendment 
(P .L . 9 1-
156) 

Ch . 74 , 
Laws of 19 70 

Ch . 79 , 
Laws of 19 7 1  

· January 1 ,  19 72  Ch . 78,  
Laws of 19 71 

January 1, 19 72  Regs . 7 2-2 

July 1, 19 74 Ch . 100 , 
Laws o f  19 74 

July 1, 19 74 Ch . 100 , 
Laws of 19 74 

TABLE 3-A--continued 

- Rate 

Legal Rate and - Bas e Changes 

Bas e  

Purchas es of tangible personal property and 
services by national banks subject to state 
sales tax. 

Butter substitutes no longer exempted from 
the sales tax. 

Gross receipts from the sale of goods or 
s ervices us ed in the fulfillment of a 
warranty obl igation exemp ted from the sales 
tax. 

Ins ecticides , p esticides , herb icid es , 
rodenticides , and ftnnigan ts us ed for agr i­
cultural purposes excluded from sales taxa­
tion . 

Mobile homes are subj ect to the sales tax 
when they are permanently attached t o  
rea lty .  

Rentals o f  tangible pers onal property , with 
the exception of mob ile homes , included as 
taxable sales . 

Gross receipts from cable televis ion s ervi ce 
s ubj ect to the sales tax . 

U1 
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E ffective Date . .  Session. Law 

July 1 ,  19 74 

July 1, 19 74 

July 1, 19 74 

July 1, 19 74 

July 1, 19 74 

Ch .  105 ,  
Laws of  19 74 

Ch .  9 6 , 
Laws of  1974 

Ch .  9 8 ,  
Laws of 1974 

Ch . 9 9 ,  
Laws o f  1974 

Ch . 102 ,  
Laws of 19 74 

TABLE 3-A�continued 

. - - - Rate 

Tax rate on attach­
ment units o f  farm 
machinery used for 
agricultural pur­
poses reduced from 
4% to 2% . 

Legal . Rate . and - Bas e . Changes . . . . . . . · . . . . . . . 

. - . .  - Bas e -

Sales to Indians living in areas s ubj e ct to 
federal or tribal j urisdiction exempted 
from the sales tax. Also sales to Indian 
tribes excluded from sales tax liab ility . 

Gross receipts from the sale of cat t le s emen 
us ed in art ificial ins emination for agr i­
cultural purposes exempted from the s ales 
tax. 

Pres crip tion drugs or medicines adminis tered 
by a physic1;.an or o ther licens ed person or 
dispensed by a pharma cis t  excluded from 
sales taxation. 

Sales o f  mo tor fuels us ed for railroad pur­
poses exemp ted from the sales tax , 

SOURCE : · South Dako ta S tate Tax · Repor ter ( Chicago : Commerce Clearing House,  Inc . , Looseleaf 
and Current) ,  pp . 6 0 71-61 7 3 .  

V1 -..... 
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does not re fer the reader to specific entries in the tab l e  but generally 

draws from inforw.ation that can be found therein . 

The retail s ales tax excludes intermedia te goods from liab ility . 

An intermediate goo d  can be considered as an input into the pro duc tion 

of products to be s o ld for final us e  or consumption . S uch goo ds include 

unprocess ed agricultural products such as livesto ck ,  poultry and grains , 

raw materials used in the manufacturing process and containers and 

labels used in the packaging of manufactured produc ts .  

Agricultural related sales have been the source of many of the 

changes in the s ales tax. Many agricultural exclus ions , s uch as sales 

of fertilizer, s eed grains , mo tor fue ls and cattle s em�n , can b e  

considered sales of  intermediate goods . Far.m ��chinP.ry wa s comple.te� y 

excluded in 19 65 and then included once again in 196 7 .  S ince that time 

farm machinery has b een taxed at a s pecial 2 percent rate and only on 

the cash difference involved in the sale or resale . The ra te on farm 

machinery at tachments was also lowered to 2 percent in 19 74 . 

Rate increases were used at the end of World War I I  and the 

Korean War to finance bonus payments to veterans of thes e wars . When 

sufficien t  funds had accumulated to pay the bonus es the rates were 

reduced to their previous levels .  The rate was increased to 3 percent 

in 1965 and to 4 percent in 1969 . The 1969 increase  applied to all 

items except the gross receipts on vending machines and amusement devices 

which remained at 3 percent and on farm machinery and irri ga tion equip- . 

ment which remained taxable at the 2 percent rate . 
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A legis lat ive change in 19 69 .included beer and a lcoholic b eve�­

ages as taxab l e  items . Th is inclus ion marked a depar ture from the rule 

of avoiding doub l e  taxa tion . Beer and alcoholic b everages were also 

subj ect to a s pecif ic tax bas ed on volume . Applying the retail sa les 

tax to these items placed the tax on a tax s ince the s pecific tax is 

included in th e retail price of these items . Other i tems , such as 

gasol ine , roo tor fuels and cigarettes , which are also s ub j e c t  to special 

taxes are no t taxed under the exis ting sales tax laws . 

Sales t o  government agencies have trad itionally b een excluded 

from the sales tax . The 19 74 Le gislature extended th is e xclus ion to 

retail sales made to Indians in areas of federal or tribal j urisdic tion. 

Sales to  Indian tribes were also excluded from the tax at this time .  

Following the lead of a numb er of o ther states , prescription 

drugs and medicines were excluded effec tive July 1, 19 74 . The exclus ion 

involved a numb er of items o ther than medicine . hl. i tem was exemp t as 

long as it was prescr ibed by a licensed profess ional for the purpo se of 

modifying the phys ical or biological functioning of the b o dy .  S uch 

items include d  prescription lenses and corrective shoes . The exclusicn 

was designed to reduce the burden of the sales tax on s enior c itizens 

as these peop le t end to be the primary consumers of s uch items . The 

1974 Legislature a ls o  extended the tax to include the gros s  receip ts 

derived from the lease or rental of tangible personal proper ty .  Room 

rentals to trans ient guests became subj ect to the tax in 19 6 3 . The 

taxing of ren tal s ervices is b ecoming a common trait among s tates 

imposing the retail s ales tax. 
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The gross re ce�p ts from profess ional and repair s ervices b ecame 

taxab l e  in 1965 . Under this law , the gros s  receipts from profess ional , 

techni cal or s ci entific s ervices are taxab le with the excep tion of 

services in the h ealing ar ts . The s ervices of do ctors , den t is ts , op tom­

etris ts , chiropra ctors and ve terinarians are excluded f rom the tax . As 

noted , the gr oss r e ceip ts o f  repair s ervices are also t axab le tmder 

this provi s ion . 

The guide lines de fining taxabl e  s ervices are ,  a t  b es t ,  vague . 

The general rule tha t  provides th e cleares t explanation s eems to b e  the 

following : al l profess ional s ervices except tho s e  conne cted with the 

healin g ar t s  and s ervices of labor re lated to repair wo.rk are taxab le 

while lab o r  s ervi ces performed on capital improvements are no t taxab l e . 

For ins t ance , when an e lec tric ian repairs a fixt ure h is lab or i s  taxable . 

If a new fixture i s  ins tal led , the sa les tax is no t appli cab l e  t o  th e 

labor charge . An even more complex example results when a memor ial 

dealer agrees to furnish a memor ial and s et it for a lump-s wn payment .  

Under such an agreement the s al es tax is applicable to the entire gross 

receipts . I f ,  however , the memor ial dealer lists his labor as a s epara te 

charge , only th e memorial and the mater ials us ed in s et t ing the memorial 

are taxabl e  and th e labor is exemp t .  Likewis e ,  a s ign painter who 

fab ricates a s ign and of fers it for sale mus t co llect the tax on th e 

entire retail price . When the s ign painter paints s igns on b illb oard s  

or buildings only the ma ter ials us ed o r  consumed i n  the cons t ruc tion 

of the s i gn are taxab l e  and the lab or is no t .  



61 

The b as e  and ra te o f  the use tax conform quite cl os e ly to the 

sales tax. A change in the base or rate of the sales ta x generally 

applies to the us e tax. A ra ther small numb er of change s e xc lus ively 

concerned the us e tax .  Table 3-B lists the legislative changes in the 

use tax. In 19 5 3  the use tax was amended to includ e  tan gibl e  proper ty 

not original ly purchas ed for us e in S outh Dako ta but then so us ed . This 

wo uld apply to the relo cation of the tangib le personal proper ty of a 

bus iness or family into the state .  This law was amended in 19 71 allow-

ing a credit on the payment of the use tax equal to the sal es tax 

paid in ano ther s ta te .  The credit applied only if the s ales tax was 

paid in a s ta te which provided a recipro cal agreemen t .  O ther changes 

have dealt with repair and construc tion equipment b rough t  into the 

state , excluding equipment us ed to repair drilling rigs and including 

contractors ' equipment bro ught into the s tate in the performance of a 

contract .  

NATIONAL CHARACTERISTICS OF STATE SALES TAXES 

Forty-five s ta tes and the District of Co lumb ia levied some type 

of sales tax in 1974 . The legal or legislative tit le o f  the taxes are 

listed in Tab le 3-C . The t itle indicates to some degree the breadth 

of the base .  Re tail sales taxes apply only to sales of tan gible personal 

property at the retail level.  General sales taxes may no t b e  confined 

to retail s ales s ince b o th wholesale and retail merchants may b e  taxed 

on gros s receipts .  Gross receipts taxes and gross income taxes exten d · 

tax liability to intangible property , namely services . The latter ta�es , 

Bross income taxes wo uld inc lude income from all sources and not only 
. , . 



Effective Date 

July 1, 19 39 

July 1 ,  19 5 3  

July 1 ,  19 55 

July 1 ,  19 6 3  

July 1,  19 65 

July 1 ,  19 66 

TABLE 3-B 

BASE AND RATE CHANGES IN THE . SOUTII DAKOTA USE TAX, 19 5 3-19 74 

Ses sion Law 
Rate 

Ch . 26 7 ,  2% 
Laws o f  1939 
(The Ori ginal 
Legis lation) 

Ch . 471,  
Laws of 195 3  

Ch .  417 ,  
Laws o f  19 55 

Ch . 447 and 
Ch . 448 , 
Laws of 1963  

Ch . 2 88 ,  
Laws of 196 5 

Ch . 256 , 
Laws of 1966 

Tax rate increas ed 
from 2% to 3% . 

Legal Rate and Base Changes · 

Bas e  

Tangible personal property which i s  us ed , 
s tored or  cons ume d  in the state but no t 
originally purchas ed in the s tate . I tems in 
the base would include essent ially the same 
as those s ubj ect to the sales tax. Ra te or 
base changes in · the sales tax ar e generally 
applicable to the use tax . 

Base extended to include tangible  personal 
proper ty no t originally purchas ed for us e 
in S outh Dako ta but thereaf ter so us ed. 

The exemption of operating property of inter­
state telephone systems and railroad com­
panies was repealed. 

Exemp ted tangible personal proper ty b rought 
into the state to repair interstate carrying 
equipment and drilling rigs . 

Required contractors us ing tangible personal 
property , in performance of a contrac t ,  to 
pay the us e tax unless a sales or use tax 
had been previous ly paid.  

°' 
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E ffective Date 

July 1, 19 69 

July 1 ,  19 71 

January 1, 19 7 2  

February 24 , 
_19 7 3  

Session Law 

Ch . 267 , 
Laws o f  1969 

Ch . 81 , 
Laws of 19 7 1  

Re gs . 72-2 

Ch .  6 3 ,  
Laws o f  197 3  

TABLE 3-B--continued 

Legal Rate and · Base Changes 

Rate 

Tax rate increas ed 
from 3% to 4% excep t 
on farm machinery . 

The tax rate on farm 
machinery reduced from 
3% to 2% . 

. Bas e 

Provided a tax credit on payment of the us e 
tax equal to the amount of sales or us e tax 
paid in ano ther s tate provided that s tate 
has a reciprocal law . 

Farm machinery leas ed from a l icens ed d ealer 
for agricultural us e without an op tion to 
purchase exempted from the use tax. The 
gros s receipts from such leas ing are ,  how­
ever , subj ect to the sales tax. 

SOURCE : South Dako ta S tate Tax Repor ter ( Chicago : Commerce Clearing Hous e ,  Inc . , Looseleaf 
and Current) , pp . 6071-60 7 3 .  

°' 
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TABLE 3-C 

LEGAL TITLES OF STATE SALES TAXES ,  AS OF JULY _l ,  19 74 

S tate 

Albama 
Arizona 
Arkans as 
California 
Colorado 
Connec ticut 
Dis trict o f  

Columb ia 
Florida 
Georgia 
Hawaii 
Idaho 
Illinois 

Indiana 
Iowa 
Kansas 
Kentucky 
Louis iana 
Maine 
Maryland 
Massachus etts 
Michigan 
Minnesota 
Miss is s i ppi 

Missouri 
Nebras ka 
Nevada 
New Jers ey 
New Mexico 
New York 
North Carolina 
North Dakota 
Ohio 
Oklahoma 
Pennsylvania 
Rhode Island 
South Carolina 
South Dakota 
Tennessee · 

Texas 
Utah 

Title of  Tax . .  

Gros s Re ceipts ( Sales ) Tax 
Occupational Gross Income (Trans a ction Privi lege )  Tax 
Gross Receipts ( Sales ) Tax 
Sa les Tax 
Re tail Sales Tax 
S ales Tax and Admissions Tax 

Sales Tax 
S ales , Rentals , · Admiss ions Taxes 
Sales , Rentals , Admissions Taxes 
Genera l  Excise (Gross Income) Ta x (Mul tiple S tage) 
Sales Tax 
Occupational Re tail Sales Tax and S e rvice Occupation 

Sales Tax 
Sales Tax and Gross Income Tax 
Re tail Sales Tax 
S ales Tax 
Sales Tax 
Sales Tax 
S ales Tax 
Admiss ions Tax and Retail S ales Tax 
Sales Tax 
Occupational Re tail Sales Tax 
Sa les Tax 
Admiss ions Tax and Occupational Sales Tax (Mult iple 

S tage) 
Re tail S ales Tax 
Sales Tax 
Sales Tax 
S ales Tax and Retail Gross Receip ts Tax 

Gross Receipts Tax 
S ales Tax 
Sales Tax 
Retail Sales Tax 
Re ta il Sales Tax 
Re tail S ales Tax 
Sales Tax 
Admissions Tax and Sales Tax 

Admissions Tax and Retail S ales Tax 

Occupa tional Retail Sales Tax 

S ales Tax 
Admissions Tax and Sales Tax 

Sales Tax 



S tate 

Vermon t 
Virgini a  
Washingt on 
.Wes t  Virginia 
Wis c ons in 
Wyoming 

· TABLE 3-C--continue d 

S a les Tax 
Re ta il S ales Tax 

Tit le of Tax . .  

65 

Re ta il S ales Tax and Bus ines s and O c cupation Tax 
Re tail S ales Tax and Occupational Gross Income Tax 
Sales Tax 
Re tail S ales Tax 

SOURCE : · Topi cal Law Repor ts , S tate Tax Guide ( Chicago : 
Commerce Clearing Ho us e ,  Inc . , Loos elea f and Curren t) , pp . 6021-6147 .  
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from gro s s  s ales . Occupa tional taxes are also taxes on gross · receipts . 6 

Becaus e of bas e changes , the legis lative t itle of the tax may no t 

describ e the type o f  tax ac tually impos ed . The S o uth Dako ta s al es tax, 

for examp le , is entitled a re tail oc cupation sales tax ,  b u t  in i t s  

pres ent form taxes s ervi ces and rentals and would b e  mo r e  a ppropriately 

called a gross re ceip ts tax. 

Tab l e  3-D indica tes the tax rate applied by each s ta te and the 

importan t  it ems exempted by certain sta tes . The fo llowing d is c us s ion 

is a b rief explanat ion o f  th e mater ial containe d in the tab l e . 

Th e  b readth of the exemptions in the various cate gories of Table 

3-D diffe r among the sta tes . Fo r example , the s t a te s  whi ch exemp t inter-

mediate agri c ul tura l pro duc ts exc lude a wide var iety of i tems b ut all 

would exc lude s uch products as fer tilizer s , herb ic id es , s ee d  grains and 

no tor fue ls . C e r ta in s ta tes , such as I l lino is ,  exemp t s ervi ce s  from th e 

retail s ales tax b ut include them under another tax , a s ervice occupation 

tax in the cas e of I l lino is . The exemp tion for food does no t include 

prepared meals s erved in eating es tab lishments or o ther types of pre­

pared foods . The remaining exemptions , pres cr iption drugs , clo th ing 

and air an d water po llution control equipmen t are fairly s e lf-des criptive 

and do not vary wide ly in content from s ta te to s tate . 

The rates applied on sales taxes vary from a low o f  2 percent in 

Oklahoma to a h igh o f  6 percent in Conne cticut and P ennsylvani a . On ly 

two s tates levy a rate of less than 3 percent . S ixte en s ta tes impose a 

6Topi cal Law Repor t s ,  S tate Tax Guide (Chicago : Commerc e  Clear­
ing Hous e , Inc . , Loos eleaf and Curren t) , PP • 6012-601 3 .  



S tate 

Alabama 
Arizona 
Arkansas 
California 
Colorado 
Connec ticut 
District of  

Columb ia 
Florida 
Georgia 
Hawaii 
I daho 
Illinois 
Indiana 
Iowa 
Kansas 

Kentucky 
Louisiana 
Maine 
Maryland 
Massachusetts 
Michigan 
Minneso ta 
Miss iss ippi 

TABLE 3-D 

STATES SALES TAXES : RATES AND SELECTED EXEMPTI9NS , AS OF JULY 1 ,  1974  . - . . . . . . . . . . . . . . . . 

S ales & 
Us e Tax 

Rate 
(percent) 

4 
4 
3 
4 .  75 
3 
6 

5 
4 
3 
4 
3 
4 
4 
3 
3 
5 
3 
5 
4 
3 
4 
4 
5 

' . -

Pres crip tion 
Foo d  Drugs & 

Medicines 

xl 

x 

x x 
x 

x x 

x 
x x 

x 

x x 
x3 x 

x x 
x x 
x x 
x x 
x x 
x x 
x x 

. . . . 

Type . o f  Exemp tion* 

Intermediate 
Repair Clothing Agricultural 

S ervices Produc ts 

x x 
x 

x 
x x 
x 

x2 
x 

x x 

x 
x x 

x 

x x 
x x 

x x 
x 

x x 
x x 
x x x 
x x 
x x x 

x 

. . . . . . 

Air & Water 
P ollution 

Control 
Equipment 

x 

x 

x 

x 

x 

x 

x 
x 

°' 
" 



S tate 

Missouri 
Nebraska 
Nevada 
New Jersey 
New Mexico 
Hew Y ork 

North Carolina 
Nor th Dakota 

Ohio 
Oklahoma· 
Pennsylvania 
Rhode Island 
South Car o lina 

South Dakota 

Tennessee 
Texas 
Utah 

Vermont 
Virginia 
Washington 
West Virginia 
Wisconsin 
Wyoming 

Sales & 
Use Tax 

Rate 

(percent) 

3 
2 . 5 
3 
5 
4 
4 
3 
4 
4 
2 
6 
5 
4 
4 
3 . 5  
4 
4 
3 
3 
4 . 5  
3 
4 
3 

. . . . .  

. ' . . .  

Food 

x 

x 

x 
x 

x 
x 

x 

x 

x 

TABLE 3-D--continued 

. . . . .  . . .  

Prescription 
Drugs & 

Medicines 

x 
x 
x 

x 
x 
x 
x 

x 
x 

x 

x 

x 
x 
x 
x 
x 

· · · · · Type · of  · Exemption* · · · · · 

Intermediate 
Repair Clo thing Agricultural 

Services P roducts 

x x 
x x 
x x 

x 

x x 
x x 
x 
x x 

x 
x 
x x 

x 
x 

x x 
x x 
x x 
x x 

x 
x 

Air & Water 
Pollution 

Control 
Equipment 

x 
x 
x 

x 

x 

x 
x 

x 

°' 
co 



TABLE 3-D-- :ontinued 

S OURCE : Topical Law Reports , S tate Tax Guide (,.�hi cago : Connnerce Clearing House , Inc . , Loose­
leaf and Current) , pp . 6021-6147.  

*X deno tes exemp tion .  

1Applies only on the s ale o f  prescr ip tion drubs and medicines t o  p ersons 5 years of age or 
older . 

2 
Applies only on c lothing sold to childr en 10 year s of age or younger . 

3 
Appli es only on food for human consumption purchas ed w ith federal fo od stamps . 

°' \0 
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rate o f  3 to 4 percent . Twenty s tates , including S outh Dakota , apply a 

rate of '• to 5 percent . Five s tates and the District of Columbia tax 

at the rate of 5 percen t  and two states levy a 6 per cent rate .  

Food and prescription drugs ar e the two maj or exemptions employed 

by states to relieve s ome of the tax burden on the poor . Larger families 

would also tend to b enefit from the exclus ion of food as the propor tion 

of their income spent on food is likely to be higher relative to smaller 

families . Twenty s tates of fer a food exemption but S o uth Dakota is no t 

included in this group . Elderly persons probably b enefit the most of 

any age group where prescription drugs and medicines are exempted . 

Passage of this exemption of the 1974 South Dakota Legisla ture brought 

the number of s tates  offering this exemption to 2 7 .  The exemp tion of 

clo thing prov iu�s ano l:1 1er means of' reducing the tax b urden on the poor 

and on large families . This exclus ion is not e�tens ive ly used  and was 

employed by only five states as of 19 74 . Exempting p ollution control 

equipment is no t impor tant in terms of equity but may indica te an effort 

on the part of s tates to increase the us e of such equipment to  reduce 

the socially undes irable effects associated with po llution. S ixteen 

states employ this exemption. 

The s tates b ordering S outh Dako ta utilize a wide range of rates 

�d exemptions . Re ferr ing to Table 3-D once again, Montana imposes no 

sales tax while North Dakota levies a 4 percent tax rate and a llows no 

exemptions for food or prescription drugs . Minneso ta an� I owa ,  the 

states which border the mos t densely populated area o f  South Dako ta,  im­

pose rates o f 4 a�d 3 percent , respectively_, and both exempt s ales o f  
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food and pres cription drugs . Minnesota also exempts the s a le of c loth­

ing . Neb raska levies the second lowes t rate of the 45 s tates imposing 

a sales tax, 2 . 5  percen t ,  and offers no exemption for food ,  clothing 

or prescription drugs . With the exception of Nor th Dakota , all b order-

ing s tates encourage S outh Dakota residents to make purchases in their 

states . The extent to which the use tax regulations are enforced would 

influence the s ize and numb er of purchases in bordering s tates . 

ADMINISTRATION AND COLL-ECTION OF THE SALES TAX 

The Property Relief Ac t of 19 35 empowered th e Director of Taxa-

tion to adminis ter the s ales tax. The sales tax law was amended in 

19 37 to allow for t h e  adoption of a system of coupons or tokens to aid 

iu the collt.:ct.i.on. of the tax. 7 This s ystem was never implemente<i , 

ins tead add itions to the audit ing staf f were made which p urpor tedly were 

a less expens ive means o f  supervis ing the tax. The Department of  Revenue 

was created in 19 55 to adminis ter the impor tant state taxes . 8 This act 

Was reorganiza tiona l in na ture and transferred the powers and duties 

formerly pos s es s ed by the Director of Taxation to the newly created 

department . 

The respons ib ility for collection of the s ales tax falls upon the 

retailer .  The retailer has the option of add ing the tax on to the reta il 

price or abs orb ing the cost of the tax. The only s tipulation when the 

House t 

7south Dakota S tate Tax Reporter ( Chicago : 

Inc . ,  Loos eleaf and Current) ,  p .  6 249 . 

8 Ib id . , p .  6075 .  

Commerce Clearing 
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re tailer absorb s the tax is tha t s uch practice canno t b e  advertis ed. 9 

The s chedule for collec t ion of the 4 percent sales tax is as fo llows : 

$ . 0 1  thru $ . 12 None $1 . 83 thru $ 2 . 12 $ . 0 8 
. 1 3 " . 3 7 . 01 2 . 1 3 .. 2 . 37 . 09 
. 38 " . 6 2 . 0 2  2 . 38 " 2 . 6 2  . 10 
. 6 3 " . 87 . 0 3 2 . 6 3 II 2 . 8 7  . 11 
. 88 " 1 . 12 . 04 2 . 8 8 If 3 . 12 . 1 2  

1 . 1 3 " · 1 . 37 . o s  3 . 1 3  " 3 . 37 . 1 3  
1 . 38 " 1 . 6 2 . 06 3. 38 " 3 . 62 . 14 
1 . 6 3  " 1 . 87 . 0 7 3 . 6 3 " 3 . 87 . 15 

The schedule can b e  us ed by retailers in determining the amounts due on 

sales s ubj e c t  to th e 4 percent rate . The retailer is required to pay 

the tax on total gross receipts from taxabl e  sales . Thus a sales tax is 

not col lected on s ales less than 13 cents but the re tailer mus t include 

thes e sales in c omputing gross rec�ipts . The retailer may b enefit from 

the colle ct ions according to the s chedule if many of h is sales ar e on or 

j us t over the value where the amount of tax increases . For instance , a 

res tauran t  s elling cof fee at  15 cents per c up and charging t ax on the 

sale would , if  all sales were made ind ividually , coll ect 7 cents on · the 

sale of s even c ups of cof fee but would b e  liable for a tax payment of 

only 4 c en ts .  S ales j us t  below the value where the tax increased could 

result in part of the tax being ab sorb ed by the retailer . Two individual 

sales of 3 7  cents would res ult in 2 cents of tax collections b ut a 3 

cent tax liab il i ty for the retailer. Thes e irregularities would be 

expected t o  average out over a large numb er of sales . 

9 Ib id . ,  p .  6072 . 



73 

Every retailer s e lling taxab le merchandise or s ervices mus t 

apply to the Department of Revenue for a retail sales tax permit . The 

permi t is require d for the b us ines s  to lega l ly opera te . The re tailer 

is not charged for th e permi t , but if the permi t is revoked a $10 fee 

is requi red for reins tatement . 

Al l retailers s ubj e ct to the tax are required to keep record s o f  

sales and r e ceipts . The record s mus t show the fo llowing : ( 1) sales o f  

tangib l e  pe rs onal property mad e with in the S ta te o f  S ou th Dako ta , irre-

spective of wh ether the re tailer cons iders the sales taxab l e ; (2)  all 

deduc t ions a l lowed by law and c la imed in fil ing the tax; ( 3) a purcha se 

ledger c overing all pur chas es from wholesa ler s , j obb ers or manufa ctur ers 

with the names and addresses of such companies when the pur chas es ar e 

for s ale or consump tion in the S ta te of S outh Dako ta . 10 Thes e  recor ds 

mus t b e pres erved for a t least three years unl ess no tif ied in writ ing 

by the Depar tment of Revenue that the r eta il er may do o therwise . The 

records are subj ect to the ins pe c t ion of the 10 field r epres entatives 

presently conduct ing auditing s ervices under the s upervi s ion of the 

Department o f  Revenue . S ome s t a tes , in an effort to reduce the r e ta il-

er' s cost o f  collection , allow a percentage of th e tax collection to b e  

reta ined by the re tailer . So uth Dako ta do es no t provide this type o f  

assistanc e . 

S ales tax r e turns are generally filed on a quar t e r ly b as is , with 

paymen t  due on th e  1 5 th day of the s econd month following the quar ter • . 

House , 
10s o uth D akota S t ate Tax Repor ter (Ch icago : 
Inc . , Loo s elea f and Current) , P •  6 249 . 

Comme rce Clear ing 
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Bus ines s es w i th a low volume of taxab le sales or bus ines s es wh i ch operate 

seasonally may f i le returns o n  a s emi-annual or annual b as is , subj ect to 

the dis cre tion of the field representative . Fai lure to fil e  a r e turn or 

to provid e  the nec es sary info rmat ion can resu l t  in a mis demeanor and 

revocation of the sales tax permit . Failure to pay the t ax on the due 

date c an also result in the r evo ca tion of the sales tax permit . 

The Depar tment o f  Revenue also assumes respons ib ility for the 

en forcemen t and co llec tion of municipal sales taxes . F i f t een S outh 

Dakota municipalit ies impos e a sales tax. The c i ties and ra tes tha t 

applied as of July 1 ,  1974  were as fo llows : 11 

· · city Ra te City Ra te 

Ah e L·<let::n 1% i..ennox 1% 
Cus t e r  1% Madison 1% 

Deadwoo d  City 1% Rapid City 2% 

Ed gemon t  1% S ioux Fa lls 1% 

llo.t S p rings 1% Spearfish 1% 
H uron 1% S turgis 1% 

Keys tone 2% Wall 1% 

Lead 1% 

The b as e  of the muni cipal sales taxes is genera lly s imilar to 

that of the s ta t e  s a les tax .  Farm machinery and irr iga tion e quipment 

are us ua lly exempt from the city sales taxes . Vend ing machines are 

exempt exce p t  in Rapid City . Rapid City a lso exempts the s ale of gro­

ceries from the c i ty s ales tax. Sioux Falls taxes the gro s s  r e c e ip ts 

from room renta ls to trans ient gues ts at a 2 percent rate . 

also exempt sales where delivery is mad e outs ide the . c ity . 

11
Ib id . , p .  6 1 71 . 

All cities 

I t  i s  
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interes t ing to no te tha t eight of thes e cit ies are in or n ear . the re gion 

of the Black Hills . S a les to tour ists in these c it i es pre s ents a means 

of sh ifting the cos t of government to nonres idents o f  the c ity . Re­

tailers in s uch c i ties remi t  all s a les tax c o ll ec t ions to the Depar tment 

of Revenue , which in t ur n  r e imburs es th e cit ies . 

ADMINISTRATIVE COSTS 

An important cons iderat ion to be given any t ax invo lves the co st 

of adminis tering the tax. Taxes wh ich genera te lar g e  amounts of  revenue 

at a smal cos t can b e  cons idered e conomically ef fic ien t  from the s tand­

point o f res ourc e a llo ca tion . Revenues ar e gener ated to b e  s pent in 

satis fying the demands of the populace for go ods and s ervices cons idered 

socio.�ly d t::6 iL·a1i� u u t  uu t providea by the pr ivate s ector of the economy . 

'lhe larger the proportion o f  resources tha t  can b e  allocated to thes e 

demands from a given tax or tax sys tem , the gr eater the e f ficiency of 

the tax or tax sys tem. 

A s ales tax h as genera lly b een recognized as a s o urce of revenue 

that mee ts th is chara cteris tic. P ar t  of the cos t of adminis tering the 

sales tax is sh if ted onto the re tailer leaving the s tate government with 

the cos ts of  s upervis ing and proces s ing tax returns . A method of es ti­

mating the adminis tra tive c os t  of the South Dakota s ales tax is to 

divide the opera ting bud get of the S ales and Us e Tax Divis ion by to tal 

sales and us e tax r eceipts for the s ame fis cal year . This e xpr es s es 

the cost o f  collection as a percentage of rec eipts . 

The opera t ing b udge t of the S ales and Us e Tax Divis io n  o f  the 

South Dakota Depar tment of Revenue for fis ca l  year 19 7 3  was $ 2 70 , 551 and 



for fis cal year 19 74 , $262, 280 .12 Sales and use tax collection$ for 

thos e same years were $64 , 418, 224 . 84 and $ 75 , 517 , 809 . 98 ,  res pectively. 13 

Thus , adminis trative cos ts amounted to approximately four-tenths of 1 

percent in 19 73 and in 19 74 to thirty-fo ur hundreths of  1 percent . A 

tax which cos ts les s  than 1 percent  of revenue to collect is generally 

considered very ef ficient. 

SUMMARY 

The· South Dakota retail sales tax has undergone numerous changes 

since its enactment in 1935.  The tax rate has been increased s everal 

times to the present level of 4 percent . Base changes .have occurred 

frequently within the last 10 years . As i t  now stands , the base is one 

of the broades t  of the 45 states imposing sales taxes .. The taxation 

of room rentals ,  profess ional and repair services , alcoholic b everages 

and personal property rentals have made the South Dakota sales tax 

rather unique in relation to other s tates . 

The already broad base leaves few additional items which could 

be taxed to increase sales tax revenue. Several items currently not 

included in the sales tax base but which could generate additional 

revenue are c igarettes , hous ing expenditures (rentals) and medical 

services . Future changes to increase sales tax revenue are thus likely 

to b e rate rather than base changes .  

· . .  
12Don Keyes , Internal Auditor , Depar tment of Revenue ,  personal 

letter,  Feb ruary 12,  19 75 . 

, . 13south Dakota Department o f  Revenue ; Annual S t at is tical Report 
· 19 73.-74 (Pierre , S . D . , . 19 74) ,  P• 3 .  



The co llection of the s ales tax is the res pons ib ility of the 

retailer.  Eve ry r et ail bus ine ss in the state mus t be licens ed with 

7 7  

the Depar tmen t o f  Revenue to fac ilita te the co llection . The Depar tment 

of Revenue adminis ters the sales tax through s upervis ion and auditing 

practices . The cost o f  adminis tra tion is very low and makes the sales 

tax a very e f f i c i ent generator of revenue for S outh Dako ta . 



CHAPTER IV 

SALES TAX EQUITY 

INTRODUCTION 

S eve ral ch ara cteris tics of the s ales tax have b een d i s cus s ed in 

the pre cedin g  chap ters . The dis cuss ion in th is chap te r fo cus es o n  s ales 

tax equi ty .  The r e gres s ive na ture of the sales tax with res pe c t  to 

income is examine d .  S everal me thods of · reducing sales tax r egres·s ivity 

are also s urveyed along with the prob lems and issue s  invo lved in meas ­

uring sales tax regres s ivity . 

SALES TAX REGRESS IVITY 

Reares s i vity De fine d 

The tax ra te indica tes the amount of tax applied to a uni t  of the 

tax bas e •  The r e la tionship b etween the tax base and the tax ra te de ter­

mines the tax s t r ucture . A tax struc ture may b e  e ither p r o gres s ive ,  pro­

portional or r e gres s ive depending up�n wha t  happens to the tax rat e  

when the tax b as e  rises . E conomists cons ider the tax s tr uc ture in b o th 

a " technical" and an " equity" sens e . In the " techni cal" s ens e the tax 

base is de fined as the legislative measure to wh ich the tax rate is 

applied . The measure may be wealth , income , the pri ce of a goo d  or s er­

vice or the numb er of \lllit� of a good . For a pro gre s s ive tax, the p er­

centage of the bas e (e . g . , wealth) paid in taxes would increas e as the 

base increas ed . A p ropor tional tax FOuld call for � c ons t ant perc enta ge 

of the bas e paid in taxes over the entire range of the b a s e .  A regres­

sive tax would res ul t  in a decreas ing percentage of the b as e  paid in 
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taxes as the tax base increased . The three structures are illustrated 

in Figure 4-1 . 

a. Progressive Tax 

Tax Base 
(Base Units) 

b.  Proportional Tax 

Tax Base 
(Base Units) 

FIGURE 4-1 

c .  Regressive Tax 

Tax Base 
(Base Units) 

THE RELATIONSHIP BETWEEN TAX RATE AND 
TAX BAS E IN "TECHNICAL TERMS "  

The structure of a tax is  conceived quite d ifferently in  an 

••equity" sense .  The concern is with the relative ability of taxpaY'.ers 

in d ifferent s ituations to pay taxes . Income is the s tandard employed 

as the common base to allow c�parison of the treatment of taxpayers 

under the var ious legislative base measures . Thus for a tax to be pro-

gress ive in the "equity" sense ,  the percentage of income paid in taxes 

11Ust increase as income rises . A constant and a declining percentage of 

income would be  paid in taxes as income rises , respectively, for a pro­

portional and a regr essive. tax structure. The illus trations of Figure 

4-1 are identical for the "eq�ity" sense if income is s ub s tituted as the 

tax base on the hor izontal axes of the graphs . The remainder of this 
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chapter and the study is concerned with viewing the sales tax s tructure 

from the viewpoint of equity.  

The Theory of · sales Tax Regressivity 

Theoretically , the regres sive nature of sales taxat ion is easy to 

conceptualize . The tax is .a levy on the consumption and us e o f. goods 

and services a t  the final s tage of  distribu tion. As one ' s  income 

increas es , out lays for consumption expenditures also tend to increase 

along with s avin gs . The relative differences in changes b etween s pending 

on taxable items and spending on nontaxable · items and savings as income 

increases leads to the regress ivity of sales taxation . 

Assume a family o f  four moving through different income levels . 

As the level of family income increas es , more tas tes and pre ferences can 

be satis fied . New tastes also may d eve lop as income increases . The 

absolute . amount of income s pent on the necess ities of  life such as food 

and clothing is no t likely to change a great deal except to s atisfy more 

expe�sive or changing tastes . The amounts s pent on s uch taxab le items 

decline and the amounts s pent on nontaxable items and s ervices increase 

in relation t o  income . Some of · the purchases may include medical s er­

vices , recrea tion and b etter hous ing. Many of  thes e items are nontax­

able and no further sales tax liabilities would be incurred . 

Since the relative amount of income used for taxable items 

decreases as income increases and because the sales tax is no t a levy on 

all retail consumption , the sales ta� is regress ive with respect to 

income . As income increas es the amount of sales tax payments increase 

at a slower ra te . There fore , a t  higher levels of income ,  sales tax 



payments as a percent of  individual or family income decrease.  This 

ratio of  sales tax payments to income is known as an effect ive sales 

tax rate. 
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A graph ical presentation is provid ed in Figure 4-2 . The vertical 

axis represents the percent of income used in paying sales taxes ( the 

effective tax rate) and the horizontal axis represents income. The 

graph shows a d eclining tax rate as ·income increases . Th e  portrayal 

can repres ent a s ingle family risi,ng through different income classes 

or can be viewed in the aggregate as representing d ifferent individual 

and family incomes and their effective tax rates . 
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FIGURE 4-2 

HYPOTHETICAL EFFECTIVE SALES TAX RATES 

Different families with equal incomes may s t ill b e  r equired to 

pay different amounts of sales taxes . Large families tend to  allocat� 

a greater proport ion of . their income to items such as food and clothing • 



Since thes e  i tems ar� taxable,  the larger the family s iz e  the grea ter 

the sales tax b urden . 
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Even among families of equal s ize and income class the sales tax 

burden may be unequally distributed.  This characteristic i s  referred 

to as capriciousness . 1 Differences in tastes and preferences a ccount 

for diffe rences in expenditure habits . S ince the sales tax does no t 

tax all consump tion expenditures , differing spending
.
hab its of individ-

uals and families lead  to an uneven d istribution of the tax burden . 

Methods of Reducin ressivit 

The b as e  of  the South Dakota sales tax is , as des cribed in 

Chapter I I I , quite b road when compared to o ther s tates . The bread th of 

the b ase of  a sales tax can b e  important in determining regress ivity . I f · 

all consumption expenditures were taxed , the tax would more clearly 

approximate a p ropor tional tax structure s ince the only nontaxable  part 

of income would b e  s avings . Paradoxically ,  the regressivity of sales 

taxes can also be reduced by exempting i tems from the bas e . The latter 

point will b ecome c lear as the discus s ion continues . 

Referring back to Fi.gure · 4-2 , the degree of regress iv ity of the 

sales tax would b e  reduced by tilting of the curve to a more horizon tal 

pos ition.  The tax would b e  strictly propor tional if the curve were 

perfectly horizontal . The curve could be made more horiz ontal by 

lowering it at lower income levels , by rais ing it at upper income levels 

1Haro ld M .  Groves , · Financing Government (6th e d . ; New York : 

Holt , Rinehart and Winston ,  Inc . , 1964) ,  P •  29 2 .  
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or by a combination of  the two factors . The methods which can be used 

to accomplish this result account for the seeming paradox. 

At the lower income levels , most of the budget of an individual 

or family is allocated for taxable items . The largest item in the 

b�dget of a low-income family which would not be taxable  is housing 

expenditures . The part of the budget accounting for the greatest sales 

tax liab ility of  low-income families is likely to be  allo cated to food 

and clothing purchases . Recalling the earlier discuss ion as to the 

relatively constant absolute food expenditures at different income 

levels , the proportion of the budget allocated to food and clothing is 

likely to decrease as incomes increase . The amount of sales taxes paid 

for food and c lothing when compared to in�o�e would decrease as income 

increased and would probably approach zero for very high incomes . 

Exempting food and clothing from the tax base would no t lower to 

a great extent the effective sales tax rate for families at  the high end 

of the income spectrum. The exemption would be expected to have a signi­

ficant downward effect on the effective sales tax rate for those at the 

low end o f  the income spectrum. The effect of exempting food  and cloth-

· ing on the curve in Figure 4-2 would be a downward shift of  the entire 

curve with the portion of the curve at the lower income levels shifting 

relatively farther downward than the portion of the curve at higher 

income levels . The entire curve would tend to become more horizontal , 

reault�ng in a lower effective tax rate for all income levels , and the. 

degree of �egressivity would be lessened.  
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The main ar gument agains t  s uch an exemp tion wo uld b e  the los s  o f  

large amounts of revenue . As shown i n  Chapter V, such an exemp tion 

would have resulte d  in the loss of near ly $14 mi llion of s ales tax 

revenue for S ou th Dako ta in fis cal year 1974 . The revenue loss wo uld 

have to b e  mad e up b y  the impo sition of a new tax or by increasing the 

rate and/or bas e  o f  an existing tax. Ano ther argument agains t the 

exemption is that it would complicate the base by requiring a d efinition 

as to what c ons ti tutes food and clo thing sales . This creates confus ion 

for both the re tailers who must collec t the sales tax and for s ta te 

of ficials who mus t administer the tax. 

Extending the b as e  of the tax to make the sales tax a truly gen-

eral levy on all re tail sales would reduce the degree of regress ivity of 

the sales tax but in the oppos ite manner as the preceding discus s ion . 

Since most o f  the expenditures for low-income consumers are already 

taxable , extending the b as e  woul d no t likely increase the e f fective tax 

rate at that income level by a very large amount . Unles s the base exten­

sion caus es shif ts t o  savings at high income levels , which s eems h ighly 

unlikely ,  the e ffect ive tax rate for high income consumers will increas e .  

The res ul t on the c urve in Fi gure 4-2 wou ld be an upward shif t  o f  the 

· entire curve with the upward shif t b eing greates t at the h igh income 

levels . Th e shif ting would result in a higher effective tax rate for 

all income clas s es b ut the degree of regress ivity wo uld b e  reduced . 

Probab ly the b iggest problem that would b e  encount�red in extend-

ing th b 
' 

fi i i 1 . I f  th e sales tax were to b e  a true e ase would b e  de n t ona • 

consumpt ion levy � the base wo uld have to b e  defined to exclude all sales 
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to businesses . De fining the base to exclude sales of all intermediate 

produc ts ould likely make the base more difficult for retail merchants 

to apply. The present base of the South Dakota sales tax does exclude 

a great many intermediate products but would have to exclude even more 

( for example , fuel used to heat an office b uilding) .  The extension 

would also have to tax hous ing expendi tures, particularly rent, which 

may cause a great deal of public resistance . 

It is difficult to j udge whether total sales tax revenues would 

increase with s uch a b ase. The revenues gained by taxing all consumer 

expenditures might be more than of fset by the exclus ion of all inter­

mediate products . I t  has been estima ted tha t between 15 and 25 percent 

of the total sales tax yield for mos t states is paid by bus inesses rather 

than cons umers. 2 

I t  is a lso dif ficul t  to es tima te how much regres s ivity woul d be 

reduced by the exemption of the products used by businesses . As just 

noted , the bas e  of the South Dako ta sales tax places liab ility on several 

items purchased and used by bus inesses. The items may no t b e  inter­

mediate goods in the sense that they become part of a product produced 

by the firm, but are never-the-les s used by the bus iness in production, 

1Darketing or administration. Two obvious examples of such i tems which 

are taxable in South Dako ta are farm implements and merchandise display 

cases .  Mos t  s ales tax regressivity studies assume that the sales taxes 

2Daniel c .  Morgan, Jr. , Reta11 · s ales Tax . · An Appraisal of  New 

(Milwaukee : The University of Wis cons in Press , 1964) , P •  2 7 . 
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paid by businesses are shif ted forward in full to consumers and thus all 

sales tax revenue is ultimately paid by individuals and households . 

The assumption of complete forward shifting means that sales 

taxes paid by b us inesses are ultimately paid by the consumer in the form 

of higher retail prices . The exclusion of products purchased by busi­

nesses would indirectly reduce the total tax burden o f  consumers if 

prices were adj usted downward by the amotmt , or a fraction of the amount , 

formerly shifted  to consumers . I f  the tax is totally shifted , and the 

sales tax on bus inesses is primarily shifted to products consumed by low 

income taxpayers , then the exclusion of the products purchased by busi­

nesses would reduce the regressivity of the sales ta x  if  all prices were 

reduced accordingly .  I f  the assumption of total forward shif ting is 

not true and bus iness does absorb part of the sales tax, the exclus ion 

of bus iness purchases may not significantly affect regress ivity but 

would increase the to tal tax burden on consumers if the tax was also 

made a true consumption levy . 

Another frequently employed method of reducing regressivity 

involves a system of s ales tax credits to low-income persons • .  The 

principle is the same as that used in negative income tax proposals .  A 

minimum income level is set for individuals and families and if the 

respective income level is not attained part of the tax payments is 

refunded upon receipt of an application. Some s tates use � graduated 

system of credits so that 88 the level of income increases the amount of 

the tax credit decreases . Other states rebate an absolute dollar amount 

for each member of  the household . The system of cre dits is most easily 
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applied in s tates imposing an income tax. When employed in this manner , 

the administrative processing is almost negligible as the credit is 

applied directly on the income tax form. O ther states , s uch as s·outh 

Dakota ,  refund only upon direct application by the taxpayer . 

The South Dakota tax relief or rebate program was initiated by 

the 19 74 Legislature with refunds b eginning January 1, 19 75 . 3 The pro-

gram was des igned to reduce the sales tax burden of low-income senior 

citizens and d isabled persons . The maximum b enefit to an individual 

amounts to $88 and to a household amounts to $176 . 

To qualify for the tax refund the following qualifica tions must 

be met : (1) the applicant must have been a resident of  South Dako ta for 

the entire year , ( 2) the applicant must have been at  least 6 5  years of 

age before January 1 of the applicable year or have been disabled for 

all or part o f. that year and ( 3) the income of an individual living 

alone mus t  no t have exceeded $ 3 , 700 or the income of  a household no t have 

exceeded $5 ,900 . The income figures under ( 3) are those applicable to 

1974 . Disabled persons are defined as those  who were eligible to receive 

disability benefits in the year under the Federal Social Security Act.  

Income of  the South Dakota applicants does not include gifts from non­

governmental sources ,  food stamps or surplus food , other noncash goods 

received from government agencies , medicare or medicaid b enefits , dam­

ages received on a ccount of personal inj uries , payments received . for 

3The discuss ion of the "Tax Relief for Low-Income Senior Citizens 
and Disabled Persons Program" is drawn from the application form for the 
refund and from informa tion furnished by the Department of Revenue at 

Pierre.  
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working as a volun teer in an Action Program and ins uranc e  payments for 

medical expenses . 

The amount o f  re fund is computed on the b as is o f  the applicant ' s  

income . For an individual , the re fund for 19 74 equals $ 3 7  p lus 3 . 4  per­

cent o f  the dif ference b etween $ 3 , 700 and the income o f  the applicant . 

For a hous ehold , the refund equals $59 plus 7 . 8  percent o f  the differ-

ence b etween $5 , 9 00 and the applicant ' s  income . 

The re fund is obtained by filing with the Depar tment o f  Revenue 

at Pierre . The County Treasurers throughout the s t ate are to ass is t  

taxpayers in filing and also t o  provide claim forms . Th e  program was 

originally intended to be in effect for one year but has b een ext ended 

for ano ther year . 

The Legis lature appropria ted $ 5 , 875 , 000 to provide funds to all 

thos e eligible for assis tance .  As of May 1,  19 75 , only approximately 

$1 , 600 , 000 wo rth o f  re fund claims had been filed.
4 

May 1 had b een the 

original filing dead line but the deadline was extended ano ther month 

b ecause of  the small number of applicants . It was originally es timated 

that 5 1 , 000 people would be  eligible for the pro grams b ut the c laims of 

May 1 indicated that only approximate ly half that number had filed. 5 

This indicates that  either the numb er of people eligible was grossly 

overes timated or that a number of applicants failed to apply b ecaus e of 

lack of information or o ther reasons . 

4pers onal telephone conve.rsation with . Lyle Wendell o f  the Depart­

ment of Reveriue , Pierre , South Dako ta ,  May 1 ,  19 75 . 

5
Ibid. 
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The expec ted resul t of the South Dako ta tax refWld program and 

the programs o f  o ther s ta tes would be a reduc tion in the e f fec t ive tax 

rate of low-income persons . The maj or dif ference b etween a rebate pro­

gram and a b as e  exemption program is that only s elected groups b ene fit 

under the former while all low-income people b ene fit under the la tter . 

The South Dako ta pr o gram would r educe regressivity more by extending the 

refunds to all low-income persons and families . 

DEFINITION OF INCOME 

A maj or problem in measuring the �egres s ivity of a s ales tax 

invo lves the choos ing of the proper income bas e .  The impor tant cons ider-

ations that mus t  b e  given attention are the varying inc9me d efinit ions 

and time periods us ed in measuring income . The choice of income and 

the time perio d involved affe ct regres s ivity measures by changing the 

number o f . people included in the dif ferent income c lass es . 

The decis ion o f  wha t income measure to us e includes the choice 

between stric t  money income and the inclusion o f  nonmone tary e lements 

of income . 6 The us e of the former measure is an indication of the 

individual ' s  f inancial pos ition and the latter is an indication of the 

economic pos i tion of the individual or family . Money income would b e  

associated with taxpaying inc ome and nonmonetary income would include 

auch items as the value of home grown fo od and self-repair j ob s . The 

inclusion o f  nonmonetary e lements provides a much b roader income base 

6p t hni 1 discussion the reader is re ferred to Donald · or . .  a . mor e. .  e c  ca 
Phares , · s tate-Local Tax · Equity (Lexington , Massachus e tts : D .  c .  Heath 

and Company , 19 7 3) , pp . 29-31 . 
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thereby moving some peop le and fam i lies , especially those at the lower 

spect rum of the income group ings , to a higher income level. 

Including nonmone tary e lements into the income base crea tes some 

serious p roblems for regressiv ity m easures. Firs t ,  it is very difficult 

to quan tify nonn>ne tary bene fits. The proper approach would be to 

value them at the oppor tunity cos ts assoc ia ted with them. Second , it 

is difficult to de te rmine wha t  elements to inc lude. Should the value 

of a hous ewife be cons idered a par t of nonmone tary income ? There is 

no clearly de fined log ic to de termine wha t  e lemen ts should be included 

as nonmone tary income. Third , nonmonetary elemen ts do no t accrue to 

everyone :f.n the s ame prop or tion. I t  is h ighly probable tha t individuals 

and famil ies in rural communities ac crue more nonmone tary comp onen ts 

than do urban families a t  the same ·nominal income level. A way of 

overcoming th is prob l em wou ld be to es timate tax regress iv i ty for urban 

and rural fam ilies sep ara tely. This would af fec t the regress iv ity 

measu re a gre at deal in South Dako ta as this s tate has a lar ge rural 

population. 

The s elec tion of the t ime per iod for measuring one ' s  income may 

also af fect the regress iv ity measure. If income is measure d  ov er a 

long period o f time , f ive years for ins tance , the regress iv i ty of the 

tax is likely to be reduced. In many s ituations , future income is 

likely to b e  greater than present income and thus an average o f  the 

income e arn ings over a period of time may be more express iv e of an 

indiv idual 's or fami ly 's buying power •  
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S elect�ng too short a time period for income may include people 

temporarily at a low level of income. A temporary . period of unemploy­

ment or a p er iod of extended schooling may place an individual or fam­

ily a t  a low i ncome level for a short period of time. If income is 

measured during this time period for purposes of estimating tax regres­

s ivity ,  the results are likely to be overstated. This problem may 

again be acute in South Dakota where wide fluctuations in income are 

experienced in the agricultural sector. 

One final note should be made about the problems associated with 

regres sivity measures . Regressivity deals with the incidence of a tax 

which is the final resting point where the tax cannot b e  shifte d  onward . 

This c oncept was dis cussed in relation to sales taxation upon b us ines ses . 

Tax incidence also has spatial elements associated with i t .  The spatial 

in�idence o f  taxation may be thought of in terms of tax impor ting and 

tax exporting • 

. Impor ted taxes are those taxes paid by res idents of one gov�rn-

mental unit (e . g. , S outh Dako ta) to other governmental units ( e . g . , 

Minnesota) . Expor ted taxes are those paid by residents of the .other 

· governmental uni t (Minnesota) to the given governmental unit {South 

Dakota) . Sales taxes , because they are consumer levies , are easily 

exported and imported. For a state such as South Dako ta which has a 

lar ge amount o f  tourist trade,  100re sales tax is likely to be exported 

than imported .  The net result would be a smaller tax burden for the 

popul ation of the s tate as a whole. ·The total tax b�rden would b e  
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reduced as  the tax payments by nonresidents would allow lower rates 

and a smaller bas e than if part o f  the tax could not b e  expor ted.  

Th e  
_
problems which have b een dis cussed point to  the d if ficul ty 

involved in ob taining a good sales tax regressivity measure . Coupling 

the theore tica l  problems with the difficulties of ob taining income and 

consumption data make empirical estimates of sales tax regress ivity a 

very difficult task . The next s ection illustrates the problems which 

have b een d iscus s ed by presenting the results of a regres s ivity s tudy. 

THE PHARES STUDY 

One of the most recent studies on tax equi.ty was conduc ted by 

Donald Phares of the Univers ity of Missouri at  S t .  Louis . 7 The s t udy 

was an empirical ana_lysis of the tax :f .. ncidenc.e of a ll 50 s tate-lo ca l  

tax sys tems . The s tudy produced a s et o f  effective tax rates for each 

type of t·ax of the 50 s tates . 

The following as sumptions and definitions were us e
.
d in the s tudy .  

(1) Th e  s ales tax was fully shifted forward to the consumer.  (2) The 

method used to allocate consumption by income level was provided by a 

1960-61 Bureau o f  Labor S tatistics survey . Total s tate personal income 

for 196 2  was s e lected as  the income base and consumption was allocated 

to the income class es from percentages ob tained from the survey. 

(3) Tax receipts were adj usted to take account of importing and expor t­

ing.  

7
nonald Phares ;  S tate-Local Tax Equity (Lexington , ?1assachusetts :  

D . C . Heath and Company, 19 7 3) . 
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Using these definitions and assumptions , Phares calculated effec-

tive tax rates for the taxes of each state .  The results for the South 

Dakota retail sales tax were : 8 

Income 
Range 

$ 0- 2000- 3000- 4000- 5000- 6000- 7500- 10000- Over 
1999  2999 3999 4999 5999 7499 9999 14999 15000 

Efi:�!ive 
.01577 . 01293 .01129 . 01074 . 00987 . 00925 . 00809 . 00 801 .00577 

Transferring the data to graphical form in Figure 4�3 , � the regressive 

nature of the s ales tax can be easily s een for S outh Dakota . 

" 
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0- 2000 3000 4000 5000 6000 7500 10000 Over 
1999 2999 3999 4999 5999 7499 9999 14999 15000 

(Income) 

FIGURE 4-3 

EFFECTIVE SALES TAX RATES FOR 
SOUTH DAKOTA IN 1962 

The slope of the curve is negative , it slopes downward and to the right . 

Th a regressive tax s ince the effective tax. e negative s lope indicat�s 

8 
. 

Ibid . , p. · 119 . 



rate is decreasing as income is increasing.  Individuals and fanlilies 

at the lowest level of income paid approximately 1 . 6  percent of their 

income to the s tate for sales tax levies . For those at the highest 

level of income , over $15 , 000 , only .6 percent of their income was 

used to pay sales taxes . The percentage of income used to pay sales 

tax levies declined at every income level. 

SUMMARY 
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Sales taxes are regress ive with respect to  income. People with 

low leve�s of income pay a greater proportion of their income in s ales 

taxes as oppos ed to higher income persons . The empirical work presented 

from the study by Donald Phares indicated that the S outh Dako ta sales 

tu · as ind�ad regressive . The effectiv� da:i.�s ltix ra te declineci in 

South Dakota as the level of income increased. 

The problems of arriving at a good estimate of tax regressivity 

were discussed to familiarize the reader with s ome of the inadequacies 

of regressivity measures . The varying definitions of income and the 

lack of data available for es timating taxable consumption result in 

somewhat less than perfect measures . This does no t mean that the stud­

ies are of no value but that caution must be used lvhen employing the 

results for policy decisions . 

Finally, the methods of reducing regressivity were discussed in 

a theoretical context . The most popular method is the exemption of  

food from the tax base.  Ano ther currently used method is  the adoption 

of a tax credit or tax refund system to low-income persons . The latter 

system c.ould b e  less costly in terms of revenue loss  (d.epending upon the 



rates employed) but the administrative complexities are grea ter espe­

cially in a state that has no personal income tax. The third method, 

would be to increase the base to include all cons umer expenditures . 
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If bus iness p urchas es were excluded, the change would likely lead to 

little revenue loss  or qui te possibly a revenue gain. Problems of base 

definition and lack of citizenry support would likely make this a less 

viable alternative . 



CHAPTER V 

INCOME ELASTICITY ANALYSIS OF THE SOUTH 
DAKOTA SALES AND USE TAX 

INTRODUCTION 

The purpose of th is chapter is to analyze the adequacy of the 

retail sales tax. The concept of adequacy was discus s ed in Chapter II  

al¥! need not b e  explained again at  this time . Sales tax adequacy can be 

assessed by e s t imat ing the income elasticity of  the sal es tax and com-

paring it to the income elas t icity of expenditures . By "hypothetically" 

exempting c ertain items from the base of the tax, such as food and/or 

clothing, the effect on adequacy can be ascertained . The analysis of  

this chapter can b e  us eful to  poli�ymaker s in two ways : ( 1) income 

elastic ity es t imates allow a bas is for proj ecting futur e  r evenue from 

the sales tax wi th the pres ent base and rate structur e  and also for 

proj ecting revenue where maj or legislative changes have b een made in the 

base or rate ;  and (2)  the elast icity estimates provide lawmakers with a 

framework for f ormulating a sales tax s tructure that improves tax adc-

quacy, that is , a sales tax s tructure with revenues s uff ic iently respon­

sive to changing economic conditions that there is no need for c onstant 

legislative changes. in the base or rate . 

INCOME ELASTICITY OF TAXES 

The concept of elcisticity is used in economics to measure the 

degree of respons iveness of one variable to changes in another variable . 

Expressed verba lly , elas t icity is the percentage change in the d ependent 
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variable divided b y  the percentage change in the independent variable. 

The mathematical r epresentat ion of elasticity is : 

where the elas tic ity of Z with re·spect to X is a measure o f  the respon­

siveness of Z to changes in X. The coeff icient ob tained in the measure-

ment of elast icity is independent of the units used to measure X and z • .  

Probably the most  familiar elasticity measur e  is pr ice elas ticity 

of demand . This measure is used to determine the respons iveness of the 

quantity of a connnod ity demanded to changes in i ts pr ice.  Quantity 

demanded is the dependent variable and price is the independent var iable.  

Expressed mathematically the relationship is : 

E - I�/ �p I ·  
Price (P) is measured in monetary units and quantity (Q) i s  measured in 

units expres s ing the commodity such as pounds , bushels , or tons . In the 

numerical calculation, the units of measure cancel out leaving pure num­

bers which facilitate elasticity compar isons between d if fer ent commodi-

ties . 

The numerical measures of elasticity are grouped into three 

categories to g ive an idea of the respons iveness of the variables . When 

the magnitude of the coefficient (E) is less than one , the measure is 

said to be inelas tic . In this case , the percentage change in the d epend­

ent variable would b e  less  than the percentage change in the independent 

Variable . Referr ing to price elasticity of demand , the �erc entage ch�nge 

in quantity demand ed would change by a smaller amotmt than the percentage 

change in pric e .  When the magnitude of the coefficient {E) is greater 
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than one , the measure is e lastic.  '11le percentage change in the dependent 
I 

var iab le is. greater than the percentage change in the independent vari­

able . In terms of pric e  elasticity, the percentage change in quantity 

demanded would b e  greater than the percentage change in pr ice .  The 

third category of e las tic ity is unitary e las ticity wher e the magnitude 

of the coefficient (E) is equal to one . The percentage change in quan­

tity demanded would be equal to the perc entage change in pric e.  . 

When speaking of the income elasticity of a tax.  the conc ern is 

with the respons ivenes s of tax r evenues to changes in personal income . 

Personal income af fe cts sales tax revenue ind irectly through cons Unipt ion 

spend ing. Although no t ·all increases in personal income would be s pent 

on taxable items , it is as sumed tha t the relat ionship b·etween sales tax 

revenue and personal income is such that an increase in per sonal income 

would caus e an increas e in th e consumption of taxab le goods and s ervices . 

The repres entation of tax elas tic ity is : 

where T, tax r evenue, is the dependent variable and Y ,  personal income , 

is the independent var iable .  .As mentioned previously , the revenues are 

cons idered to b e  func tionally related to personal income. I f  the 

elasticity o f  a tax was unitary or equal to one, revenues from the tax 

Would grow at the same rate as personal income . I f  personal income 

increased by 10 percent in a given year ,  revenues from the tax would 

also increas e by 10 percent for that _
year . If the measure of income 

elast icity of a tax was less than one (inelastic) ,  tax revenues would 

increase a t  a s lower rate than personal income. I f  the elastic ity of 
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The indexf:ng procedure is based on the assumption that changes 

in the base or rate of the sales and use tax do not reduce  the quantity 

of taxable goods and s ervices sold. Technically this is a price elasti­

city of zero . Since the change in price of a good or s ervic e  through 

sales taxation is likely to b e  relatively small in most · cases , the 

assunaption does no t s eem to b e  unrealistic • 

Using this assuniption , if the tax rate was increas ed from 2 to 3 · 

percent for the entire fiscal year , tax revenues would increas e by a 

percentage equal to t�e percentage change in the tax rate (50 percent) . 

Similarly, if the base of  the tax was expanded by 10 percent , revenues 

would b e  expected to increas e by 10 percent . The following example 

should help to c larify the above explanation.  

· · Time · period · · Base · (B) Rate (R) Tax Revenue · (T) 

t1 $1000 . 02 ( 2%) 20 
t2 1000 . 03 ( 3%)  30 

t2-t1 ARa.01=50% �Tal0�50% 

tJ 1100 . 0 3  ( 3%) 33 
t3-t2 AB•l00•10% ATa3 •10% 

Using t1 as the base  year , the bas e and rate indices can be con-

struc ted. The rate index increased from 100 to 150 as the rate increased 

from 2 to 3 percent . The bas e  index increased from 100 to 110 as th� 

base increased from $1 ,000 to $1 ,100.  The composite base and rate index 

increased from 100 to 165 as both base and rate were taken into account .  

An index can also b e  const�ucted us ing t3 as the base period ; however,  

t i d is more USeful and its merits are d iscussed us ng t1 as a bas e per o 

later in this s ection. 

.· . .. 
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To keep th e various revenue totals from b ecoming confus ing th e 

following abb reviat ions are us ed : 

T a a ctual s ales and us e  tax revenue generated for a given 
fiscal year , 

TAR • tax revenue adj us ted for a cons tan t  rate for a given 
fis cal year , 

TAB a tax revenue adj us ted for a cons tant bas e for a given 
fis cal year , 

TA a tax r evenue adj us ted for a cons tant rat e  and base for a 
given fiscal year , 

Tl961 • th e base year revenue (1961) . 

Th e  revenue data us ed in th e s t udy covered fis ca l  years 19 61 

through 19 74 .  TAR thus - repres ents the amount o f  tax r evenue which would 

have b een genera ted in a given year had th e rat e  s tructure of 19 61 

exis ted in tha t year . TAB repres ents the amount of tax revenue which 

would have b een genera ted in a given year had th e bas e s tructure of 1961 

existed i n  tha t year . TA repres ents th e amo unt of t ax r evenue which 

would have b een generated in a given year had the rat e  and bas e s tructure . 

of 19 61 exis t e d  in tha t yea't • 

Us ing 1961 as our bas e year , the fol lowing r elat ionships will 

hold b etween T, TA , TAR and TAB : 

1 . 

· 3 .  

. 4 .  

I f  no changes occurred in the bas e or rate , then T a TAR • 

TAB • TA; 

I f  the bas e remained cons tant but the rat e  was increas ed, 
then (T a TAB) > (TAR D TA) ; 

I f  the ra te remained cons tant but the bas e was incr eas ed , then 

(T • TAR) > (TAB • TA) ; 

I f  bo th th e bas e and ra te were increas ed then T > TAR > TA 
and T > TAB > TA and depending upon the magni t ude of change 

: . . •  



102 

b etween the bas e and rate T > TAB > TAR > TA if the percent­
age change in the rate was greater than the percentage change 
in the bas e  or T > TAR > TAB > TA if the percentage change in 
the base was greater than the percentage change in the rate . 

Using 1961 as the bas e year , the adj usted revenue s eries show, 

for each year , revenues due to tax rate changes , revenues due to legis­

lative bas e changes and revenues due to changing economic variab l es .  

In terms o f  the abbreviations , the difference in any year b etween TA 

and Tl96 1  repres ents the revenues due to changing economic variables .  

'111.e difference b etween TAR and TA represents the revenues due · to 

changes in the tax b ase and the difference between T.AB and TA represents 

the revenues due to rate changes for any given year. 

Had 19 74 b een used as the base  year , the adj us ted revenue totals 

would reflect the amount of revenues for a given year had the b as e  andior 

rate s tructure o f  19 74 been in existence in that year . This method 

woul d  have yielded the same percentage increase in revenue due to chang­

ing economic cond itions and thus would have made no d if ference in the 

es timation of income e lasticity . I t  would not ,  however, allow the actual · 

changes in revenues brought about by base or rate changes to be shown. 

· · · The · Adj ustment · P rocess 

As previously mentioned ,  the s tudy period covered fiscal years 

19 61 through 1974. The revenue s eries was provided by the South �akota 

Department of Revenue at Pierre. The data were composed of quarterly 

&ales and us e  tax receipts broken down by type o f  b us iness . There were 

12 broad bus iness classification groups : Apparel, Automot ive ,  Food,  

lUrniture � General Merchandise ,  Lumber and Building, Profes s ional and 
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Personal Service , Public Utility, Farm and Garden Produce ,  Manufactur ing 

and Trad ing ,  Unclas s ified and Unclassified Nonres ident Vendors . Each 

broad classification was subdivided into the types of s t ores s elling 

the items falling under the broad clas sification. For instance , s to res 

included under the apparel group were boot and shoe s tores , clothing 

stores ,  shoe repair s to res and "other" apparel stores . Revenue yields 

were also provided for each type of s tore. 

Bas e and rate changes in the sales and us e t ax were t aken from 

�ables 3-A and 3-B o f  Chapter II I .  Since the bus ines s class ifications 

are only rough approximations of the tax.able items that s t or es sell , 

some base changes , such as the inclus ion of butter s ubstitutes into the 

base , could no t b e  adequately accounted for in the adj us tment procedure. 

Other bas e changes were cons idered to affect revenues ins ignificantly . 

The following base and ra te changes were,  in the opinion of the author , 

considered s igni ficant in terms of revenue and called for r evenue 

adj us tments : (1) Ch . 44 , Laws of 19 63,  the bas e o f  the tax was extended 

to includ e receipts from room rentals ; ( 2) Ch . 288,  Laws of 19 65 , the 

rate was increas ed from 2 to 3 percent ; ( 3) Ch . 29 6 ,  Laws o f  19 6 5 , 

profes s ional and repair services were inc luded in the b as e ; (4)  Ch . 26 7 ,  

Laws o f 19 69 the rate was increased from 3 to 4 percent except for farm 
, 

machinery wh ich r emained at 2 percent and vend ing ma.chines a t  3 percent ;  

and (5) Ch . 2 6 7 ,  Laws o f  19 69 , the base o f  the tax was extended to 

include beer and alcoholic b everages . 

No baf? e changes in the use tax wer e cons idered to have s ignifi-

cant revenue e f fects . Al though there were s ignificant base changes mad e 
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in the sales tax by the 19 74 Le gislature,  their adj ustment was no t 

pos sible as the revenue impac t  would no t be  felt until fiscal 197 5 .  

The actual data adj us tment i s  fairly easy once the base and ra te 

indices have b een cal culated. Le tting R represent the ra te index, B 

the bas e index and R• B the compos ite index for both base and ra te 

changes ,  the fo l lowing relationships hold : · 

( 1) 
· T thus TAR • - and TAR• R • T, 

R 

(2) T thus TAB • - and TAB• B  • T ,  .B 

(3) 
. . T TA a if.B and thus TA• (R• B )  = T .  

Thus th e process of arriving at adj us ted r evenue to tals involves merely 

the divis ion o f  the pro per index into the actual sales �nd us e tax 

revenues (T) received during a given fiscal year . 

The indices and the adj usted revenue totals are shown in Tab le 

5-A. The Base Index (B) increased from 100 to 101 . 22 as the result of 

the inclusion of receipts from room rentals which were added in fiscal 

year 1964 .  The taxation of  certain profess ional and repair s ervices in 

19 66 increased the ind ex to 103 . 6 4 .  In 19 70 , beer and alcohol ic bever-

ages became taxable items increasing the index to 104 . 49 .  The rate index 

inc reased to 1 50 as the result of the 19 66 rate  change from 2 to 3 per­

cent and to 199 . 70 in 19 70 when the rate was again increas ed .  The rate 

index does not r each 200 s ince the rate increase to 4 percent did not 

apply to all items . The composite base and rate index is  derived by 

11lUl.tiplying toge ther the individual �ase and rate in4ices . 

The calculation of the index was where the true adj us tment was 

!lade . The rat e index of the earlier text ual example was fairly easy to 
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calculate . For Table 5-A the rate index is s imply the percentage 

increase in the rate us ing 1961 as the initial condition . The base 

index is easy to conceptualize theoretically. It was not as easy to 

calculate as implied in that earlier example. In mone tary terms ,  the 

base would b e  the amount of · taxable · retail · sales over a given _ period of 

time. The data,  as stated previously , were tax revenue. The monetary 

base could b e  computed theoretically by dividing the rate  into the tax 

fevenue but this adj us tment was no t found neces sary as the percentage 

changes would no t b e  affected . The base index was instead calculated 

by estimating the revenues which were due to the specific base change in 

the year the change took effect . This amount was s ubtracted out of the 

actual revenues for tha t year (T) which left revenues genera ted by the 

1961 base condit ions (TAB) . The base index was then calculated by 

dividing the adj usted revenue (TAB) into actual. revenues for the year 

(T) . I f  no base change occurred the following year , the index remained 

the same . An example of the base adj us tment procedure is provided in 

Appendix A. 

The use of indices to calculate the adj usted revenue for sub se-

quent years , where no base or rate change occurred , ma de the ab solute 

amount �f the adj ustment higher in those years since actual revenues (T) 

were increas ing . This was desirable as the economic growth associated 

with the bas e or rate change was taken out of T leaving only the 

economic growth associated with the original base and rate conditions 

of 19 61.  There are some shortcomings inherent in the base index. When 

U& ing the procedu�e
-
the implicit assumption was that the ra te of growth 



107 

of revenue in the s ector where the base change occurred was the same as 

the rate o f  growth in revenues as a whole. In actuality the revenues 

due to the base change may have been increasing at a much slower or 

faster rate thereby caus ing the adj usted revenues to understate or over­

state actual e conomic growth . I t  was felt , however,  that the error in 

using this procedure would no t s ignificantly affect the e last icity 

estimate . This p roblem did not occur in the calculation o f  the rate 

index as the tax base was allowed to change for purposes of computing 

rate adj us ted revenues . 

The compos ite index (RB) is , as previously mentioned ,  derived by 

multiplying the b ase and· rate indices together . Total tax revenues for 

any given year would be found by multiplying the base o f  the tax by the 

rate of the tax. If the bas e of  the tax changed , the change in revenue 

would b e  e qual to the rate times the change in the base.  I f  the tax 

rate changed , the change in revenue would be equal to the base times the 

change in the rate.  I f  both the base and rate changed, the change in 

revenue would b e  equal to the rate times the change in the bas e  plus the 

base times the change in the rate plus the change in the rate times the 

· change · in the base.  Multiplying the indices together takes account of 

the change in revenue due to both base and rate changes . This is seen 

qUite clearly in the earlier textual example. The base increased fro� 

1000 to 1100 giving a base index of 110 meaning the b as e  is 110 percent 

of what it was in the initial year . The rate increased from 2 to 3 

percent giving a rate index of 150 m�aning the rate is 150 percent of 

the rate of the bas e  year. Indexing the revenue totals would give an 

index of 150 in time period t2 and 165 in time period t3 . Mul tiplying 
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together th e base and rate indices gives for time period t 2 , 1 . 00 x 1 . 50 
• 1. 50 o r  an index of 150 and for time period t 3 , 1 . 10 x 1 . 50 • 1 . 6 5  or 

an index o f  165 wh ich are the same as the index numbers
-

pres ente d  in the 

earl ier example. 

Figures 5-1 and 5-2 show additions to sales and us e tax revenue 

from the three means discussed earlier in the chapter : base changes , 

rate changes and e conomic growth.  These amotmts are c alculated from 

Table 5-1 . S inc e TA represents revenues which wo uld have b een generated 

in any given year had _ the base and rate structure of 19 61 b een i n  effect 

in that year , the d ifference b e tween TA . and T196 1 represent the revenues 

generated in a given year as a result of economic growth .  Th e  difference 

between T and TAB, in any year , repres ents revenues due to changes in 

the tax base·. 'l"he d ifference between T and TAR repr es ents revenues due 

to increases in the tax rate . 2 

2An addit ional adj ustment w�s required to graphically illus trate 
the various revenue a100unts presented in Figure 5-1 .  The s um o f  
revenues due to bas e changes (T-TAB) , revenues due to rate  changes 
(T-TAR) ,  revenues due to economic growth (TA-T19 5 1) and the initial base 
year revenues (T196 1) for any given year , does not e qual T for tha t year 
as might b e  expected . S tating- this in equa tion form: (T-TAB) + (T-TAR) 
+ (TA-T196 1) + T196 1 � T . This is due to what is included in TAR and 
TAB .  Revenues in any given year are equal to rate times bas e  (T=r• b ) • .  
When there is b o th a base and rate change then AT a Ab • r + A r• b + ab • �r . 
The multiplication of the individual base and rate indices to arrive at 
TA sub tracts out all o f  the terms . But when (T-TAB ) and (T-TAR) are 
added together the term (Ab • Ar) is le ft in the sunnnation. There fore 
the equation should read : (T-TAB) + (T-TAR) - (Ar • Ab )  + (TA-Tl96 1) + 
Tl961 • T. The residual (Ar• Ab )  was calculated for each o f  the years in 
Figure 5-1 and s ubtracted oJt of that part of revenue due to rate changes . 
The small res idual was in both TAR and TAB and since i t  could not be · 

dete rmined wha t part o f  the residual was in TAB and wha t  part was in TAR 
i t was assumea the greater part would be in TAR and thus �11 of the 
residual was s ub tracted out of that part of revenue due to rate changes . 
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Figure 5-1 gives some insight into the adequacy of the South 

Dako ta tax structure . Had the tax struc ture been sufficiently adequate 

to meet increas ing expenditures , no base or ra te changes in the sales 

and us e  tax would have b een necessary. I t  is obvious from Figure 5-1 

that large amounts of revenue have been due to base  and rate changes . 

In 1966 , for ins tance, sales and us e tax revenue totaled nearly $ 30 

million . Of his $30 million , a rate · change accounted for $9 . 5  million 

and base changes accounted for app_�oximately $1 million. Economic 

growth accounted for sl ightly under $2 . 5  million. The e f fect o f  the 

19 70 base  and rate changes are also quite evident in Figure 5-1. Us ing 

1961 as the ini tial bas e  and rate conditions , rate changes accounted 

for approximate ly $2 4. S  million of the $51. 3 million of revenue generated 

in 19 70 . Bas e  changes were responsible for $2 . 2 million and e conomic 

growth for $6 . 4 million. 

Figure 5-2 further illustrates the meaning of  each of  the adj usted 

revenue totals in Figure 5-1 .  Tl961 represents the revenues which would 

have been generated in 19 74 with the 1961 sales and use tax s tructure 

had no base or rate changes occurred and no economic growth taken place 

_
during the 14-year time period. TA represents revenue in 19 74 had 

only economic growth occurred. TAR represents revenue in 19 74 had only 

economic growth and base changes occurred. TAB represents 19 74 revenue 

had only rate changes and economic growth occurred. T19 74 represents 

actual 19 74  tax revenue which includes base changes , rate changes , 

economic grow�h and 1961 tax revenue. Figure 5-2 can thus b e  interp re ted 

aa follows : if no base  or rate changes had occurred the 19 6 1 sales 
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and us e  tax structure would have yielded $37 .6  million in 19 74 (TA) ; if 

only base changes and economic growth had occurred d uring  this time , 

1974 revenues would have equaled $39 . 3 million (TAR) ; and if only rate 

changes and economic growth had occurred, revenues would have totaled 

$75. 1 million in 1974 (TAB) . The combination of all of the factors 

yielded $ 78 . 5  million in fiscal year 19 74 . 

THE STATISTICAL PROCEDURE FOR ESTIMATING 
INCOME ELASTICITY 

· Method of · Calculation3 

In the discussion of income elasticity, tax revenue (T) was con-

sidered to b e  functionally related to personal income (Y) . To arrive at 

an estimate of the relationship between these variables a s imple linear 

regression model can be  used .  

(1) T • a + bY . 

This equat·ion states tha t tax revenues (T) are related to personal 

income (Y) in a linear fashion with (a) the intercept of the function 

and (b) the slope of the function. 
�T The slope (b) would be equal to 15• 

Income elasticity expresses the relationship between tax revenue and per­

. · sonal income as ·g/g· 
T y 

The income elasticity relationship can be es timated in the · 

following regression model •• 

(2) log T • log d + · e log Y .  

3.rhe me thod used in calculating the income elasticity of  the sales 

and use tax is drawn from Robert E .  Berney, Tax Structure Variations in 

the State of Washin ton (Pullman, Washington : Washington S tate Univer-
sity Press , 19 70 , pp . 85-8 7 .  



In equation ( 2) , log d is the intercept and (e) eq�l� ·� ·�:: i• The 
A log T AT I AY 4 term A log y is equal to the elasticity t�rm T y• 

Before the values for T and Y were converted  to log no tation , 

they were divided by population to express them as per capita time 
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series . Sales and use tax revenue depends upon consump tion s�ending. 

Per capita income rather than aggregate income is more . l ikely to be the 

determining factor o f  revenues . Per capita revenue accounts for the 

effect of population on revenue . , 

As seen in Fi gure 5-1 , legislative base and rate changes accounted 

for la_rge increases in yearly sales and us e  tax revenue . S ince the 

elasticity measure is concerned only with economic growth, the TA series 

is the most appropriate tax revenue series to regress against personal 

income. This s eries is adj usted for a constant base and rate s tructure 

leaving only economic growth as a means of increas ing revenue . Thus 

the revenues adj usted for constant base and rate are a function of 

personal income . This relationship can be stated as follows : 

4Th is can b e  proven by taking the derivatives o f  log T and log Y 
as shown in the following steps : 

Cl) d log T • !. <fr log 
dx T ax ae 

(3) d log T 1 ctr logae 
dx a T dx 

d l og Y ..;;.l_Ji;.p.;;._l_o
_

g 
..... 8_e_ 

dx y ax 

(4) d log T • ilr/T a AT.'T 

d log Y (fffi tiY/Y 



The regression equation for estimating the income elasticity was : 

(4) log TA = log d + e log Y, 

where TA = T/RB .  
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Elas ticity coefficients were also estimated for the other revenue 

to tals , TAB , TAR and T us ing the same equation form. The equations were : 

(5) log TAB = log d + e log Y ,  

whe re TAB = T/B , 

(6) log TAR = log d + e log Y ,  

whe re TAR • T/R, 

( 7) l o g  T • log d + e log Y .  

'lhes e equations can be used as  a means of de termining the e ffect ·o f  

legislative bas e  and/or rate changes . Equation (5 ) repres ents · the 

respons iveness o f  changes in sales . and use tax revenues to changes in 

personal income allowing for both legis lative ra te changes and e conomic 

. growth. Equation ( 6) allows both base changes and economic growth to 

occur and Equation ( 7) allows all of the factors affecting sales and 

use tax r evenue to change. The elasticity estima tes derived from 

Equations ( 5) , ( 6) and ( 7) have meaning if we assume that legislative 

changes in the sales and use tax rate and bas e would o c cur in the future 

as they have in the past . 

To determine the adequacy o f  the sales tax, the income elasticity 

of expendi tures was also estimated .  Th e  expenditure data was no t 

adj us ted s ince expenditures are determined almost entirely by legislative 

action.  The equation form was the same as that used in es timating the 

income elas ticity of  revenue . The equation was : 

(8) log E = log d + e log Y . · 
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Comparison of the revenue elasticity estimate and the expenditure elas­
ticity estimate yields a measure of tax adequacy but is not as meaning­
f ul as would b e  the cas e if the income elasticity of the· total tax -
struct ure had b een es timateµ . Since sales and use tax revenue do , at 
present , -comprise b etter than 50 percent of to tal tax revenue however . 

the· comparison yields important information on tax ad_equacy·. 

The · Results 

The regres sion equation results are sununarized in Table A-1 of 

Appendix A. '!b e  table is a compilation of the results ob tained from 

the computer program used in calculating the regression equations . · Pop-

ulation data and per capita income data are contained in Table A-2 of 

Appendix A. 

The regression equations giving the income elasticity estimates 

of the sales and use tax are as follows : 

(4) 

(5) 

(6) 

( 7) 

" (8) 

log TA a - 1. 1539 7 + . 77647 log Y ,  
( .,04314) 

log TAB a - 3 . 93635 + 1 . 6 3281 log Y ,  
( . 11191) 

log TAR = - 1. 30919 + . 825 18 log Y ,  
( . 04178) 

log T • - 4 . 09 169  + 1 . 6 8155 log Y , .  . 
. (. 11 759) 

log E • - 1 . 2 7617 + . 1 . 0 7937 log Y , .  
' 

. � (. 11289) 

r2 • . 982,  

r2 = . 97 3, 

r2 • . 985 , 

r2 - . 9 72 ,  

2 
. 96 9 . r -

The �egression coef i icients were tested by !!leans of a t-test to 

see . if the· results were significantly different from zero . Th.eory would 

lead : us to . b elieve that the· coefficients of . the equationB would be 
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· positive and thus a one-tailed tes t was us ed with the alternative hypo­

thes is as ei > O . The computer pro gram calculated a t-value for each 

of the· equat ions and that value is lis ted in appendix Table A�l .  The 

tes t showed the coef ficient ( e) to b e  s ignif icantly d if ferent from zero 

(a • . ()005) for all of the equations . The null hypothes is (e1 • 0) was 

rej ected ·: in each cas e and the alternative hypothes is ,.,as accepted . The· 

· same results were found when us ing the F-tes t .  

A prob l em  that may ar ise wl!en us ing t ime s eries data , as in this 

study,  is th e· presence of auto correlation. 5 The comp�ter program 

calculated · a Durb in-Watson statistic , shown in Table A-1 , to tes t for 

the pres ence of auto correlation. The data us ed in this s tudy cons is ted 

of only 14 obs ervations and s ince Durb in-Watson tables require at 

leas t 15 obs erva tions , the tes t could no t be mad e us ing this s tatistic. 

A Von Neumann Ratio was ins tead computed to check for the pres ence of 

autocorrelat ion. 6 'lbe ratios are also presented in Tab l e  A-1. The 

results of this tes t indicated that at a l evel of s ignificance of 

a • . 001 no s ignif icant autocorrelation was present in any of the esti-

mates .  

'!be coeffic ients o f  de termination (r2 ' s) were all r elatively 18rge. 

The lowes t value was . 9 62 for the expenditure estimate ,  mean1:ng 9 6 . 2  

SFor a d is cuss ion- of . .  auto correlat ion and the - Durb in-Watson test 
see : . Taro Y amane , S tatis tics An Introductor Anal s is (3rd e d . ; New 

. lo�k : · . Harper. and Row , Publishers , 19 7 3  , PP • 9 98-10 09 . · 

. · . � For an . . example . of . this . .  test the reader is referred · to .: · . Michael 
. J.  Brennan · · prefac e to · Econometrics ( 3rd ed. ; Cincinnati , Ohio ; S outh-
Weatern Publ ishing Co . � 19 73) , PP• . 356-3 59 .  . 
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percent o f  the variation in expenditures was explained by the independent 
variable ,  personal income . The r2 values

.
for all the equations are 

listed in Table  A-1 of Appendix A. The test of s ignificance for · the 
correlation c�ef ficient (r) is the same as the test for the · coefficient 
(e) · and thus was not repeated. 7  

The income elasticity of the sales and us e  tax was estimated as 
. 776 ; that is , if  personal income of the s tate increases by 10 percent, 
sales and use tax revenue would increase by 7 . 76 percent . a  Assuming that 
base changes occur in the future as they have in the pas t , a 10 percent 
increase in personal income would increase revenue by 8. 3 percent 

(Equation 6 ) . Assuming equivalent future rate changes , a 10 percent 

increas e in personal income would increa8e revenue by 16 . 3 percent 

(Equation 5) . As suming that both base and rate changes o ccur in the 

future as they have in the pas t increases the elasticity estimate to 

. 1. 68 (Equation 7) .9 

. . . . . . . . . . . . . . . 

7william L .  Hays and Robert L.  Winkler, S tatistics : · Probability, 
· · Inference · and Decision , Volume II (New York : Hol t ,  Rinehart and 

nston , Inc. , 19 70 , P •  41. 

8The income elasticity estimate is also operative with a decline 
in personal income . A 10 percent decline in personal income would lead 
to a 7 . 76 percent decrease in sales and use tax revenue . As noted 
earlier in the text elastic taxes facilitate tax adequacy.  An inelas tic 
tax, although less adequate does lead to greater revenue s tability since 
a decline in personal income leads to a smaller percentage decrease in 
tax revenue . An inelastic tax would thus be favorable in a situation of 
negative economic growth . 

9 . 
Al though the elastici�y estimates were calculated us ing per 

capita variables the terms in the text are ref erred to as tax revenue 
and personal i,nc�me instead of per capita tax revenue and per capita 
personal income . · '!1lis is done to make the presentation o f  the analysis 
more easily understood. I f a constant population is assumed, the terms 
are , in fact ,  interchangeable. 
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Equation (8) indicates that a 10 percent increase in personal 

income woul d  c ause state expenditures to increase by approximately 11 

percent. !be income elasticity of expenditures deserves further inter­

pretation . Since the S tate Constitution requires an almost yearly 

balanced b udget , the expenditures programs are likely t� be tied almos t 

directly to revenues . Since yearly revenues must be  estimated,  expendi­

tures are mos t likely tied to the low es timate o f  revenue in order . to 

avoid a budget deficit . 'lbe result of this is that budget surpluses 

may occur for most years . Also new expenditure programs are likely to 

be financed through changes in the tax structure, e . g.· , rate changes , 

base changes or implementation of a new tax. This may explain part of 

the difference between the elasticity estimates of Equations ( 7) and (8) . 

Since adequacy of a tax implies the automatic growth in revenues , 

a comparison o f  the sales and use tax elasticity and expenditure elastic­

ity� estimates indicates an inadequate sales and use tax structure. The 

difference between the elasticity es timates of Equations (4) and (8) 

indicate that increases in personal income would cause expenditures to 

1ucrease more than sales and use tax revenue. For a 10 percent increase 

in personal income , the percentage increase in expenditures would exceed 

the percentage increase in sales and use tax revenue by appr�ximately 

3 percent , given no changes in the tax structure. To avoid this problem, 

the tax s tructure c ould be made income elastic so tax revenue will grow 

automatically to keep pace with expenditures . The next section of  th� 

chapter looks at some hypothetical changes in the base of the sales tax 

and their effect on the income elasticity of the sales and use tax and 

thus tax adequacy. 
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BASE EXEMPTIONS 

The base  o f  the S outh Dakota retail sales tax, as discussed in 

Chapter III , is q uite broad when compared to the bases o f  other states . 

Recent legislative discussion has raised the possibility of reducing 

t�e sales tax base by exempting food purchases.  Supposedly ,  the exemp­

tion of food reduces the regressivity of the sales tax s ince food is a 

necess ity of l ife and thus must be purchased by rich and poor alike but 

requires the use o f  a larger proportion of the income of  the poor. Many 

states o f  fer s uch an exemption and some extend the exemption to pur­

chases o f  cloth ing in an effort to further reduce the sales tax burden 

on low-income persons and families . This section of the chapter deals 

with the potential effects of such changes on the incom� elasticity 

of the ales and use tax. 

The · P rocedure 

Three changes in the sales and use tax base were s el ected to 

exand.ne potential e ffects on the income elasticity of the sales and use 

tax. The changes are as follows : (1) the exemption of  food from the 

tax base , (2) the exemption of .clothing from the tax base and ( 3) the 

exemption o f  bo th food and clo thing from the tax bas e .  Changes in 

purchases o f  these products may be more sensitive or less sensitive to 

personal income changes than the res t of the items in the tax base thus 

resulting in a different elasticity estimate. The exemption of these 

produc ts would also result in a substantial reductio� o f  tax revenue .  

In fiscal year 1974 , sales and use taxation o f  food accounted for $11. 5 
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million o f  revenue and the taxation of clothing accounted for $2 . 4  mil­

lion of revenue . 10 

The method used in obtaining an elasticity es timate was s imilar 

to that described earlier in the chapter. Adj ustments made in the 

revenue totals are shown in Tables 5-B , 5-C and 5-D. The adj us tment 

involved the c alculation of  revenue due to the exemption for each year 

and s ubtracting those revenues out of total tax revenue (T) . The adj ust-

uaents were made to the revenue dat� by business classification. The 

· process involved the cho ice of the s tores under the broad classifica-

tions which would b e  affected by the base change. The exemption o f  food 

is not meant to include prepared foods and thus receipts o f  tax revenues 

from res taurants and cafeterias were no t included. 

The column deno ted by T'  in 
·Tables 5-B , 5-C and 5-D represents 

revenue which would have been generated in the corresponding year h·ad 

the food and/or c lothing exemption exis ted in that year. Us ing T '  as · 

actual revenue the adj us ted revenue totals , TA' , TAB ' and TAR' were 
' . 

computed with the indices developed earlier in the chapter. These 

revenue totals , T' , TA' , TAB ' and TAR' , were then regress ed against 

personal income to estimate the income elas ticity with the selected 

bas e exemptions . The regression equations are the same as those  used in 

the previous estimate and need not be explained again. The e quations 

are :  

(4) log TA' a log d + e log Y ,  

( 5) log TAB ' • log d + e log · Y ,  

. . . . . . . . . . . . . . 

lOFigures derived from Tables 5-B and 5-C . 



. Year 

1961 

1962 

1? 63 

19 6 4  

l965 

1966 
19 6 7  

1968 
19 69 

19 70 

1971 

1972 
1973 
1974 

T Foo d  
R.cvenues 

$16 , 685 , 381 $ 2 , 862 ,243 
1 7 , 5 84 ,173 3 , 0 32 ,  784 

18,170 ,942 3 , 142 , 26 1 

18 , 346 ,150 3 , 2 17',6 15 

lS , 2 9 2 , 322 3 ,236 , 764 

29 ,727 ,893 5 ,099 , 913 

31 ,l07 , l96 5 ,0 2 8 , 59 2  

33,407 , 4S4 S , 24 1 , 330 

, 35 , 840 . sso S , 5 0 3 11 9 34 · . 

51 , 300 , 9 21 S , 094 , 537 

54 , 0 2 l , 810 8 ,483 ,-9 60 

58,592,995 9 , 171 , 709 
67 ,244 ,09� 10,068 ,�37 
78 ,452 , 7 70 ll , 579,617 

TAB!.E 5-B 
ADJ'JSTED REVEN�;: TOTAI.S EXEMPTING FOOD 

FRO:i TIIB SA!.ES T:...X D.\SE ,  1961-1 9 74 

liz.se Ra te 
T '  . Index T.� ' Inc ex 

(B) (�) 

$ 1 3 , 823 , 138 100 $1:1, 823,l.)8 100 

14 ,55 1 ,. 389 100 14 , 5 5 1 , 3 89 100 

15 ,028 , 6 81 100 15 , 0 2 8 , 681 100 

l5 , 12 B , S 3S lOl . 22 14 , 9 4 1 , 191 100 

15 ,0 5 5 , 5 58 lOl . 22 14 , 874 , 094 100 

24 , 6 27 , 9 80 10 3 . 64 2 3 , 76 3 ,00 7 150 

2 6 , 0 78 , 604 103 . 64 2S 1 162 11 6 S2 150 

2 8 . 16 6 ,, 164 10 3 . 64 2i ,176 ,924 1 50 

30 , 3 36 , 616 103 . 64 29 , 271 , 145 150 

4 3 , 206 , 384 104 .49 41, 349 , 7 79 199 . 70 

45 , 537 , 850 l04 . lt9 4 3 , 5 81 , 060 193 . 70 

49 , 421, 286 104 . 4 9  47 , 297 ,623 199 . 70 

5 7 , 175 , 462 104 . 49 �t. , 7lS , 5 9 7  199 . 70 

6 6 . 87 3 , 153 10!> . 49 63,9�5 ,572 199 . 70 
. .  -

TAR' 

$1 3 , 82 3 , 1 38 
14 , 5 5 1 , 389 

15 ,028 ,681 

lS , 1 2 8 , 5 35 

lS , 0 55 15 58 

16 ,4 18 , 6 53 

17 , 355 11 736 

18 . 77 7 , 443 

2 0 , 224 ,411 

2 1 , 6 35 , 645 

22 , 80 3 , 130 
24 ,747 , 7 65 

28 ,6 30, 6 77 

33,486 �807 

Bas e & 
R�te 

Index 
(RB) 

100 
100 

100 
l.Ql . 2 2  

101 . 22 

155 . 46 

1 5 5 . 4 6  

155 . 46 

1 5 5 . 46 

208.66 
20 8 . 6 6 

20 8 . 6 6  

208 . 66 

208.66 

TA' 

. $13 , 823"138 
14 , 5 5 1 , 389 

lS , 0 2 8 , 6 S l  · 

14 ,,94 6 , 191 

14 , 874 , 094 

15 , 842 ,004 

16 , 775 , 122" 

1 8 , 117 , 9'49 

19 , 514 , 098 

20 , 70 6 ,, 59 6 

21 , 82 3 , 94 8  

23 , 685 .07� 

27 , 401 , _25 7 

32 ,048, 861 

�OW.CE : 'rha calc:ulationa ware mada to revo.nua data. furuishoci by tll.• Soi.Ith Dako ta Dop4:tu=.t of �·1e�� .  
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TABU 5-C 

· ADJUSTED P.EVE!WE TOTALS EXZM?TING CLOT'dING FR.OM 
T?.E SALES �AX BAS� ,  l961-l9 74 

Ba.se bte �as e & 
Yeo.r 't Clothing T '  Index TAB '  Index TAR' Rate TA' 

'Reven�es (B) (R) Index 
(RB) 

. 
1961 $16 , 6 85 , �Sl $ 5 74 , 294 $16 , 111 , 087 100 $16 ,111 , 0 8 7  100 $16 , lll , CS7 100 $16 . lll , 087 

1962 l7 , 5 11 8 ,173 603 ,04 8  16 ,945 , 125 100 16 , S45 , 125 10� 16 , 94 5 , 125 100 16 , 9 4 5 , 12.S 

196 3 1:8 , 170 ,942 623 , 1�8 17 , 54 7 , 764 100 17 , 547 , 764 100 17 , 54 7 , 764 100 17 ,547, 764 

19 64 18 , 346 , 150 6 18 , 744 17 , 72 7 , 406 101.22 l7 1J 5J.3 , 7 38 100 1 7 ,.727 , 4 0 6  101 .22 1 7 , 5 1 3 , na 

19 6 5  1 8 , 292 , �22 610 , 234 17 , 6 82 , 088 101 .22 17 ,468,967 100 1 7 , 6 82 ,0SS lOl . 22 1 7 , 4 6 8 ,96 7 

1966 29, 121 , e3 3  9 89 , 395 28 , 7 3 8 , 498 10 3. 64 2 7 , 729 , 157 150 19 ,, 158 , 9 99 155 0 46 1 8 !> 4 86 , 104 . 

1967 31 , 10 7  , 196 . 1 ,024 , 7 38 30 , 0 82 , 45 8  103.64 29 ,025 , 915 150 20 , 054 , 9 72 15 5 . 4 6  19 , 350 ,, 610 

l9 6 S  33,407 , 49lt l , 0 7 7  , 3 12 32, 330 , 182 103 . 64 3l , i94 , 69S 150 2 1 , 553 , 455 155 . 4 6  20 9 79 6 , 4 6 3  

19 69 35 , 840 ,550 1 , 139 , 741 34 , 700 , 809 103 . 64 33 , 4 82 , 062 150 23 , 133 :1 873 155 . 4 6  22 , 321 , 375 

19 70 51 , 300 ,9 21 1 , 652 . 3 3� 49 , 64 8 , 5 87 104 .49 47, 515 , 156 199 .7() 24 , 861 , 586 208. 6 6 23 . 79'• , 013 

1971 S4 ,02l , 8l0 l , 11S,S70 52 . 303, 440 l04 . 49 so . oss , 737 199. 70 26 ,190 ,906 208 . 6 6  2S ,066 ,2S1 

1972 ' sa ,s9�,99S l,SSl,42S 56 , 711 , 570 104 .49 S4, 274 ,639 199 . 70 28 , 398 , 383 20 8 . 6 6  27 , 178 , 9 37 . 

1973 67 , 244 ,099 2 , 14 7 ,173 65.09 6 , 926 104 . 49 62 ., 29 9 , 6 71 199 . 70 32 , 59 7 , 3.S!> 208 .. 6 6 31 .19 7 , 607 

in4 7S ,4S2 , 770 
.. 

2 ,429 , S24 76 ,022 , 946 104 . 49 72,  7.S 6 , l9 3  199 . 70 3S ,06S , S76 208 . 6 6  36 ,433 , 886 

SOURCE : The wcula.tions 'W'ere ·made to revenue data furr.ished by the South D�ko ta �epat'tment of Revenue. 
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Year 

1961 

196 2  

19 63  

1964 

196 5  

1966  

196 7  

196 8  

1969 

1970 

1971 

1972 

19 73 
19 74 

TABLE 5-D 

ADJUSTED REVENUE TOTALS EXl:."'M?TING FOOD AND CLOTIUNG 
FROM THE SALES !AX BASE , 1961-19 74 

Food & Bas e P.ate 
Bas e & 

T Clothing T' Index TAB ' Index TAR' Rate TA '  
Index Revenue (B) (R) (RB) 

$16 , 6 85 , 381 $ 3 ,436 ,537  $13 , 24 8 , 844 100 $13 , 24 8 , 844 100 $13 , 248 , 844 100 $13 , 248 , 844 

17 , 54 8 , 173 3 , 6 35 , 832 1 3 , 912 , 34 1  100 1 :1 , 912 , 341 100 1 3 , 912 , 341 100 13 , 912 , 341 

18 ,170 ,942 3,  7 6 5 , 4 39 14 , 40 5 , 50 3  100 l·� . 40 5 , 50 3  100 14 ,405 ,503  100 14 , 40 5 , 50 3  

18 , 346 , 150 3 , 836 , 359 14 , 509 , 791 101 . 22 11 .. , 334 , 905 100 14 , 509 , 791 101 . 22 14 , 334 , 905 

18 , 292 , 322 3 , 846 , 99 8  14, 445 , 324 101 . 22 1·� . 271, 215 100 14 ,445 , 324 101 . 22 14 , 271, 215 

29 , 727 , 89 3  6 ,089 '  30 8 2 3, 6 38 , 5 85 10 3 . 64 2i , so a ,  361 150 15 , 759 , 057  155 .46  15 , 20 5 , 5 74 

31 , 10 7 , 196 6 , 053 , 330 25 , 053, 866  103 . 64 24 , 0 7 3 , 9 35 150 1 6 , 702 , 577 155 . 46 16 , 115 ,957  

33,407 ,494 6 , 318 , 642 27 , 088 , 852 10 3 . 64 26 , 1 37 , 449 150 18,059 , 235 155 . 4 6  17 , 424 ,966  

35 , 840 , 5 50 6 ,643 , 6 75 2 9 , 19 6 , 875 103 . 64 28,171,435 150 19 , 464 ,583  155 . 46 18 , 780 , 95 7  

51 , 300 ,9 21 9 , 746 , 871 41,554 ,047 104 . 49 39 , 768,444 199 . 70 20 , 80 8 , 236 208 . 6 6  19 , 914 , 716 

54,021, 810 10 , 20 2 ,530 4 3 , 819 , 280 104 . 49 41 , 9 36 , 338 199 . 70 21 ,942 ,554 208.66 21 , 000 , 326 

58,592 ,995 11 ,053 , 134 4 7 , 5 39 , 861 104 . 49 45 , 49 7 , 044 199 . 70 2 3 , 805 ,6 39 208 . 66 22 , 783 ,409 

6 7 ,244 ,099 12 , 215 , 810 5 5 , 02 8 , 289 104 . 49 52, 663 ,689 199 . 70 2 7 , 5 5 5 , 4 78 208 . 6 6  26 , 3 72 ,227 

78,452 , 770 14 , 009 , 441 64 ,443, 329 104 . 49 61 , 6 74 ,159 199 . 70 32, 270 , 0 70 208 . 66 30 , 884 , 371 

SOURCE : The calculations were made to revenue data furnished QY the South Dakota Department of Revenue. 
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(6) l.og TAR' 111 log d + e log Y , . 

( 7) log T'  a log d + e log Y. 

The · Results 
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The results o f  the regress ion equations are summarized in Table 

A-1 of Appendix A. The regression coefficient (e) was tes ted and found 

to b e  signi ficantly different from zero (a = . 0005) for all the equa- . 

tions . No signi ficant autocorrelation existed in any o f  the estimates 

(a • . 001) . The elasticity estimates of the equations are summarized 

in Table 5-E . 

TABLE 5-E 

INCOME ELASTICITY ESTIMATES INCORPORATING CLOTHING , FOOD 
AtiD r OOD AND CLOUUNG EXEMPi.tIONS 

Elasticity Estimate 

Dependent 
Variable 

TA' 

TAB '  

TAR' 

T'  

Original 
Tax Series 

• 7764 7 

. 82518 

1 . 6 3281 

1 . 6 8155 

Clothing 
Exemption 

. 78063 

. 8292 7  

1 . 63714 

1. 68575 

SOURCE :  Table A-1 o f  Appendix A. 

Food 
. E�emption 

. 81094 

. 85940 

1 . 6 6 738 

· 1. 71587 

Food and 
Clo th ing  

· Exemption 

. 81859 

. 86629  

1. 6 72 3 7  

1 . 72264 

The dependent variabl e ,  TA' , yields the elas ticity estimate which 

shows revenue growth due only to changing economic conditions . The 

variables , TAB ' ,  TAR' and T' , estimate elasticity allowing for the 

effects of e conomic growth and rate changes , economic growth and base 

. " 



changes and economic growth and rate and base changes , respectively. 

the column deno ted as the Original Tax Series represents the results 

of the estimates of income elasticity as presented earlier.  It is 

presented to illustrate the effects of the base changes on income 

elasticity of  the sales and use tax. 
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The estimate of the TA' series is the primary concern. I f  no 

future base  or rate changes occur, a 10 percent increase in personal 

income would lead to a 7 .8 percent increase in sales and use tax revenue 

with a clothing exemption. (The 7 . 8  percent would be  the percentage 

increase in T' where clothing revenues are not included in total sales 

and use tax revenue . ) With a food exemption, the increase in revenue 

would be · S . l percent and with bo th food and clothing exemp ted the 

increase would b e  approximately 8. 2 percent . 

It  is e asily noted from Table 5-E that as these exemptions are 

incorporated , the sales and use tax becomes less income inelastic .  One 

would expect food and clothing purchases to be income inelastic as 

these are necessities of life. Therefore, purchases o f  these  products 

would tend to vary little with income. Removing them from the tax base 

leaves produc ts which are more likely to be sensitive to income changes . 

'lb.is would explain, at least in part ,  the tendency for the sales and 

use tax to b ecome less income inelastic as food and clo thing are excluded 

from the base.  

SUMMAR¥ 

The income elasticity of  a tax can be used as an indication of  

the adequacy o f  8 tax. Since both state tax revenues and s tate 
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expenditures are c onsidere d  to be related to personal income , the income 

elas ticity estima te o f  truces and expendi tures serves to show the respon­

sivenes s  of these variables to changes in personal income . The legis­

lative proces s is o ften quite slow ,  and if demands for s tate expenditure 

programs increas e with increases in personal income , the tax system 

ideally would automatically provide the ne ces sary increas e in revenue 

to finance the increas ed demand for expenditures without waiting for 

legislative change. The condition tha t must be me t for the tax system 

to b e  j udged adequate would be tha t the automati c  growth in tax revenue 

equal the growth of s tate expenditures . '11l is would imply tha t the 

income e last icity o f  total tax revenue sho uld be a t  least  equal to the 

income e lastic ity of s ta te expenditures . 

�c ar .. �ly s is o f  this chapter has dealt only with es titnati.ng the 

income elasticity o f  the South Dako ta sales and us e tax. As has b een 

mentioned previously, the sales and use tax now accounts for over 50 

percent of to tal South Dakota tax revenue and thus the es timate does 

give s ome perspective as to to tal tax adequacy. The res ults o f  the 

analysis showed a large gap b e tween the e lasticity measures o f  the sales 

and use tax and s tate expendit ures . An increas e in personal income in 

the s tate would b e  expected to bring abo ut a percentage increase in 

e:q>endi tures greater than the percentage increase in sales and use tax 

reven�e . This impl ies an inadequate tax. The proposed changes in the 

bas e of th e tax narrowed the elas ticity gap but at the e:.=.pens e of large 

decreas es in s ales and use tax revenue . 



CHAPTER VI 

PROJECTION OF SOUTH DAKOTA SALES TAX REVENUES 

INTRODUCTION 

The purpos e o f  this chapter is to project sales and use tax 

revenue for the years 19 75 ,  1976 and 1977 .  Th e  me tho ds used · are simple 
in nature involving the use of trend line analys is and the . income elas-

ticity estimates . The proj ections are designed primari ly - to isolate the 

trend of . future revenues and not to provide precise revenue figures for 

any of the years . 

THE TREND LINE PROJECTION 

T�eud l:i.1 e regrcdS ion simply fits . a line to the: set"ies . of  ob�erva­

tions . 1 No cause-effect relationship is implied. The regress ion� equa-

tion show� the direction and the degree o f  change in the dependent 

variable with respect to time. 

Time series data contain four components : trend , seasonal varia-

tion , b us iness cycle variations and irregular movements .  Irregular 

movements are unsystematic in nature. With respect to s ales tax 

revenues , irregular movements are to an important degree caused by 

legislative bas e  and rate changes . Seasonal revenue variations are 

those associated with the time period of measurement.  Th e  inherent 

nature o f  many time series leads to variations s imply due to the season 

lFor a discussion on the use of time series data the reader is 
referred to Taro Yamane ; · statis tics; · An Introductory · Analysis ( 3rd ed. , 
New York :  Harper and Row, Publishers , Inc . , 19 7 3) , PP •  345-378 and 
pp. 104 7-1071 . 
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of the year. Wide deviations would thus be evident in sales tax s eries 

if monthly or quarterly data were employed. Utilizing an annual sales 

tax s eries smooths out these fluctuations . The trend component shows 

the general tendency o f  the data. The bus iness cycle component is 

dependent upon the general level of e conomic activity.  The trend and 

business cycle components are closely related in the sales tax. Sales 

and us e  tax revenue is dependent upon the level o f  economic activity in 

the state. Th e  trend of sales tax revenue is thus likely to follaw to a 

large degree the trend of economic activity . For this reason it is not 

desirable to remove the business cycle component from the data . 

The TA revenue series was used as the dependent variable to pro­

ject the trend of sales tax revenues . It  was expected that  the u�e of 

the annual TA s eries would lead to a closer fitting regress ion line as 

compared to the T data s ince the former series reduced the effect of  

irregular movements . Seasonal variations were removed by . employing 

annual revenue to tals . Irregular variations were removed to a great 

d.egree by adj us ting out the sales tax revenue due to legislative changes 

in the b ase and rate. The TA series , therefore , reflects the trend-

. bus iness cycle component of sales tax revenue. 

The TA s eries is contained in Table 5--A of Chapter V.  The T and 

TA revenues are plotted in Figure 6-1 to indicate the shape of the 

curves . The relatively large upturn of the TA curve in 19 70 is  quite 

evident.  Several factors may account for this recent upturn : ( 1) mi�or 

portions o f  the revenue due to base changes were not adj us ted out of the 

series and they have a cumulative effect on revenue ; ( 2) relative ly 
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large increases in per capita personal income have likely brought about 

large revenue gains ; and (3) inflation may . have increased tax revenues . 

'lbe years 1970 through 19 74 were used to estimate the trend line . 

A trend line was also calculated using the 14 time s eries observations 

but the five-year regression was selected as a better approximation of 

the short-term trend. The reasons for the choice of the five-year trend 

are bas ically the same as those presented for the explanation of· the 

upturn o f  the TA curve. The turn in the curve in 19 70 seems to indicate 

a new trend. A continuation of  the current inflationary period  and the 

increasing level o f  per capita income in South Dako ta would tend to 

keep the trend ris ing in the same manner . 

The· impact o f  inflation on sales and use tax revenues can be 

likened to that on a price index. · Revenues are equal to the base of 

the tax times the rate of the tax. The moneta� base of the tax is the 

dollar value o f  taxable items sold in South Dakota. I f  a general 

increas e  in the price level occurs , revenues would increase without any 

change in the legal definition of the base , the tax rate . or economic 

growth. His torically prices tend to be downward sticky, that is , once 

a period of  inflation is experienced prices tend to remain at the new 

levels even though aggregate demand declines . Prices may stab ilize at 

the new levels but generally do no t return to original levels . The 

adjustment in the base year of a price index reflects a changed economic 

structure. New price levels and changed economic condit�ons may make . 

the old base year period obsolete and it must be changed to reflect a 

more realistic baae  for comparison. 
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'!be same is true with sales tax revenue . The higher level o f  per 

capita 
_
income and the inflationary period of late likely promise a new 

trend in sales and use tax revenue. '!11e five-year time period was 

chosen b ecaus e of  these cons iderations . I t  is realized that five obser­

vations is a very small sample, however for short term proj ections , such 

as one to three years , the results should be fairly_ reliable.  

The bas ic equation was of the · form Y = a + bX where 'Y ' is the 

. dependent variable , ' a ' the interc�pt, 'b ' the slope o f  the trend line 

and 'X'  the independent variable. The regression equation for proj ect­

�ng revenue was thus : 

TA •  a +  b (X-1961) . 

TA is the tax revenue series adj usted for constant base and rate and 

(X-1961) is the time element . The year 19 61 was s et equal to zero 

meaning the origin o f  the curve was shifted to 19 61 thus accounting for 

the term (X-19 61) . The tax revenues were expres sed in millions of 

dollars , for instance, tax revenue� in 1970 of $51 , 300 , 921 were fed 

into the computer as 51. 3009 . Revenues of the original tax s eries , the 

food exemption s eries , the clothing exemption series and the food and 

clothing exemption series were al� regressed in the manner as shown 

above. The revenue data were taken from Tables 5-A, 5-B, 5-C , and 5-D 

of Chapter v. The regress ion equation proj ected the TA revenue series . 

Multiplying TA by the R• B index for the respective year gave the to tal 

tax revenue (T) for that year. 

The calculated regression equations are as follows :  

(1) Original Tax Series : TA •  -5. 9207 + 3. 236l(X-19 61 ) , r2 • . 9 345 ,  
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(2) Clothing Exemption: TA • -5. 8190 + J. 1412 (X-19 61) ; r2 111 . 9339 , 

( 3) Food Exemption : TA • -5. 9539 + 2 . 826l (X-19 61) , r2 
.• . 9328 , 

(4) Food and Clothing Exemption : TA • -5. 8502 + 2 . 7310 (X-1961) , 

r2 � . 9322 . 

Because 1961 was set equal to zero and only the five-year period 

1970 through 1974 was used for observations , all of the intercepts are 

- �egative. The correlation coefficient (r2 ) indicates the closeness o f  

fit o f  the regress ion equation t o  the observations . The c omputed revenue 

values determined by the regression equations and the actual revenue 

values for the respective years are pres ented in Table 6-A. 

The table pres ents the revenue proj ections for the 19 75 , 1976 and 

1977  fiscal years . For 19 75,  sales and use tax revenue , with the base 

and rate s truc ture of 19 74 , would approximate $82 million . This would 

be an increas e o f  approximately $4 million over the previous year.  If  

the trend c ontinues , revenues would total over $95 million by 19 7 7 .  

An interesting aspect o f  the proj ections are the differences in 

revenue when hypothetical exemptions are applied to the regression 

�del .  Revenue losses from a clothing exemption would approximate 

$3 million ($9 5 . 7 million - $9 2. 7 million) in 197 7 .  Revenue loss from 

a food exemption would be nearly $14 million in 19 77 and nearly $ 1 7  

million i f  both food and clothing were exempted. 

The data proj ected from the original tax s eries from Table 6-A 

is plotted as a dashed line in Figure 6-1 . The figure shows the pro­

j ected revenue curve substantially below the actual revenue curve in 

19 74 .  I f  revenue followed the trend of the past three years , the 



Year 

19 70 
19 7 1  
19 72 
19 7 3  
19 74· 
19 75 
19 76 
19 7 7  

19 70 
19 71 
19 72 
i; 1 J  
19 /4 
1975 
19 76 
19 77  

19 70 
19 71 
19 72 
19 73  
19 74 
19 75 
19 76 
19 7 7  

19 70 
19 71 
1972  
19 73 
19 74 
19 75 
19 76 
19 77  

TABLE 6-A 

ACTUAL AND COMPUTED SOUTH DAKOTA SALES AND USE TAX 
REVENUE BY TREND LINE ANALYSIS , 1970-1977  

Compute d  

$2 3 , 222 , 200 
2 6 , l�4 0 , 300 
29 , 674 , 400 
32 , 912 , 500 
36 , 148 , 600 
39 . 384 , 700 
42 , 620 , 800 
45 , 856 , 900  

22 , 451 , 800 
25 , 59 3 , 000 
28 , 734 , 200 
31 , o 7 s , �oo 
35 ,016 ,600 
38 , 15 7 , 800 
41 , 299 , 000 
44 , 440 , 200 

19 , 481, 000 
22 , 30 7 , 100 
25 , 133 , 200 
27 , 9 59 , 300 
30 , 785 , 400 
33 , 611 , 500 
36 , 437 , 600 
39 , 26 3,  700 

18 , 728 , 800 
21 , 4 59 , 800 
24 , 190 , 800 
26 , 9 2 1 , 800 
29 , 652 , 800 
32 , 383 , 800 
35 , 1 14 , 800 
37 .  845 , 800 

TA · 

Ac tual 

Original 
$24 , 585 , 891 

25 , 889 , 87 3  
2 8 , 080 , 607 
32 , 226 , 636 
3 7 , 598 , 375 

Computed 

Tax Se ries 
$4 8 , 455 , 443 

55 , 170 , 330 
61 , 918 , 60 3  
6 8 , 675 , 223 
75 , 4 2 7 , 669 
82 , 1 80 , 115 
88 , 9 32 , 561 
95 , 685 , 00 7  

Clothing Exemp tion 
2 3 , 794 , 01 3  4 6 , 84 7 � 926 
25 ,066 , 25 1  5 3 , 40 2 , 354 
2 7 , 1 78 , 937  59 , 956 , 7 82 
31 , 197 , 6G 7  6 6 , 511, 2iG · 

36 , 433, 886 7 3 , 065 , 6 38 
79 , 620 , 065 
8 6 , 174 , 49 3  
9 2 , 728 , 921  

Food Exemp tion 
20 , 706 , 59 6  40 , 649 , 055 " 
21 , 823 , 94 8  46 , 545 , 9 95 
2 3 , 6 85 , 079 5 2 , 442 , 9 35 
2 7 , 401 , 25 7  5 8 , 339 , 8 75 
32 ,048 , 861 64 , 236 , 816 

70 , 133 , 756 
76 ,030 , 69 6  
81 , 9 2 7 , 6 36 

Food and Clothing Exemption 
19 , 914 , 7 16 39 , 0 79 , 514 
21 ,000 , 326 44 , 778 , 01 9  
2 2 , 783 , 409 50 , 4 76 , 523 
26 , 372 , 227 56 , 1 75 , 50 3  
�0 , 884 , 3 71 61 , 87 3 , 5 32 

6 7 , 572 , 0 3 7  
7 3 , 2 70 , 54 2  
78 , 969 , 046 

T 

Actual 

$5 1 , 300 , 921 
5 4 , 0 2 1 , 810 
5 8 , 59 2 , 995 
6 7 , 244 ,099 
7 8 , 452 , 770 

49 , 648 , 587 
52 , 30 3 , 240 
56 , 711 , 570 
6 5 , 09ci , 9 2;6 
76 , 022 , 94 6  

4 3 , 206 , 384 
45 , 537 , 850 

. 49 , 42 1 , 286 
5 7 , 1 75 , 462 
66 , 873,153  

41 , 554 ,047  
43 , 819 , 280 
4 7 , 5 39 , 861 
5 5 , 028 , 289 
64 , 443 . 329_ 
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SOURCE : Calculations derived from Tables 5-A , 5-B , 5-C and 5-D . 
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estima tes in Table 6-A would under�tate revenue for the next three years . ' 

It  is likely , however , that the f ive-year trend would b e  more indicative 

o f  future revenue than the three-year trend .  One reason for this is the 

recently observed s lowing of the rate of inflation. A s econd reason is 

. that per capita income in S outh Dako ta s eems to be stab ilizing and 

. actually declined b etween 1973  and 1974. The actual and proj ected 

revenues were a lso computed for the hypo thetical exemption s eries of 

Table 6-A but were no t shown in Figure 6-1 as the overall trend was much 

the same . 

· Trend line proj ection generally yields fairly reliable results 

over a short time period. The highly unstable e conomic s ituation which 

South Dako ta and th e United S tates have experienced recently limits the 

reliability o r  the proj ections o f  this chapter over any extended period 

of time . The factors affecting sales tax revenues such as population , 

inflation and e conomic growth are likely to change a great deal over 

lo.ng periods o f  time. For the short time period proj ected , the es timated 

tt:end should b e  a reasonable approximation o f  the t rue trend . 

THE INCOME ELASTICITY PROJECTION 

The analys is in Chapter V assumed the adj us t ed sales tax revenue 

series TA was functional ly related to  personal income. The income 
, t 

elasticity coefficient was es timated us ing the equation , log TA g log d 

+ e log Y . Given es timates o f  personal income and population, adj us te d  

sal es tax revenue can b e  proj ected us ing the equation coefficients 

obtained in Chapter v. Total sales and use tax revenue (T)  would b e  
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computed by multiplying the proj ected TA revenue by the R• B index for 

the respective year. 

The maj o r  problem involved in the proj ection o f  revenue us ing 

this method is the difficulty in obtaining reliable estimates of future 

per capita income and population.  Since the variables must b e  estimated, 

the. revenue proj ections will reflect the reliability of  the income and 

· . population proj ections . Also the application o f  the income elas ticity 

es timate ob tained in Chapter V implies a constant elasticity over both 

time and income levels . In fact , the income elasticity o f  the sales and 

use tax may change as both time and income change . 

Es timates o f  population and per capita personal income were 

ob tained through the use of trend line regression analys is . The method 

is the same as that explained earlier in the chapter and need no t be  

repeated. The resul ts o f  the analysis are presented in Tab l e  B-1 of  

Appendix B .  Th e  proj ections o f  per capita income and population are , · 

at b es t ,  rough approximations • 
. 2 The correlation coefficients (r  ) of  

• BB and . 82 , respectively, do no t indicate a very close fit o f  the 

.regression line to the observations . Th e  relatively large increases in 

per capita income after 19 72 are not well explained by the regress ion 

.line. I t  als o  seems unlikely that population will reach the almost 

· 700 thousand level proj ected for 19 77 . However, for lack of b etter 

es timates the proj ections were us ed. 

The regress ion equations used for proj ecting sales and us e  tax 

revenue , thrQugh the us e  of  income elasticity,  were developed in Chapter 

V. They are as follows :  



(5) Original Tax Series : log TA = -l e 15397 + . 7764 7 log Y , . 

(6) Clo thing Exemption : log TA' = -1. 18289 + . 78063 log Y ,  

(7) Food Exemption : log TA' = -1 . 349 7 2  + . 81094 log Y , . 
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(S) Food and Clothing Exemption : log TA' = -1. 39344 + . 81859 log Y .  

The actual p opulation and per capita income figures were used in 

the equations for the years 1970-19 74 . Proj ected figures were us ed for 

the years 1975-19 7 7 .  Converting per capita income to log figures and 

s ub s ti tuting into the equation provides a log TA .  Taking the antilog of  

TA and multiplying by population for the year gives the tax revenue 

adj usted for constant base and rate . Multiplying by the R• B index pro­

vides the calculated tax -revenue (T) . 

Th e  results o f  the proj e ctions for the four tax series are shown 

in Table 6-B .  Also , the original tax s eries proj ections ( from Equation 

5) are plotted in Figure 6-1 . The graphic illustra tions provides a 

quick pict ure o f  the results . For the first four years , the path o f  

proj ected revenue conforms rather well to the path of  actual revenue .  

Th e  proj ections for the last four years appear t o  b e  rather low and are 

lDUch lower than the time s eries proj ections . This may b e  due in large 

· par t  to the poor proj ections of per capita income and population. Given 

better income and population es timates the proj ection of  revenue for the 

lat ter years might appear more reliable .  

The elasticity method proj e ctions of the hypothetical exemption 

s eries follow much the same path for the first four years , the calcu­

lated revenues are fairly clos e to actual revenues but for the later 

Years the proj ections appear to underestimate revenue . Using this 



137 

TABLE 6-B 

ACTUAL AND COMPUTED SOUTII DAKOTA SALES AND USE TAX REVENUE 
BY INCOME ELASTICITY ANALYSIS , 1970-1977 

· ·Year 
TA T 

Computed Ac tual Compute d Actual 

Original Tax Series 
19 70 $2 4 , 0 31 , 890  $2 4 , 585 , 891 $50 , 144 , 9 4 2  $5 1 , 300 , 921 
19 71 2 7 , 539 , 640 25 , 889 , 873  5 7 , 464 , 213 54 , 0 2 1 , 810 
19 72 28 , 519 , 200 28 ,080 , 60 7  59 , 50 8 , 1 63 5 8 , 59 2 , 995  
19 7 3  34 , 13 3 , 550 32 , 226 , 6 36 71 , 22 3 , 0 6 5  6 7 , 244 ,099 
19 74 33 , 9 22, 680 3 7 , 598 , 3 75 70, 783 , 0 64 78 , 452 , 770 
19 75  33 , 230 , 4 70 69 , 338 , 6 99 
19 76 34 , 64 1 , 520 72 , 282 , 9 9 6  
19 77  36 , 150 , 240 75 , 431, 090  

Clo thing Exemption 
19 70 2 3 , 25 2 ,369  2 3 , 794 , 01 3  48, 518 , 394 49 , 648 , 587 
19 71 24 , 580 , 7 80 25 ,066 , 25 1  5 1 , 290 , 25 6  5 2 , 20 3 , 240 
19 72 2 7 , 608 ,000 2 7 , 1 78 , 9 37 5 7 , 606 , 853  56 , 7 11 , 5 70 
19 73  3 ,085 , 500 3! ,197 , 607  69 , 0 36 , 204 6 5 , 09 5 , 9 26 
19 7!+ J2 , e 12 , 400 36 , 43 3 , 886 6 8 , 591 , 5 50 76 ,022 , 946 
19 75 32 , 19 6 , 970 6 7 , 182 , 1 9 8  
19 76 33 , 575 , 840 .70 ,059 ,  348 
19 77  35 , 036 , 640 73 , 107 , 45 3  

Food Exemption 
19 70 20 , 200 , 912  20, 706 , 59 6  42, 151 , 22 3  43 , 206 , 384 
19 71 2 3 , 2 79 , 9 60 21, 82 3 , 9 4 8  48, 575 , 9 6 5  45 , 53 7 , 850 
19 72 24 , 140 , 000 2 3 , 685 , 079  50, 370 , 52 4  49 , 42 1 , 2 86 
19 73  29 , 112 , 500 2 7 , 401 , 25 7  60, 746 , 142 5 7 , 1 75 , 462  

19 74 2 8 , 9 1 6 , 800 3 2 , 04 8 , 86 1  60, 337 , 79 5  6 6 , 87 3 , 15 3  
19 75 28 , 366 , 130 59 , 188 , 76 7  
1976 29 , 54 8 , 400 61 , 655 , 691 

19 77  30, 9 51 , 120 64 , 582 , 60 7  

Food and Clothing Exemption 

19 70 19 , 4 88 ,01 7 19 , 91 4 , 716 40 , 66 3 , 6 9 7 4 1 , 554 ,047 

. 19 7 1  20 , 5 90 , 700 21, 000 , 326 42 , 9 64 , 55 5  4 3 , 819 , 280 

19 72 2 3 , 242 , 400 22 , 783, 409 4 8 , 49 7 , 59 2  4 7 , 539 , 861 

19 7 3  28 , 7 6 3 , 150 26, 372 , 22 7  60, 01 7 , 1 89 5 5 ,028 , 289 

19 74 2 7 , 89 3, 800 30, 884 , 37 1  5 8 , 203 , 20 3  64 , 44 3 , 329 

19 75 2 7 , 2 84 , 400 5 6 , 931 , 6 29 

19 76 2 8 , 510, 400 59 , 489 , 800 

19 77 29 , 809 , 680 6 2, 200 , 87 8  

SOURCE : Calculations derived from Tables 5-A , 5�B , 5-C , 5-D and 

Table B-1 of Appendix B .  

I 
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method, the e last icity coefficient represents the slope of the log 

equation and the slope increas ed as the exemptions were added. The 

higher e las ticity coefficient means that the remaining items in the 

tax bas e are respons ive to income changes . Thus even though a smaller 

.number o f  items in the t ax base yield smaller absolute amounts of 

revenue , the greater s ensitivity (elasticity) of  the tax bas e  yields 

· · relatively larger increases in revenue associated with the smaller tax 

bas e.  

SUMMARY 

The contents o f  this chapter have focused on the proj ections of 

sales and us e tax revenue. The methods us ed were very s implistic in 

�t �r� ncl we�� mear. t to give an indication of the �rend of futu�e 

revenue rath er than to provide a specific revenue fi gure for policy 

cons iderations . The problems associated wi th the me thods of revenue 

proj ec tion point to the need for more reliable models of revenue 

estima tion. 

Theoretically, proj ection by the use of the elas t icity es timate 

should give fairly reliabl e results if the elasticity coefficient does 

not change a great deal over a short span of time . The problem of 

obtaining r eliab l e  es timates o f  population and income data made th e pro­

j ections by this method appear unreasonably low. Both metho ds indicated 

an inc�eas ing trend in sales and use tax revenue over the period o f  the 

next three y ears . The rate of increas e will likely decline as the large 

increases in per capita income and the price level are not  expected to 

continue a numb er of years into the future. 
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Proj e ction on the basis of  the TA revenue series for both the 

time s eries and income elas ticity methods facilitates an easy method of 

dealing with bas e  and rate changes . If changes do occur , the regression 

equation need not b e  adj us ted rather the adj ustment can be  made in the 

R• B · index. This may prove very us eful in longer term proj ections of  

revenue where bas e and rate changes are likely to occur. 



CHAPTER VII 

SUMMARY ,  CONCLUSIONS AND RECOMMENDATIONS 

· '!b e· obj e ctive of this s t udy has been to present an intens ive 

analys is o f  the South Dakota retail sales tax. In l ine with this obj e c­

tive � majo r  c oncerns were the pos it ion o f  the So uth Dako ta retail sales 

tax in the total revenue-expendit ure s tructure , the adequacy o f  the sales 

tax and the e quit ab l e  trea tment of taxpayers under the sales tax. This 

chapter d eals with thes e concerns and sugges ts al te rnatives tha t can be 

· employed t o  improve the South Dako ta tax s truc ture . 

THE REVENUE AND EXPENDITURE STRUCTURE 
OF SOUTH DAKOTA 

The S outh Dako ta tax s tructure is based almo s t  exclus ively on 

consump tion t axes . Throughout the last ten y ears ove r 90 percent of the 

tax Tevenue genera ted in the state was from cons umption taxes . The 

sales ( and us e) tax and mo tor fuel taxes have a ccounted for nearly 75 

percent of to tal t ax revenue s ince 19 65. In 19 6 6 , the sales tax sur-

pas s ed the mo tor fuel taxes as �e leading source of s ta te tax revenue . 

The h eavy reliance on c onsmnption taxes and the already b road base o f  

the sales tax is likely to require tha t  any addit ional revenue generated 

through legis l ative change be either through increasing the rates of 

existing t axes or by the implementation of a new tax. Availabl e  sales 

tax bas e e xpans ions are limi ted in number. 

sou th Dako ta h as had no visib le problems mee ting i t s  revenue 

needs . Revenue growth has continually o utpa ced the growth in 
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expend itures . This s i tuation is likely due to a combination o f  three 

factors : (1) l egislative res traint with regards to s p ending , (2) le gis­

lative res pons e to tax increases and (3) heavy reliance on us er charges 

and federal aid . In this s ense the · total · revenue · s t ructure of S outh 

· Dako ta has b een adequate . Revenues have grown sufficient ly through 

time to mee t expenditures . 

Comparing the relative importance o f  the maj or s ources o f  South 

Dakota revenue t o  the national average is illuminatin g .  The relianc e 

on us e r  charges has b een nearly twice that o f  the national average . 

South Dakota also has been much more dependent than o ther st ates on 

federal aid in meeting expenditures . Due to the forego ing factors , in 

fi scal y ear 1972 only 44 . 1  percent of to tal revenues were generated by 

taxes . The national average for that year was nearly 6 1  percent . 

In addition , South Dakota has no t relied heavily upon taxes for 

a. numb er of yea.rs . In the eight-year period 19 65-1972 , the relative 

importance o f  taxes to the South Dakota revenue s truc ture has been fairly 

cons tan t  at about 45 percent of total tax revenue . The relative import­

ance o f  federa l  trans fers during this same period has somewhat decreas ed 

while th e relative impor tance o f  user charges has incre as e d .  

Total state expendit ures increased by $100 million b etween 1965 

and 19 72 . Th e  compos it ion o f  expenditures also changed during this 

time . Fo r a number of years h ighway expenditures cons tituted the largest 

proportion o f  the South Dako ta budget . Ed ucation outlays now account 

fo r the great�s t proportion of s tate expenditures followed clos ely by 

expenditures on highways and then by public health and wel fare . 
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SALES TAX ADEQUACY :AND EQUITY 

S outh Dako ta has b ecome heavily dependent on the sales (and use) 

tax for generating tax revenue. Sales tax revenue to taled $15 million 

in 19 60 and accounted for only 33 percent o f  to tal tax revenue. By 1974 

. such revenues had reached $75 million and accounte d  for over 50 percent 

of tax revenue . The base and rate structure o f  the sales tax remained 

alnX>st t.mchanged for nearly 25 years . Within the las t 15 years the 

sales tax s t ructure has undergone e�tensive change . Legislative changes 

in the sales tax base and rate have been important in explaining the 

drama.tic increas e in s uch revenue. 

Tax adequacy as used in the s tudy requires that tax revenues grow 

automatically such that they will b e . suff!cient to mee t
.
additional 

expendi tures at a given point in time and also through time witho.ut 

continuous changes in the tax structure. Tha t sales tax revenues did 

not automatically grow at a suf ficient rate is explained by the esti­

ma ted value of the income elas ticity coeffic ient o f  sales tax revenues . 

To es tima te the income elasticity of the sales tax, sales tax 

revenue was assumed to be functionally related to personal income , where 

· · personal income was used as a proxy for economic growth . To gain a 

revenue s eries which reflected only economic growth,  it was necessary 

to remove revenues due to changes in the legally defined base and rate 

s tructure of the tax. Indices were developed which reflected changes 

in the sales t ax base and rate relative to the bas e and rate s tructure 

that had existed in 19 61. 
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The indices allowed the divis ion of sal es tax revenue for any 

year into the following factors : (1) revenue due to l e gislative base 

changes , (2) revenue due to legislative rate changes , (3) revenue due to 

e conomi c growth and (4) revenue of the 19 61 base y ear. The base year 

revenue r e flec ted revenue that would have been yielded by the sales tax 

st ruc t ure in s ub s equent years had no bas e changes , rate cha.nges or 

e conomic growth o ccurre d .  

Th e · s t udy dealt with sales tax revenues generated during the 

fourteen-year p e rio d 1961 through 19 74 . During this time a to tal o f  

$52 8. 8 million in s al es ( and us e) tax revenue was collec te d .  Bas e  

changes o ccurring d uring the period accounted for $18 . 2  mil lion and ra te 

ch�nges fo r $189 . 9  million of this revenue. Revenues of $ 8 7 . 1  million 

were contrib uted through economic growth . Bas e year revenue to taled 

$23 3 . 6 million for the fourteen years . 

Th e  prece din g s ta tistics show tha t  nearly hal f ,  48 . 3  percent , o f  

the revenue genera ted in the fourteen-year perio d was the direct result 

of legislative changes in the s ales tax s tructure . E conomi c growth , the 

fac tor which is indica tive o f  ta� adequacy, accounte d for only 16 . 5  per­

cent o f  the revenues generate d  over the period. 

Th e  e s tima te d income e las ticity coefficient of the S outh Dako ta 

sales tax was . 776 . The estimate can be interpre te d  as fo llows : a 10 

percent increas e in South Dako ta p ersonal income will lead to a 7 . 76 

percent increas e in s ales tax revenue o ther things remain1ng cons tant . 

The elas ticity coe ffi cient is les s than one indicating tha t the s ales 

tax is an ine las ti c source of tax revenue . Changes in pers onal income 
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will lead · to relatively smaller changes in sales tax revenue . Tax ade­

quacy is generally implied with an e lastic coefficient ( greater than 

one) . E las tic  t axes wil l  show relatively greater changes in revenue 

when personal income changes . 

Further veri fi cation as to the inadequacy o f  the sales tax is 

shown by comparin g  the income e lasti cities of the state sales tax and 

state expen di.tures . Expenditure elasticity , s imilar to i t s  tax revenue 

elasti ci ty c ounterpar t ,  estimates the responsiveness o f  s ta te expendi­

tures to changes in personal income . More specifically ,  expenditure 

elas ti city measures the res ponsivenes s  o f  the South Dako ta Le gislature 

to the in creas ed demands fo r p ublic goods and s ervices arisin g  from 

expanding l eve ls o f  p ersonal income . The estima te d c o e f fi cien t for 

expenditures was 1 . 0 79 meaning that a 10 percen t increas e in S outh 

Dakota pers onal income will lead to a 10 . 79 percent increas e in expendi­

tures o ther things remaining cons tant . 

Increas es in pers onal income in S outh Dako ta have led to rela-

tively larger increases in expen ditures than in sales tax revenue . 

According to the c ri teria s e t  forth on tax adequacy , the South Dako ta 

sales tax was inadequa te without le gislative ass istance to meet growing 

expendit ure needs . '!he es t imated elas ti city coeffic i ents o f s ales tax 

revenue and e xpenditures sugges t revenue shortages will occur in the 

future unless legislative changes in the tax s tructure oc cur . 

S ince the S ta te Cons titution o f  South Dako ta requires an almos t 

yearly balan c�d budge t ,  the expendit ure programs are l ikely to be t ied 

almost directly to revenues . Yearly revenues mus t be estimated so that 
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expendit ures are most likely tied to the low estimate of revenue in 

order to avoid a budget deficit . Thus new expenditure pro grams are 

likely to be financed through changes in the rates or bases of the tax 

s tructure . Th e  resul t o f  this is that  budget surpluses may occur for 

most years due to the importance of some of the revenue ·sources besides 

taxes . 

The South Dakota retail sales tax is an inequitable s ource of 

revenue in the s ens e that low-income individuals and families must 

allocate a relatively larger proportion of their income towards sales 

tax paymen ts as compared to higher income individuals ·and famil�es . Th e  

broad base o f  this tax contributes t o  the degree o f  regressivity. In-

clus ion o f  vi rtually all the necessities of li fe places b o th a large 

relative and ab solute burden on the poor. 

RECOMMENDATIONS FOR IMPROVING THE 
soum DAKOTA TAX STRUCTURE 

The s ales tax ,  although an .inadequate . and inequitable source o f  

tax revenue , h as  had several characteris tics which made i t  a good source 

of tax revenue for South Dakota. The sales · tax was capable of generat-

ing a subs tantial amount of revenue at a low administrative cos t and 

also spread the cost of government among all the ci tizens o f  the s tate . 

Because o f  the large amount o f  touris t trade in South Dakot a ,  the sales 

tax also exported some o f  the cos t  of government to nonresidents. The 

sales · tax should not be removed �tirely from �he ta� s truc ture . : - · = 

. Rather � the �eliance on thili revenu� generator might be reduced to a 

smaller role . 
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The S tate of South Dakota has seve ral alterna tives avai lable to 

improve the a dequacy and equi ty of the s ales tax and thus t he tot al tax 

struc ture .  S ome o f  the al terna tives c an b e  us ed t o  improve both adequac y 

a nd equity, others only imp rove one or the other. 

Exten ding the S outh Dakota s ales tax base to i nclude - only and · all 

.final consumpti on goods and s e rvices could be use d  as a means of making 

the sales t ax more equitab le. Not taxing all goo ds and s e rvices pur­

chas e d  at the re tail level and not re aching the s avi ngs portion of 

i ncome i ntens i fies s ales tax regress ivity . Taxing all final cons umption 

would likel y  i nc re ase the e ffe c tive tax r ate of all t axpayers but the 

l arges t i nc rease would b e  at the hi gher i ncome leve ls .  Sales tax 

regressivity would thereb y  be reduce d G  Such a base change would likely 

involve greate r adminis tra tive c os t ,  "base <ie fi nitional prob lems and 

public resist ance. 

S outh Dakota present ly e mploys a limite d  tax c re di t  p rogram to 

re duce the degree o f  regressivit y  of the s ales tax for the e lde rly and 

h andic appe d. Exte nding the program to i nc lude all low-income individ­

uals and families in South Dakota would re duce the regres.s ivity of the 

sales tax for all low-i ncome groups in the s t ate . B roadening the cover­

age would , however,  resu lt i n  greate r cos t  due t o  the incre ased number 

of applications for refunds . 

An al te rn ative which could be employed to improve both the 

adeq uacy and e q uity of the s ales tax would be the adoptivn of a food 

a n d/or clothing exemp tion from the s ales tax bas e .  Regress ivity would 

be les sened as these exempti ons would subs tanti ally re duce t he e ffective 
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· tax rate for low-income persons relative to high-income persons . The 

exemptions would also reduce the inelasticity of the sales tax thereby 

improving adequacy . The es timate d income elasticity coefficients with 

a clothing exemption, a food exemption and a food and clo thing exemption 

J were . 781 ; . 811 and . 819 , respectively. Adoption of the exemptions 

would no t substantial ly increas e administrative costs b ut wo uld resul t 

in the los s of  large amounts of revenue ($14 million in 1974) . 

To s upplement the revenue loss from tax relief to low-income 

groups , the exis ting tax structure would have to b e  changed to allow 

for the same level of expenditures . The only o ther taxes in the South 

Dako ta tax st ructure tha t would be capable of generating s uch large 

amounts o f  revenue are the motor fuel taxes . Ano ther pos s ib ility would 

be to spread the needed tax increas e throughout the entire tax struc ture . 

This would involve mainly rate changes as the tax s truc ture , with the 

exception o f  the sales tax, is composed primarily o f  specific consumption 

taxes . 

Another potential alternative 'to restore the revenue losses due 

to either the extens ion o f  the tax credit program or the adoption o f a 

· · food and clo thing exemption would b e  the incorpora tion of  a state per• 

sonal income tax. S tate personal income taxes are both income elasti c  

an d  have progressive tax s tructures thereby contributing t o  overall tax 

adequacy and tax equity .  Adoption of a food and clo thing exemption and 

a personal income tax would improve overall tax adequacy by making the 

sales tax les s inelastic and adding an e lastic source . of revenue to the 

total tax revenue structure . At the same time overall tax equity . would 
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be improved by the adoption of a progress ive tax and by reduc in g  the 

d.e gree of regressivity o f  the sales tax. Adoption of an income tax 

could also facilita te greater e fficiency in the handling of an extended 

South D ako ta tax credit pro gram by applying the credit directly to the 

income tax form. 

Two s uggestions for further research follow direc t ly from the 

above discussions . Firs t .  elas ticity estima tes should b e  calculated for 

each o f  the taxes and the tax structure o f  S outh Dakota as a whole 

employin g the method o f  this study. Secondly , the h eavy reliance on 

federal aid in South Dako ta implies a shifting of political power from 

the state to the federal - level o f  governmen t .  This should b e  wei ghed 

agains t the pos s ibility of increasing state tax revenue . to lessen the 

in fluence o f  the feaeral government in South Dako ta . Also the large 

amo unt of federa l  aid received by South Dako ta should be analyze d  in 

terms o f  the c ash flows to and from the federal goveTtl1llent to determine 

whether 1:00 re or les s money is returned to the state in the form o f  

federal aid than i s  withdrawn in the form of federal taxes . 
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The p rocedure used to adj ust for base changes involved estimating 
revenues due only to the base changes . To help in understanding the 
procedure that was employed the base change of Ch .  26 7 ,  Laws o f  19 69 , 

which placed the sales tax on b eer and alcoholic beverages , is used as 

an example .  

S ince the sales taxation o f  beer and alcoholic b everages became 

e ffective on July 1 ,  1969 , sales tax revenues were not affected until 

fiscal year 19 70.  The first task was to Jetermine which businesses were 

influenced by the base change. The task was easy for this base change 

as a specific s ubdivision o f  "Beer Parlors - Liquor Stores" was listed 

under the broad " food" group . Revenue increases for this base change 

occurred entirely within this subdivis:f.on. 

Not all sales by beer parlors and liquor stores were composed of 

alcoholic beverages. Revenues would also include taxable sales of  food, 

nonalcoholic beverages and sundry items . Since economic growth may have 

caused revenues from beer parlors and liquor stores to increase without 

the base change, this was given consideration when making the adj us tment 

so as not to take out the revenue resulting from economic growth. 

The data reflecting sales tax revenues from b eer parlors and 

liquor stores was as follows : 

· Fiscal Year 

196 7  
1968 
1969 
19 70 

Revenues 

$ . 78, 377 
89 , 295 

. 98 , 4 9 7  
1 , 691 , 891 x . 75 - $ 1 , 2 6 8 , 918 
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Since the rate also increased in 1970 from 3 to 4 percent , the revenues 

fo r 19 70 were a dj usted to take out the increase in revenue due to the 

rate change . The ra te increase was 1 percent therefore 25 percent of 

. the revenues w e re  due t o  the change i n  rate. Mul tiplying b y  . 75 adj us ted 

the revenue in 1 9 70 to reflect the 3 percent rate o f  th e  previous years . 

The change in revenue b etween 1967 and 1968 was $10 , 91 8 .  'Ibis 

reflected economic growth tha t occurred in this part of the base be tween 

those two years . Economi c growth b etween 19 68 and 19 69 was $ 9 , 202 . The 

change b e tween 1969 and 19 70 was , a t  a cons tant rate of 3 p ercent , equal 

to $1 , 1 70 , 42 1. S ince par t of the 19 69-1970 revenue involved economic 

growth , tha t part of revenue had to be subtracted out of the total 

revenue change to yield the revenue due only to the bas e change . The 

amount o f  economi c growth to b e  subtracted was taken to b e  the ave rage o� 

the e conomi c growth that h a d  o ccurred i n  the two previous y ears . Thus 

$10 , 19 8  + $9 , 22 02 + 2 = $10 ,060 was the amo unt of economic growth sub-

trac ted out of the change in revenue between 19 69 and 19 70 to arrive at 

the actual revenue d ue to the base change , or $1 , 16 0 , 361. This last 

amount was taken t o  be the estimaeed amount of revenue due to the expan� 7 

s io n  o f  the sales t ax base to include b eer and alcoholic b everages 

during the init ial year o f  the base change. 

I f  this h ad b een the only base change that occurred b etween 1961 

and 19 74 the 19 70 index would have b een computed by s ub t racting the 
, 

$ 1 , 160 , 361 from the actual revenue o f  1970 and divid ing this into the 

actual revenue of 1970.  Expres sed ma thema tically , T/ (T-A) = B where 

T is the ac tual revenue for the year , A is the amount of adj ustment and B 
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is the bas e  index . (Indices are generally expressed us ing 100 as the 

bas e year . The term B is thus mul tiplied by 100. ) Also from the 

formula it c an b e  seen that T - A = T/B so tha t future adj us ted totals 

will equal actual revenues for a year divided by B ,  the bas e index. 

S ince bas e changes previous to 19 69 had occurred in the sales 

tax, they had t o  be taken into account when the adj ustment fi gures 

were s ub t rac ted .  The o ther base changes o ccurred in 1 9 64 and 1966 and 

the adj us tmen t for 19 70 amounted to $1 , 044 , 2 40 . Adding this figure 

into the b eer and l iquor adj us tment of $ 1 , 1 6 0 , 361 the to tal adj ustment 

became $ 2 , 2 04 , 601 . Us ing the above formul a yielded 5 1 , 300 , 9 21/ (5 1 , 300 , 9 21 

- 2 , 204 , 601) x 100 = 104 . 4 9 . The other base changes were computed in the 

same fas h i.on . 



Equat ion 

(Original Ta.� Series) 
(4) lo g TA .,. lo g d + e lo g y 
(5)  log TAB a lo g d + e log y 
(6) lo g TAR • log d + e log y 
(7) l o g  T • log d + e log y 
(8) log E • lo g d + e log y 

(Clothing Exemption) 
. (4) log TA' • log d + e log y 

(5) lo g TAB ' • lo g d + e lo g y 
(6)  log TAR' • log d + e log y 
(7)  l o g  T' m lo g d + e log y 

(Food Exemp tion) 
(4) 1og TA' • log d + e lo g y 
(5 ) log TAB ' • log d + c log y 
(6) log TAR' • log d + e log y 

(7) log T' • lo g d + e log y 

(Food and Clo thing Exemption) 
(4 ) log TA' a lo g d + e log y 
(5) log TAB ' • log d + e log y 
(6) log TAR' • log d + e log y 
(7) log T ' • log d + e log y 

TABLE A-�. 

COMPILATION OF Tm: RESULTS 0F THE REGRESSION ANALYSIS 

S tandard 
Re gress ion 

Intercep t 
S tan dard Computed 2 Error 

. Coe f fi c.i ent E r::o r T-Va.lue 
r 

o f  
(e) (d) (e) (e ) (adj) 

Es t imate 
(adj ) 

• 7 7 64 7 -1 . 1539 7  . Ol. 3 1 4  17 . 99 9  ' .98 2 . 0 22 
1.63281 - 3 .  93635 . 1119 1 14'. 5 9 1  · . 9 7 3  . 0 5 7  

. B2518 -1 . 30919 . 04 1 7 8  19 . 748 ' . 9 85 . 0 2 1  

1 . 6 8155 -4 . 09169 . 11 75 9  14 . 300 . 9 72 . 060 
l . 07 9 3 7  -1 . 2 7617 . 11289 9 . 56 1  . 9 69 . 023 

. 78063 -1. 1 8289 . 04531 17 . 94 3  . 9 8 2  . 022 
1 . 6 3 714 - 3 . 96599 . 11310 14 . 4 75 . 9 7 3 . o ss 

. 829 2 7  -1 . 3 3 791  . 04 2 3 2  19 . 594 . 985 . 0 2 2  

1 . 6 8575 -4 . 12081 . 11876  14 . 19 5. . 9 71 
I . 0 61 

. 81094 -1. 349 72 . o.: 46 2 18 . 1 '5 · . 9 87 . 02 3  
1. 66738 -4 . 1 3255 . 11 432 14 . 5 86 . 9 7 3  .058 

. 85940 -1 . 50408 . OL, 347 19 . 7 72, . 9 85 . 022 
1 . 7 1587 -4 . 28700 . 1199 3 14 . 30 8 . 9 72 . 061 

. " '· ... .. �1 
. 81859 -1 . 39 343 .04 504 1 8 . 175 . 982  . 023 

1.6  72 3 7  -4 . 16 7 78 . 11370 14 . 709 . 9 7 3  . 058 
' . 86629 -1 . 5 4535 . 04421 19 . 5 9 5  . 9 85 . 023 

1 . 7 2264 -4 .  32785 . 12074 14 . 268 . 9 72 .062  

Durbin-
F-Value Wa tson 

S tatis t ic 

39 3 . 9 54 1 . 6 798 
212 . 894 1 . 7555  
3 89 . 9 9 3 1 . 9 58 3 
204 . 4 84 1 . 7 199  

91 . 414 2 . 4t71 

321 . 94 6 1 . 7074 
209 . 5 14 1 . 7639 

383 . 911 1 . 9 7 76 
201 . 491  1 .  7 281 

3 30 . 3 36 1 . 70 74 
212 . 744 1 . 7404 
390 . 9 29 1 . 9 622 

204 . 706 1 . 7081 

3 30 . 3 34 1 .  7707 
216 . 355 1 .  769 3 

38 3 . 9 3 2  , 1 . 9 9 7 1 
20 3 .5 65 1 . 7085 

Von-
Neumann 

Ra tio 

1 . 80 9 3  

1. 89 06 
2 . 1094 
1 . 8 1 2 2  

2 . 7965 

1. 8324 
1 . 8996 
2 . 129 7 
1 . 8611 

1 . 8 388 
l . 8748 
2 . 1133 
1 . 8394 

1 . 8719 

1. 9055 . 
2 . 2 363 
l. 8400 

..­
\.11 
...., 



. .  Year 

19 61 
19 6 2  
196 3  
19 64 
19 6 5  
19 66 
1967 
19 6 8  
19 69 
19 70 
19 71 
19 72 
19 73 
19 74 

TABLE A-2 

POPULATION AND PER CAPITA PERSONAL INCOME FOR 
SOUTII DAKOTA, 19 61-1 9 74 

Population Per Capita Personal 

6 9 3 , 000 $ 1 ,  771 
705 , 000 1 , 9 9 6  
708 , 000 1 , 89 9  
701 , 000 1 , 861 
6 9 2 , 000 2 , 176 
6 8 3 , 000 2 ,425 
6 71 , 000 2 , 549 
6 69 , 000 2 , 785 
6 6 8 , 0 00 2 , 9 37 
6 6 6 , 257 3 , 101 
6 74 , 000 3 , 283 
6 8 0 , 000 3 , 76 6  
6 85 , 000 4 , 713 
6 8 2 , 00 0* 4 , 691* 
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Income 

S OURCES : Per Capita In come Data : u .  s .  Bureau of the Census , 
· · survey o f  Current Bus iness (U . s .  Government P rinting Offi ce) , selected 

issues . 

Popul ation Data : S outh Dako ta Depar tment of Heal th , South Dako ta 

· vi tal S ta tis t i cs Annual Report 19 7 3  (Pierre , South Dako ta , 19 74) . 

*Deno tes estimate . Population estimate provided by Rob ert Wagne r ,  
As sociate Profes sor o f  Rural S ociology, South Dako ta S tate Univers ity . 
Per Capita In come es timate provided by the Bus iness Research Bureau, 

,Univers ity o f  S outh Dako ta. 
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TABLE B-1 

POPULATION AND PER CAPITA PERSONAL INCOME 
· · · · · · ·  . . .  PROJECTIONS FOR .SOUTH DAKOTA, 19 70-1 9 7 7  

160 

. . . . . . .  
. . - . . .  

· ·Year 

1 9 7 0  
1 9 71 
1972 
1 9 7 3  
19 74 
19 75 
1 9 7 6  
1 9 7 7  

POPULATION 

· · comou te d  

6 70 , 130 
6 73 , 9 3 0  
6 7 7 , 7 30 
6 8 1 , 5 30 
6 85 , 3 30 
6 89 , 130 
69 2 , 9 30 
6 9 6 , 7 30 

· · Ac tual 

6 6 6 , 25 7  
6 74 , 000 
6 80 , 000 
6 85 , 00 0  
6 8 2 , 000 

Th e  re gres s ion equation us ed fo r the proj e c tion was 
p = 6 35 . 9 3  + 3 . SO (t-19 61) , Sy. x 

= 2 . 83 ,  r2 = . 82 

· ·Year 

19 70 
1971 

.19 72 
19 7 3  
19 74 
19 7 5  
19 7 6 . 
19 7 7  

PER CAPITA PERSONAL INCOME 

· computed 

3409 
36 31 
3 8 5 3  
40 75 
42 9 7  
4519 
4741 
4 9 6 3  

· Actual 

3101 
32 8 3  
3 7 6 6  
4 7 1 3  
4691 

The regres s ion e quation us ed for the proj e c tions �as 
. PI = 1410 . 91 + 2 21 . 98 ( t-1 9 61) ,

. 
S

Y• X 
= 2 99 . �2 �

. 
r . = 

. • �a . .. . .  ·
.
·

.
· 

SOURCE : Calculations d erived from Table A-2 o f  Appendix A. 
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