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EXECUTIVE OR
Providing for ¢

Minnesota Tax Study Commission

I, RUDY PERPICH, GOVERNOR (
by virtue of the authority vested in me
statutes, do hereby issue this Executive

DER NO. 83-33
_reation of a

OF THE STATE OF MINNESOTA,
by the Constitution and applicable
Order:

" WHEREAS, the tax system of Minnesota is complex, many-layered, often

controversial and sometimes inequitablle

WHEREAS, there has been no th
including both state and local taxes, fo

WHEREAS, tax changes have been

the system as a whole and sometimes

effects; and

; and

orough review of the tax system,
k more than twenty-five years; and

‘,made piecemeal, without regard to
without knowledge of long-term

WHEREAS, confidence in the Minn‘esota tax system has suffered; and

WHEREAS, the citizens of Minnesota deserve a systematic and learned
review of tax and economic policies in clrder to provide goals and directions

for Minnesota into the twenty-first cent

NOW, THEREFORE, I order:

1. There is hereby created a Minn

tury;

esota Tax Study Commission, its

chairperson and members to be appoinLted by the Governor.
2. It shall be the duty of this Comn‘iission to obtain funds from private

and public sources in order to hire
necessary for an extensive study of state

3. Funds received by the Commission

State Treasurer and Commissioner o

Statutes Chapter 7, become the propert
Funds shall be subject to all standa

a staff and perform the research
and local taxes and economic goals.

shall, upon their acceptance by the
f Finance pursuant to Minnesota
ty of the State of Minnesota. Such
rd state accounting methods and

procedures and shall further be subject to all appropriate auditing

requirements and mechanisms.

4. The Commission is charged
policymakers of Minnesota a descrip

Minnesota economy and of the tax

Commission is expected to synthesizs

perform new research when required.

with providing the citizens and
tive and analytical survey of the
structure as it now exists. The
research already completed, but




5. The Commission’s goal will be, after extensive research and discussions
with citizens throughout the state, to recommend tax policies which will
remove inequities, promote economic growth, stabilize revenues for state
and local governments, meet the nl%eds of Minnesota’s people, and provide
Minnesota with a competitive position among the states. :

6. The Commission’s study shaibl include, but shall not be limited to the
interrelationships of state and local governments through taxes and state aid
payments, the relationship betweeﬁ taxes and business expansion, the need
for and usage of property tax reliefl}arograms, the state sales tax and its base,
simplification of the income tax system, optional local taxes, the effect of
tax policy on development of jobé, the use of tax policy to foster growth
industries, tax policy relating to aEricultura.l land, the problems of border
areas because of interstate tax différences, the relationship of state spending
levels to tax revenues, the appropria‘te mix of taxes, and the effect of taxes on
Minnesota’s position among state rankings.

7. The Commission may issue reports as it deems fit, but shall make a full
report and recommendation to thé Governor and Legislature by December
15, 1984. |

8. The Commission may adopt its own rules for the conduct of meetings,
hearings, and deliberations, but |the goal will be to invite wide public
participation and enhancement |of the public’s knowledge about the
Minnesota tax system.

Pursuant to Minnesota Statutest 1982, Section 4.035, this Order shall be
effective 15 days after publication in the State Register and filing with the
Secretary of State and shall remain in effect until it is rescinded by proper
authority or it expires in accordance with Section 4.035, Subdivision 3.

IN TESTIMONY WHEREOF,|I hereunto set my hand this 8th day of
August, 1983.
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MINNESOTA TAX SFUDY COMMISSION

400 NORTH ROBERT STREET
SUITE 920
ST. PAUL. MINNESOTA 55101
612-297-1133

Jﬁecember 15, 1984

The Honorable Rudy Perpich
Governor

State of Minnesota

130 State Capitol

Saint Paul, Minnesota 55155

Dear Governor Perpich:

On behalf of the Minnesota Tax Study Commission, we take pleasure in
transmitting this Report that fulfil{s your Executive Order No. 83-33
providing for a systematic and evenhanded analysis of the Minnesota state
and local tax system. During the pﬁst fifteen months, the Commission
examined the economic, demographiL: and fiscal impacts of nearly every
type of state and local tax and its altérnatives. The results of this work are
presented in this two-volume report.

Volume I presents the findings and recommendations of the Commission,

- followed by a detailed set of infoL'mation that provides the factual,
institutional, and analytical backgrc;hmd against which the Commission
considered the various tax issues and reached its conclusions. In the process
of writing this Report, the Commisfion engaged the services of several
technical experts to prepare rese'archigapers on a wide range of concerns
pertaining to Minnesota’s tax and revenue system. The quality of these
papers is such that they are of value bJ;yond our purpose here. Accordingly,
they are presented as Volume II of this report.

The tax policy goals and recommendations set forth herein represent a
coordinated program of tax reform for Minnesota’s future. They provide for
an equitable, simple, efficient and competitive state/local tax system, a
system that the people of Minnesota ¢an understand and control, and that
will meet their needs into the twenty-first century. As such, the Report
merits earnest consideration by all citizens and their elected representatives.

The report is the product of many hours of private study and public
debate by a group of Minnesotans who represent a broad cross section of

Xiii




this state and who gave many, many hours of their time to this effort. The
Commission addressed the important fiscal issues and questions that all
Minnesotans must face in the years ahead. The Commission served without
remuneration and with a commitment to lay out directions for tax policy
that will continue Minnesota’s long tradition of structuring public policy in
a manner that is to the benefit of all of Minnesota’s citizens.

Respectfully Submitted,

Members of the Commission
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Part 1
The Institutional and Economic

Framework




1
Summary of Findings and
Recommendations

INTRODUCTION

Historically, Minnesotans have demonstrated a commitment to excellence
and equity in the responsibilities they a‘ssign to their government.

They sought excellence in education, in health and welfare, in the quality
of community life, and in individuai opportunity and creativity. They
accepted taxes higher than the national Qverage as the price they were willing
to pay. )

They pursued equity not only in|the services they asked of their
government but also in the method of paying for them. Minnesota became

known for fiscal innovations undertaken to spread the tax burden with

fairness.

Intricately. constructed systems need iperiodic examination because, over
the years, small actions* tAKen i fésponse to specific needs become an
unwieldy collection of rules. Policies ad{opted to address concerns within the
state have produced harmful comparisons to other states. A major concern
arising in recent years has been whethér Minnesota’s tax structure inhibits
economic growth and is achieving the c‘aquity goals once promised for it.

The Minnesota Tax Study Cominissién was created by the.executive order
of Governor Rudy Perpich to conduct a systematic and evenhanded
examination of the Minnesota system.l’The charge was to recommend tax
policies that will remove inequities, promote economic 'growth, provide
Minnesota with a competitive position among the states and meet the needs
of Minnesota’s people as they move info the twenty-first century.

The commission began with a thorough review of the demographic and
economic trends in the state. It then examined nearly every recognized tax
device and the alternatives available to the state. It carefully considered the
historical reasons for our tax system, the views of the public regarding
Minnesota’s present taxes, and the present intergovernmental relationships.
The result is this report to the people of Minnesota. It is a set of guiding
principles, goals, and recommendations that will provide a simple, rational,
and fair state/local tax system, a system that the people of Minnesota can
understand and control.




FINDINGS AND RECOMMENDATIONS

CRITERIA FOR JUDGING A STATE/LOCAL TAX SYSTEM

GUIDING PRINCIPLES FOR TAX REFORM

The commission first established a set of principles that make explicit the

philosophical framework as |well as the practical limits for the
recommendations that follow. These principles are:

¢ Public values embodied in|the tax law should be explicit and

visible. The Minnesota tax system is an expression of community
relationships among individuals and between the people and their
government. Giving tax relief to classes of taxpayers is not inherently
wrong; however, preferential {reatment should be clearly shown and
satisfy an agreed-upon set of i}o’vﬁcy goals. Policy should be written in a

manner that does not obscure which class of individuals or institutions
actually bears the tax burden when another class receives relief.

Use of the state/local tax system to achieve social and economic goals
should be minimized. Our recommendation is practical, not
philosophical. A state operates kn an “open economy” characterized by a
free flow of goods, services, anh factors of production across its borders.
Openness requires a fiscal systc"m- competitive with those in other states,
and it restricts a state’s ability té) secure major changes in the distribution
of income or in the levels of oﬁtput and prices through budget policy.
Within limits dictated by econojﬂic reality, Minnesota’s tax burden should
be distributed according to ability to pay. Minnesota state and local
taxes paid as a percentage of ingome should increase with higher income.
But the overall or net effect of the tax system is more important than the
effect of a specific tax such as khat on income.

The standard for government’s fiscal accountability should be
high. With respect to different levels of government, this principle
requires open and clear commu‘nication between the level that mandates
services and the unit that levies[ the taxes to pay for those services. The
principle also requires that ta:ﬂ policy be enacted visibly and explicitly
rather than through thoughtless expediency or neglect.

Although reform of the tax sysfem inevitably creates winners and losers,
that is no reason for inaction. Devices to ‘“hold harmless” or
“grandfather” existing arrangements will imbed inequities within the
system and thwart reform. If some transition mechanisms are required,

they should be of short duration.

GOALS FOR MINNESOTA’S TAX SYSTEM

The commission adoptéd six |goals for Minnesota’s tax system and

recommends their continuing use [in examination of the system. They are:

e FEquity. Tax burdens should be distributed according to the principles of

benefits received and ability to pay; they should also be consistent with
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the overall distributional objectives|of the state. For those activities to
which the benefits principle does not apply, ability to pay requires that

. individuals with equal economic caﬁ)acities pay the same amount of tax
(“horizontal equity”) and persons with a greater capacity bear larger tax
burdens (“vertical equity™). )

o Certainty/Predictability. Taxes silould be designed to give fiscal
certainty to the taxpayer and government and lessen the need for ad hoc
legislative changes.

e Simplicity. Tax law should be easihj understood by taxpayers in order to
minimize administrative and compliance costs.

® Neutrality.  Taxes should be design‘Ed to avoid unintended interference
with private (consumer, worker, producer) economic decisions.

e Competitiveness. Minnesota’s tax |rates and tax burden distribution
should be compared to those of other states, and then evaluated for their
effects on the growth of the state’s ecbnomy and employment, and on the
migration of residents as the state competes for economic activity.

® Political Accountability. Changes in tax burden or distribution of the
tax burden should be the result i‘)f explicit and/or fully disclosed
legislative actions rather than the effect of hidden or complex economic
and institutional (e.g., intergovernmental) arrangements.

These goals do not stand in isolation from each other. Tradeoffs are
essential in making tax policy because no perfect tax or tax mix exists. The
challenge to policymakers is to design\ a tax structure that achieves these
goals while, at the same time, it remains consistent with the guiding
principles stated above.

HIGHLIGHTS OF FINDINGS

A detailed discussion of the comm\ission’s‘ findings, conclusions, and
recommendations is provided in subsequent chapters. Here are the essential
elements: r

® Powerful economic, demographic, and technological changes are
occurring in Minnesota, the nationL and the world. Although these
changes are largely beyond control or manipulation by Minnesota (or by
any state government), they cannot bi; ignored in the design of the state’s
tax structure. Indeed, quite the opposite is true: in designing a tax
structure that will enable Minnesotaq to compete for jobs in the coming
years, and thereby provide an enviroPmem that enhances the quality of
life for all its citizens, the state must have a fiscal structure that flows with
and captures the fiscal benefits of tﬁese powerful changes. Attempts to
use a state/local tax system to reversé these economic, demographic, and

technological trends will only result in a failed and costly policy.
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e The clear evidence is that Minn
be among the strongest and h

relative strength stems in part

people. Unfortunately, it is als
has become so high relative
employment growth, and the s
being slowed as a result. It foll
overall tax reduction. In turn,

public spending be slowed.

FINDINGS AND RECOMMEN

DATIONS

esota’s economy has been and continues to
ealthiest of the fifty states. Minnesota’s
from the productivity and creativity of its
o clear that Minnesota’s overall tax burden
to other states that its economic and
ocial benefits that accompany growth, are
ows that tax reform in Minnesota requires
tax reduction requires that the growth in

Consistent with other tax policy goals and institutional (e.g., legal)

constraints, taxes should be b

only enhances accountability

government among all its bene
the combination of a narrow t

roadly based. Broad-based taxation not
by spreading the burden of paying for
ficiaries, it also decreases the possibility of
ase and a high statutory rate—a situation

that makes intolerable the structural deficiencies inherent in all taxes.
Minnesota’s state aend local tax system is unnecessarily complex and

cumbersome.

This is particularly noticeable in its system of property

taxation and intergovernmenthl aid. The complexity results from tax
changes that have been made without regard to the system as a whole and

sometimes without knowledge
Minnesotans have a decreased

of their likely long-term effects. Because
understanding of their tax system, they

have less confidence in it. Diminished confidence poses a serious concern
in a democracy, and particularly in this state, which has historically had a

tradition of openness between

the people and their government.

The likelihood of sweeping changes in the federal tax code strengthens the

case for reform of the state and local tax system.

It will be easier to

determine the likely fiscal impacts of proposed or actual federal changes,
if Minnesota policymakers anq taxpayers are able to work from a clear
and explicit state/local tax system. Without such a system, the debate on
the implications of federal change will be chaotic and the policy response

uncertain.

THE ECONOMIC AND I

To make informed judgment
important for policymakers to
economic forces that influence

NSTITUTIONAL FRAMEWORK

s regarding specific tax proposals, it is
understand the basic institutional and
the fiscal system. Accordingly, before

looking at the Minnesota state and local system on a tax-by-tax basis, the
commission made an in-depth examination of the following five topics:

e The relationship of the Minnesota revenue system to the Minnesota

e The state’s recent fiscal histor

economy,

policy decisions;

y, which provides the current setting for
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¢ An examination of how Minnesota’s fiscal system compares to those of
the other states;

¢ The role that taxes play in the|decision to create private sector
employment;

¢ The fiscal relationship between the State of Minnesota and its local units
of government.

MINNESOTA’S ECONOMY

An understanding of the fundamental forces that characterize
Minnesota’s economy at present—anél which are likely to do so in the
future—is essential to formulate tax fnolicies that will adjust to changing
economic circumstances. State and local tax systems do affect people’s
behavior and their welfare. To accoxﬂplish the objectives laid out in the
commission’s statement of goals, statejand local tax systems must take into
account the policy boundaries imposed by economic trends and forces
beyond any state’s control. In terms of the economy, these forces are both
structural and cyclical.

Structural forces. With the exception of agriculture, which in terms of
overall employment and earnings is twice as important in Minnesota as it is
for the nation’s economy, Minnesota’s economic profile (the distribution of
state employment and earnings by majolr industry group) is similar to that of
the nation’s. And, like the nation, Mitmesota is shifting from a “goods”
producing economy of agriculture, mining, construction, and
manufacturing, toward the “service” p‘roducing activities of wholesale and
retail trade, services, finance, transportation, communications, utilities,
and govérnment. This is true even though manufacturing is the largest state
industry in terms of real earnings.

In long-term growth (1969-79), Minnesota has demonstrated an above-
average capacity to employ its people End generate new jobs. This record
was due to two factors: (a) national g{'owth trends, and (b) the ability of
most local industries to outperform| their national counterparts. The
common perception that Minnesota’s above-average growth was primarily
due to a specialization in fast growing industries was not supported by the
commission’s analysis.

Cyclical forces. The Minnesota nonfarm economy tends to move with
the nation in recession and recovery. P(tior to the 1980-82 recession, it was
frequently advanced that the diversified nature of the Minnesota economy
insulated the state from the disruptive effects of the national business cycle.
Actually, Minnesota’s economy has long exhibited a significant degree of
sensitivity to changing national economic conditions. During the 1974-75
recession, Minnesota was quite sensitive to the national downturn, but it was
less affected in employment losses because of its disproportionately large
agricultural sector. In contrast, in 19§0~82, Minnesota found itself in a
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deeper and longer lasting recession than did the nation as a whole (5.8%
decline in employment versus 2.2% nationally). The severity of the last
recession can be attributed to the simultaneous downturn of Minnesota’s
farm and nonfarm economies. )
Economic recovery, especially in the Twin Cities metropolitan area, has
restored Minnesota’s above-average rate of growth. However, the state’s
future growth may be restrained by lingering weakness in two of its long-
time basic industries, mining and agriculture. Mining is entering a period of
structural decline primarily due to the decline in the U.S. steel industry.
Growth in agriculture is being slowed by both structural and cyclical factors;
however, the long-term outlook for agriculture is much more favorable than
that for mining.
- Tax reform is needed to capture the fiscal benefits of the broad economic .
and demographic trends. When Minnesota’s changing economy is examined
for the long-run revenue generating potential of its various industry sectors,
it can be concluded that it will be necessary to: (a) rely on all major tax
sources (no one source can capture economic growth in all industries); and
(b) within the bounds of other tax policy objectives, to use taxes that are
broadly based.

A RECORD OF FISCAL UNCERTAINTY

At present, the State of Minnesota is experiencing a large and permanent
or “structural” surplus (FY 1986) in its general fund: quite a different story
from the years of 1981 and 1982. Then the state faced a general fund deficit
situation that led to six special sBsions of the legislature. In view of this
record, the commission recognizea that in addition to designing tax policies
that would promote fiscal stabilit;lr, the tax system had to be reconciled with
state spending policies. Although an examination of the expenditure
structure was clearly beyond the ﬁurpose and scope of the commission, the
issue of overall budget policy and tax level was a critical part of its concern.
For this reason, the commission examined three overall budget issues: the
level of the present surplus, the process by which spending decisions were
made, and the budget reserve account.

Regarding the surplus, the commission analyzed the budget numbers and
determined that as a result of a éreries of significant tax increases made in
response to the 1981-82 fiscal crilsis, the Minnesota government would be
permanently “overtaxing” its citizens by about 5% in 1986. This finding,
when combined with further evidence that the level of the personal income
tax was discouraging employment|growth in certain key industries, led to the
recommendation that tax reform requires overall tax reduction. As described
below, the change in the structure of the general sales tax plus the
recommendation to return the ‘“structural surplus” made possible a large
reduction in personal income taxes.
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To help the state get a handle on its more fundamental and longer-term
problems of erratic spending and tax changes made piecemeal, the
commission made the following recommendations: after the governor’s
budget message in odd-numbered years, | the legislature should pass a budget
resolution setting formal biennial fiscal policy goals. These policy goals
should serve as “fiscal boundaries” for the legislature’s debate on individual
budget items.

MEASURING TAX BURDEN AND TAX EFFORT

Among the first questions raised in Minnesota tax discussions is whether
tax burdens or efforts are higher in this state than in others. And, indeed,
throughout the year, Minnesotans receive a series of reports from a variety
of governmental and public interest groups that show Minnesota’s rank
among the states Bl

Most often these comparisons are made by dividing tax and spending
aggregates by state population or personal income (“fiscal burden”) or by
dividing a state’s capacity to tax (a hypothetical measure that assumes all
states have the same average tax base available to them) by actual collections
(“tax effort™). l‘

The popular use of these comparisong of tax and spending aggregates for
the fifty states derives from their ability to provide a quick and easily
calculated comparison. They are also si‘mplistic and often misleading, and
thus, they must be interpreted with cantion. These ratios, which rely on
standardized U.S. census definitions of “taxes” and “expenditures,” make
no allowance for differences in the quality and scope of public services, the
ability to “export” taxes to nonresidents, the incidence of the tax burden,
the fundamental economic explanations why one state spends or taxes more
(or less) than another, and, of course, how the tax system is achieving or
failing the policy goals set out for it.

These warnings notwithstanding, Minnesota is consistently shown to be a
‘high-tax and high-expenditure state. Three measures used to compare the
state-plus-local-tax burden are total taxes per capita, total taxes as a
percentage of state personal income, anh the tax effort index. As illustrated
below by the most recent figures ava.ilabﬁe from the United States Bureau of
"-the Census, Minnesota’s tax load is welh above the U.S. average.

1983 Taxes as

1983 Tax a Percentage
Collections of State: 1982 Tax
Per Capita Personal Income Effort Index
Minnesota $1,473 13.22% 111
U.S. Average 1,216 : 11.06 ~ 100

Minnesota Rank 5 5 9
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Since the commission recognized the many weaknesses as well as the
strengths of these numbers, it did not make any recommendations based
solely upon them.

JOBS AND TAXES

Two facts—that long-term meloyment growth in Minnesota has
generally been better than most of its neighboring states or the U.S. as a
whole, and that Minnesota is a hiEh-tax state relative to most other states—
leave unanswered the question whether there is a relationship between taxes
and changes in the level of empltbyment in Minnesota.

One way to answer this questi&;m is to record actual employment growth
rates for Minnesota and other- states and then statistically relate them to
taxes and other business climaté factors in the states. Accordingly, the
commission tested the extent to \Fivhich a set of factors could be shown to
explain (correlate in a statistically significant way) employment growth in
manufacturing; transportation aﬁd public utilities; wholesale trade; retail
trade; finance, insurance, and real estate (FIRE); and services. Total
employment growth for these six|industries was also analyzed.

The set of business climate factors tested as determinants of employment
growth in this study was more extensive than any examined in other studies
of this type. In addition to standérd measures of the market (e.g., personal
income), labor force (e.g., wages, work stoppages, education), climate, and
energy prices, many fiscal variables were also examined. These included tax
burden, tax trend, and progressivity for total taxes as well as for specific
levies. :

These results, which should be interpreted as a test of Minnesota’s
competitiveness relative to other sl»_tates, not as a test of factors that explain
Minnesota employment over time, are summarized in Table 1. Factors with
an asterisk (*) indicate a positive relationship between the factor and the
percentage change in employment (1973-80) for the industry group shown.
Factors without an asterisk are inversely related to employment change.
Look at the lists for each group or industry sector in Table 1. In four of the
seven groups, tax burden trend is shown to be negatively associated with the
rate of job growth. One can conclude with a high degree of confidence (as
measured by statistical tests of significance) that if the total state/local tax
burden tends to rise (fall) faster in Minnesota than in other states, a lower
(higher) rate of job growth will be associated with that phenomenon, and -
that this relationship will be particularly evident in three key industries:
manufacturing, services, and retail trade. Just why this relationship occurs
is not revealed here. Several hypotheses are plausible, including the most
basic: rising taxes leave less and|less income for spending in the private
sector; this results in fewer private sector jobs being created than it would if
Minnesota’s taxes were more in line with other states.




TABLE 1

The Factors tn};é't Mattered for Each of the Industries Examined

Total Employment

Manufacturing

Transportation

Services

Wages

Tax Burden Trend

Electricity Costs
*Education Expenditure
*Temperature

Percentage Manufacturing
*Per Capita Income

Tax Burden Trend

*Temperature

Percentage Manufacturing

Work Stoppage

Electricity Costs
*Temperature

Percent Manufacturing

Wages
Electricity Costs
Tax Burden Trend
*Temperature
*Per Capita Income

Finance, Insurance

Wholesale Trade

Retail Trade

and Real Estate

Electricity Costs
Individual Income Tax

Sales Tax

*Temperature

Percentage Manufacturing

Wages
Electricity Costs
*Educational Expenditure
Tax Burden Trend
Individual Income Tax
Density of State
*Per Capita Income

Wages
Labor Force Availability
Electricity Costs
*Education Expenditure
Individual Income Tax
Density of State
*Per Capita Income

divung
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Which specific taxes appear to matter the most? Of the taxes examined,
the level of the individual income tax appears to present the greatest danger
to job growth, particularly in Wholesale and Retail Trade and Finance,
Insurance and Real Estate. In|these the case emerges for a reduction in
individual income taxes as part of any program of Minnesota tax reform.
This case is buttressed by the evidence presented below—that the individual
tax effort index in Minnesota is|nearly twice that of the average U.S. state.

A few final comments are [in order with respect to the relationship -
between certain business climate factors and the rate of growth of
Minnesota private sector jobs. Several factors that were tested did not turn
out to be significantly related ﬂ'o the rate of change of employment. This
suggests that at present these nonsignificant factors are not causes for
concern. The fiscal variables in this list included the retail sales tax and
public welfare expenditures. Due to data limitations, no measure of the
relationship bgtween the property tax and job change could be estimated.

1

THE INTERGOVERNMENTAL SYSTEM

For most states, an examination of the state/local tax structure can

proceed with only a brief refere

finances. In Minnesota, howeve

intertwined. The result is a co

nce to the interplay between state and local
r, finances of the state and its localities are

mplex maze of explicit as well as implicit

financial relationships. An idea of the magnitude of this interplay is

evidenced by the fact that in 1¢

than 70% of state-plus-local sp
local taxes. This relationship is
tax credit and local government
since 1967.

982 local governments accounted for more
ending but collected only 26% of all state/
primarily the result of a series of property
aid programs enacted (and then expanded)

A major purpose for setting up this system of credits and grants was to

minimize the reliance on the property tax as a source of state/local revenues
and instead rely more heavily on the more economically responsive
(“elastic”) state taxes. Between 1,967 and 1975, in a series of actions that has

been labeled the Minnesota Mi
income tax, corporate net profit

1967).

* The Minnesota Miracle refers to a s

governor and the legislature joined
legislature took over a more direct resp
political subdivisions, including school
than ever before to local governments.
Advisory Commission on Intergover
Minnesota Miracle and observed that
toward local government.”

jracle, * greater reliance was placed on the
s levy, and the general sales tax (adopted in

et of innovative actions in the early 1970s in which the
to restructure state-local fiscal relations. While the
onsibility for levying taxes df all kinds from the state’s
districts, it committed the state to return more revenues
In its 1972 Annual Report on Federalism of the U.S.
mental Relations, John Shannon coined the term
Minnesota “[rewrote] the book on state fiscal policy
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The Minnesota Miracle was a bold| set of actions, and it will remain
basically intact even if all of this commission’s recommendations are enacted
in the next few years. However, the maﬂner in which recent legislatures have
attempted to make that philosophy opexlational has frustrated the very goals
of tax relief and explicitness that were Jriginally envisioned. To summarize:

*e There are now nine tax credits and \fhree refund programs intended to
provide property tax relief. The resulting complexity, however, frustrates
taxpayers and tax policymakers alike. At public hearings, several
taxpayers complained that the system had become so complex they were
reluctant to participate in their local city council hearings on tax matters.
The result is a system controlled by kechnicians, not taxpayers. For the
policymakers, the state-local linkages| frustrate attempts to manage total
public spending, since outlays' for many state programs directly or
indirectly affect outlays for local services;

e Property owners of like-valued and types of property may pay widely
different property tax bills; and l

® What is intended as property tax relief in the short run actually results in
higher net property tax burdens over time. Why? Because the effect of the
state financed property tax relief devJ'ces (on homesteads, prairie land,
wetlands, and taconite areas) is to stimulate local spending (and,
therefore, mill rates) to levels signiﬁcantly higher than would otherwise
occur. This is an important finding, [not only from the perspective of
political accountability but also from that of tax equity.

THE “BIG THREE” TAXES: INCOME, SALES,
AND PRO#LERTY

An examination of the long-run revenue producing potential of the state’s
changing economic structure in combination with its current institutional
and intergovernmental arrangements forées the conclusions that in order to
finance state and local government in the [future, Minnesota must (a) rely on
all major tax sources because no one tax equitably or efficiently capture
economic growth in all sectors, and (b) within the bounds of other tax policy
objectives, use taxes that are broadly based.

Faced with these conclusions, the commission examined nearly all of the
revenue sources currently available to Minnesota and then evaluated these
devices vis-a-vis its set of guiding principﬂes and normative tax policy goals.
The topics examined ranged from the “Big Three” (general sales, personal
income, -and property taxes), which |together account for 77% of
Minnesota’s total state-plus-local revenues, to alternatives to the corporate
net income tax and the method for vahuing farmland for property tax
purposes. Because of their combined qua\ntitative importance, the findings
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and recommendations regarding
taxes are summarized first.

the personal income, sales,”and property

g
- 9

THE PERSONAL INCOME TAX

Three facts stand out about the
among the nation’s most progress
so high that it is discouraging job
economic sectors; and it is overly
administrators’ view.

Of the several goals in designir
state personal income tax relates t
need for tax simplicity.

The reality is that the structur

Minnesota state personal income tax. It is
ive (tax burden rises as income rises); it is
growth in several of Minnesota’s growing
complex from both the taxpayer’s and tax

ng a revenue system, the most basic for a
o the last of these characteristics—viz, the

e of the state’s income tax is intertwined
with the federal individual income tax. Furthermore, because the federal
~income tax is so large relative to Minnesota’s (or any state’s) income tax, it is
the federal law that largely dictates people’s decisions regarding their tax
_behavior. An apt analogy is that bf a small boat (the state tax) following a
large ship (the federal code). The smooth path is set by the ship; and the
boat is at peril if it gets too far o‘ut of line. i
This is certainly not to say that the various economic incentives and
disincentives of the federal tax code are those that each state would wish to
emulate if it could design its own[ law in isolation from the federal. Rather,
as a practical matter, it is the federal structure, not the state, that affects
people’s tax behavior regarding c&nsumption and investment decisions, and
there is very little (if any) action that a state can take to undo these federal
incentives.

However, once a state recognizes the power of the federal tax code, it can
then design its own tax structure vaithin those constraints. Specifically, it can
determine the degree to which itlcan conform its tax base to federal code
(several alternatives are available) in order to ease the burdens of taxpayer
compliance and administration. What is desirable, therefore, is that a state
adopt some degree of federal tax \conformity—whether it be at a gross level
(e.g., adopting the U.S. definition of adjusted gross income as the tax base),
or along narrower lines (e.g., federal taxable income). Adopting a mish-
mash of some tax base items andfot others as Minnesota has done has little
payoff, and it causes taxpayer confusion and increased problems of tax
auditing.

Does this mean that a conforming state cannot control the distribution of

its income tax burden? No.
distribution (e.g., the degree
straightforward manner by the se¢;
conformity.achieves the simplicit
burden is another issue.

nce it conforms to, some tax base, the
of progressivity) can be achieved in a
tting of its own tax rate schedule. Tax base
y. The distribution of the state income tax
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Finally, a state can control the use |of its personal income tax by the
relative quantitative importance it assigns to it in the total tax structure.
Here the evidence is that in recent yearscLMinnesota has gone too far. In an
attempt to achieve a great degree of progressivity in its overall tax system,
the legislature has pushed the income ta:% to a height that many believe—and
empirical evidence supports their thouéht—is inhibiting job growth. The
personal income tax is too high in Minnesota, and steps need to be taken to
correct this tax imbalance.

THE GENERAL SALES TAX

Minnesota was one of the last of forty-six states (including the District of
Columbia) to enact a general retail sales tax. The Minnesota tax is levied at a
rate of 6% to a narrow subset of consuxﬁer purchases and at a 2% rate to a
broad set of capital purchases. Although |sales taxes alone account for about
17% of state and local tax collections ($1.388 billion in FY 1985), Minnesota
is less reliant on this source than are all but eight of the other sales tax
states. The 6% rate on retail sales, one| of the highest in the nation, is a
misleading indicator of actual tax effort due to the narrowness of the
consumer portion of the base. Indeed, |the representative tax system (tax
effort) index places Minnesota at 75% of the U.S. average. Thus, the sales
tax, a major revenue source, is utilized less extensively by Minnesota than it
is by the average (representative) U.S. state.

The purpose of utilizing so narrow| a tax base (sales, income, and
property) is, ostensibly, to lessen the regressive distribution (tax burden falls
as income rises) of the sales tax burdeanhus, when faced with the choice
between generating added state tax revenues from sales vs. the income tax,
the general Minnesota policy has been téi go with the income tax. There is
merit to this choice. After all, if one has to raise a dollar from a progressive
(e.g., income) vs. a regressive (e.g., salés) tax, the ability-to-pay criterion
dictates the former.

But the meritorious nature of the argutnent is limited. This is so because
Minnesota accomplishes the anti-regressivity goal in an obtuse way. By
enacting specific “over-the-counter” exe}nptions for various items such as
clothing and services sold to persons (ranging from hairstyling to auto
repair), several problems arise. These are summarized below:

e [neffectiveness. As a policy, the oxler-the-counter approach actually
accomplishes little in terms of enhancing ability to pay taxation. As
discussed in the full commission report, the effect of adding to the sales
tax base some now tax-exempt items will have little effect on the
“gressivity” of the tax. Indeed, if Miﬁmesota adds the purchase of new -
clothing to the sales tax base, the effect [is to iessen slightly the regressivity.
Taxing services to persons slightly increases the regressivity. By adding
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these two tax base items together, one can pick up about 13% in added
revenues (or alternatively, lower the sales tax rate from 6% to 5.3%), while
leaving the distribution of the tax burden across income groups largely
unaffected. ,

¢ Inefficiency. The over-the-counter approach is an inefficient way to
accomplish the goal of reduced regressivity because the benefits of tax
exemption accrue to high-income and low-income taxpayers alike.
Consider food purchased for home consumption. At present it is.exempt
from the tax base. If it were taxed, the tax would be regressive—the lower
one’s income, the greater the |percentage of the food tax. But the food
exemption also costs the state a large amount of money—$259 million in
FY1985. By taxing food, one gets a 19% larger tax base (or a lower equal
yield tax rate of 5%). One solution is to take part of the revenue from
taxing food and return it to lower-income persons who are most burdened
by the additional regressivity of the tax. This can be achieved by
packaging it with lower personél income taxes for low- and middle-income
families. This is, in fact, why the commission recommended extending the
sales tax base to new clothingJand services to persons (see Table 2).* The
result: a broader tax base, without the regressivity sting.

e Inequity. Thereis more to the tax equity argument than the avoidance of
regressivity (vertical equity). Equity also requires that taxpayers in.similar
economic circumstances (e.g., equal incomes) be treated similarly. The
“equal treatment of equals” (horizontal equity) goal is violated if some
families can avoid the sales tax by opting to buy tax exempt rather than
taxable items. Because the Minnesota tax base is so narrow, examples of
this equity. problem abound. } his is particularly evident in the fact that
Minnesota taxes many consumer purchases of goods (e.g., hairstyling
products) but then exempts ﬂhe service side of the activity (hairstyling
salon services).

e Uncertainty and uncompetitiveness. By relying on a narrowly-based
retail sales tax, Minnesotans bear two other costs. First, for a given state

_revenue yield, state tax collections are less stable than they otherwise
would be. Because retail consumption (capital purchase) activity tends to
be less (more) volatile over the business cycle, utilizing a broad retail base
adds to the certainty of the entire revenue system. A more certain revenue
flow reduces the need for constant ad hoc legislative tinkering of the
revenue system. Second, when the revenue flow to the state is more
certain, it is also more predictable for taxpayers. This certainty/
predictability element adds to the competitiveness of the Minnesota
economy. When a business firm makes a decision to locate or expandin a

*An alternative to targeting sales tax relief through an income-based personal income tax credit
was rejected.




In November 1984 the space shuttle was sent on a mission to retrieve and repair a satellite that had become inoperative.

Saint Paul cartoonist Jerry Fearing saw in that mission a message for Minnesotans.
© 1984 by St. Paul Pioneer Press and Dispatch and Jerry Fearing. Reprinted with permission.
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given jurisdiction, it is making

a reputation for frequent ad

periodic fiscal crises with spec

this becomes a negative facto.
expand its operations here.

THE REAL PROPERTY TAX

In Minnesota, as in other stat

local revenue sources. Although
tax as a source of state-plus-lo
system ($2.7 billion in 1985),
relative to other Minnesota rev:

relative importance of the prop
43% to 21% of own-source stat

Again, however, aggregate s
declining share of the real prope

great cost in terms of the sacrif
goals of good tax policy, but in 1
fiscal accountability that it ac
governments (and, therefore, hig

The commission put an enor

into analyzing and discussing th
findings of fact are numerous. 1

® Minnesota has the most comp.

is best illustrated by noting th
classification categories—estir

NDATIONS

' a commitment to the future. If a state gets
hoc tax changes and/or having to resolve
vial legislative sessions (as Minnesota has),
r in the decision by a business to locate or

es, the real property tax is the mainstay of
the tax is second to the individual income
cal own-source revenues in the Minnesota
its importance in Minnesota is declining
enue sources. Between 1965 and 1980 the
erty tax has decreased significantly—from
e/local revenues.

tatistics only tell part of the story. The
rty tax has been accomplished not only at a
ice of achieving (nearly all) the normative
fact, in a manner that so thwarts criteria of
tually leads to higher spending by local
rher mill rates) than would otherwise occur.
mous amount of time and other resources
1¢ Minnesota property tax system, and the
Here are the highlights:

lex property tax system in the nation. This
at there is no agreement on the number of
mates run from twenty to seventy different

classes. There are at least nine credits that can be applied against a

taxpayer’s property tax bill a
increased administrative burd

assessment quality), reduced

government accountability.

basic approaches.
Classification alters the tax
at different percentages of m
Credits make the net prope
than their gross property tax
A refund program (a circu
property taxes paid to taxpay
Although designed to reduce 1
tax relief is encouraging h
Minnesota’s property tax cred

Minnesota provides direct pr¢

E’ld three refund programs. The results are
ens on the assessor (which negatively affect
taxpayer understanding, and a lack of

operty tax relief to taxpayers through three

base by assessing different types of property
arket value; 5

rty tax bills of certain property owners less
bills; and

it breaker) returns a.varying portion of net
ers eligible to claim such a refund.

tax burdens, Minnesota’s system of property
isher, not lower, mill rates. Over time,
its (homestead, wetlands, native prairie, and
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taconite credits) which offset part or sometimes all of the increase in a
taxpayer’s property tax bill, have a significant stimulative effect on local
government expenditure. Credits tend to be more stimulative than the
"block grant local government aid (LGA) that is paid in a lump sum to
cities. Commission research shows that dollar-for-dollar, Minnesota’s
system of property tax credits, which| are ostensibly designed to give tax
relief, stimulate local mill rates up to three times more than would occur if
the same dollars were distributed thréugh LGA.

Overall, there is a basic inconsistency in the assumptions underlying
Minnesota’s direct property tax relief system. Some programs are
designed as though taxes are passed on to renters and others as though the
property tax burden is borne by the Bwner of the property. The circuit
breaker and a few of the credits provide relief to both homeowners and
renters, recognizing the former circumstance while the classification
system and most of the credits give preferential treatment to homeowners
(homesteads), acknowledging the lattér circumstance.

Tax classification is a crude and inefficient property tax relief tool. If
such relief is desirable, there are far superior techniques. Moreover,
classification creates additional administrative problems that make
difficult the job of the assessor, which is to value property equitably. This
administrative burden-becomes particdlarly severe with respect to mixed-
use property.

For many. of the credits, the program designs may not be compatible with
the stated goals of the programs. This criticism is most apt concerning
the wetlands, native prairie, and the state school agricultural credits. One
overriding design problem is that, altﬂough credits would be justified if
they provided relief for those with low jor no ability to pay taxes, proxies
for “need” such as age or disability arejused rather than measures such as
income and the value of real estate wealth held.

The classification system and the credit programs combine so that the
burden of the net property tax is the smallest for residential homesteads
and agricultural property. For example, the effective net property tax
rate in 1984 was 1.2% for residential homesteads and 0.7% for
agricultural homesteads. By contrast, the effective rate for apartments
was 3.5% and for commercial-industrial property, 4.4%.

The effective rate on agricultural property has declined significantly in
recent years. Between 1973 and 1984 the equalized market value of farm
property rose three times as fast as farm property taxes. Minnesota’s
effective rate on agriculture is below tﬂe rates of neighboring states and
the national average. o i

The present circuit breaker is designed to coincide with the existing system
of tax credits, and as such it is compliax and poorly understood. The
circuit breaker provides a greater percentage of relief (up to a maximum)
to a low-income/high-property-value taxpayer than to a taxpayer with
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both low income and low property value. And at every included income
level, there is an abrupt cap |on the amount of circuit breaker relief
available. As taxes rise and taxpayers reach the cap, the share of extra tax
borne by the lowest-income ta)'tpayer rises from 5% to 100% of new tax
levies. For moderate-income té.xp‘ayers, the extra tax share jumps from
50% to 100%. With credits}emoved, some taxpayers with very-low-
valued homes receive no relie,‘f from the state and pay all new taxes
themselves as taxes rise. Other taxpayers with both incomes and homes of
moderate value get 100% relief| from additional taxes. This second group
of taxpayers has a strong incentive to vote for all property tax increases
knowing that the state will péy their share of the cost of new public
services.

A desirable alternative to the c‘ircuit breaker is a taxpayer relief program
based on income and property wealth that treats renters and homeowners
the same. The amount of tax relief for any taxpayer would be a
percentage of the total tax bill.LFor some taxpayers the percentage would
be zero; they receive no assis‘ ance. No taxpayer would receive 100%
property tax relief. For households with the same property wealth, the
percentage of state-paid relief would fall smoothly as income rose—
higher-income households get 4 smaller percentage of property tax relief.
The percentage becomes zero ébove some incomé level. For households
with the same income, the percentage of state-paid relief would fall
smoothly as the home value (real estate wealth) rises—wealthier

households would get a smalle
becomes zero above some prop

A BALANCED PACKAGE

r percentage of relief.

The relief percent
erty value. ,

Early in its deliberations, the commission recognized it could not carry

out its mission without addressin
income, sales, and property.

¢ the interplay among taxes on individual

These taxes are inextricably linked in their overall effects. For example, a

state’s progressive individual inco
for offsetting the inherently re

me tax is the most effective tool available
gressive effect of property and general

consumption (sales) taxes. The degree to which each of the taxes is used—

the tax mix—has important impli
equity, and accountability.

ations for fiscal stability, competitiveness,

After debating several potential tax packages, the commission agreed

upon a set of policy directions and a plan of implementation for each of the

three taxes. Although this is not
distortions noted above, it do
explicitly addressing the tradeoffs
and principles. Thus, it shows

the only package that could correct the

es illustrate a combination of changes

in the commission’s stated tax policy goals
that in an overall budget context, the
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' nal. A summary is provided in Table
2. More detailed recommendations o‘n each of the areas of study are
presented at the end of each section of| the full report.

TABLE 2

Personal Income Tax

Future Policy Directions

Implementation*

Reduce use of taxes shown to have
negative effects on employment growth.
Make Minnesota’s tax system more
competitive by reducing taxes that
exhibit tax efforts well above the other
states.

Use the progressive personal income tax
as a tool for offsetting tax regressivity
inherent in other parts of the Minnesota
fiscal system.

Simplify the tax in order to facilitate
taxpayer compliance and government
administration.

Add to the certainty and predictability
of revenues.

Promote accountability.

General Sales

Future Policy Directions

(3 CY 85)

Reduce the level of the income tax and
lower effective tax rates on all income
classes (20% or $477 million); and target
the income tax for further reductions in
the future.

Concentrate tax cuts in low- and middle-
income groups; fund a property tax
credit targeted to low-middle income
homeowners, farmers, and renters
designed to offset the additional tax
burden for those least able to pay.
Conform to federal taxable income
while maintaining a separate Minnesota
tax rate schedule.

Eliminate the “federal deductibility”
provisions and reduce effective tax rates
accordingly. -

Adopt complete tax indexing whereby
the legislature must explicitly vote to
approve higher personal income taxes
that occur as the result of the interplay
of inflation and a progressive income
tax structure.

Use Tax
anl Implementation

Increase horizontal tax equity (equal
treatment of equals).

Add to the overall stability of the
Minnesota fiscal system.

Change the Minnesota tax mix by
relying more heavily on sources for
which there is an “excess capacity to
tax” relative to the other states.

l

(5 CY 85)

Broaden the sales tax (now among the
nation’s most narrowly based) to
personal services and new clothing.
Maintain the present 6% tax rate (3177
million in new revenues).

*The numbers are used solely to illustrate this reform package can be made operational.
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The Property Tax

Future Policy Directions

Implementation

Simplify -and make explicit .the tax
structure and ‘its impact.

Give preferential treatment to
homeowners and farmers. Il
Eliminate the “expenditure stimulatio;
effect of a tax credit system that
automatically encourages higher
property tax levels.
Improve the accountability of the
intergovernmental system.
Add to property tax equity by designing
a tax that more closely approximat&s| a

_ tax on wealth as measured by real estate

A SUMMARY OF OTHER

Minnesota as well as nearly every,
alternatives. The findings and
recommendations are laid out in
are summarized below:

value.
Directly and explicitly address the need
to reduce the property tax burden on
low- and middle-income households and
small farm homesteads. ‘

Free local assessors from administrative
encumbrances that prevent them from
carrying out the task of fairly and
accurately assessing property.

(3 FY 85)

Reduce the number of classifications
(estimates range from 20 to 70) to three
[residential, homestead and agriculture;
residential nonhomestead and .
apartments; and all other property with
assessed to market value ratios of 1/3,
2/3, and 3/3, respectively.].

Eliminate the nine existing property tax
credits and three refund programs,
thereby creating a windfall to the state
general fund of approximately 30% of
gross property tax collections ($803
million).

Relieve this fiscal windfall in the form of
tax relief through a combination of
reduced mill rates and grants to equalize
fiscal disparities among localities ($624
million) and an income/wealth: property
tax credit ($180 million) targeted to low-
income homeowners and small farm
homesteads (520 acres and below).
Classification reform plus retention of
the comparable sales approach to
agricultural land.

BRINGING IT ALL TOGETHER:

As noted, the commission e

-MAJOR RECOMMENDATIONS

xamined the Big Three taxes used by
other state/local revenue source and their
rationale for each of the commission’s
detail in the full commission report. They

Maintain the top corporate net|income tax rate of 12% and the use of the
alternative apportionment formula for multistate income.
Apply the same corporate income tax to both financial and nonfinancial

corporations.

Retain domestic unitary combination in the apportionment of multistate
income and continue to rejectlthe worldwide unitary combination.
Maintain the current general business tax structure but do not preclude
further consideration of a value-added tax.

Maintain the current status

of health premium taxes on insurers and

continue the exemption of frétemal, domestic, and township mutuals

from the tax premium base.
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Maintain the corporate income tax on insurance companies as well as the
provision permitting taxable firms tJ deduct their premium tax payments
in computing their tax liability.

Maintain the gross receipts tax on telephone and telegraph companies for
one or two years to permit planning for replacement of the tax with a

" property tax that treats telecommunication business as other commercial/

industrial activities are treated. J :

Eliminate the labor credit on the taconite occupation and royalty taxes,
and lower the current statutory rate o% 15% to the current effective rate of
6.75%. l .

Allow the taconite amendment to the Constitution to expire in 1989 and
thereafter base the occupation tax on\ statute, adjusting it so its burden is
similar to that imposed on net income from other business sources.
Rewrite, simplify, and clarify the tax levy limitation laws for
municipalities. L

Retain the comparable sales approach for valuation of farmland rather
than applying the concept of agricultural use-value.

e (Classify all forested lands under the same rules :as agricultural land.
e Retain the present unit-value. method of valuing railroad operating

property but examine whether greater juse of an ad valorem approach can
be used. '

Continue the prohibition against new local general sales and local income
taxes. , ‘l :

Avoid the practice of earmarking revenues for specific expenditures except
in clear user charge cases.

Continue the phased-in transfer of motor vehicle excise tax revenues to the
highway and transit funds.

Implement a system of variable tax rates under which motor vehicle fuel
and licenses taxes would be increased |automatically when highway costs
increase, as measured by the federal operation and maintenance cost
index.

Replace the per-unit taxes on alcoholic beverages and cigarettes with ad
valorem taxes so the taxes rise as the {)rice of the product rises.
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The Minnesota Economy

In order to make informed tax policy| decisions for the next decade, it is
imperative that policymakers understand the nature and direction of change
in the Minnesota economy. Accordingl)i, the purpose of this chapter is to lay
out the demographic and economic forces that have been and are shaping
the tax policy environment in Minnesota. Making these forces known to the
policymakers will help them design a tax (revenue) system that flows with
and “captures” the fiscal benefits of economic change. ‘

This chapter begins with a brief loverview of the demographic and
structural change of the Minnesota economy over the past twenty years.
Then, by shift-share analysis, it identifies the long-term employment growth
trends in Minnesota’s economy vis-a-vis the national economy. Next, it
examines how the state economy has performed during the cyclical ups and
and downs of the 1970s and early 1980s. Finally, it considers the revenue
implications of the long-term trends in the state economy.

OVERVIEW!

DEMOGRAPHICS

Population. At 4.1 million inhabitants in 1980, Minnesota ranks twenty—‘

first among the states in terms of population. Although it grew more slowly
than the nation during the 1970s (7.1‘% compared to 11.5% nationally), it
was the fastest growing state in the twelve-state north central region.? This
trend is expected to continue in the [1980s, with Minnesota’s population
reaching 4.3 million by the end of the| decade.

Minnesota’s population is heavily concentrated within the Minneapolis-
St. Paul metropolitan area. In 1980, about one-half of all Minnesotans lived
within the seven-county metropolitan |area. A less apparent feature of the
state’s settlement pattern is that about|one-third of its population resides in
rural areas, and that is significantly higher than the national average (26%).

During the 1970s, slightly more people moved into Minnesota than moved
out, thus reversing a thirty-year trend of net outmigration. About half of the
state’s immigrants and outmigrants came from and went to other north
central states. However, most mobile Minnesotans who changed residence
between 1975 and 1980 moved within the state. This propensity to move
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locally is higher than the national figure (75%). However, it is not a state
that relatively large numbers of ﬁ)eople leave. In 1980 three of every four
residents were born in the state, aJnumber which is also above the national
average (64%). L

Labor Force. During the 1970s, Minnesota’s labor force increased by
30%, a rate of growth that was fueled by the entrance of the baby-boom
generation into the labor force anh the increased participation of women in
the labor force. Although the state’s labor force expanded as fast as the
nation’s, its labor force participa{‘tion rates stood well above the national
averages for both males and females, and its unemployment rate was lower
than the national average. Together, these characteristics indicate that
Minnesota demonstrated an above-average capacity to employ its people.

The rate of labor force growth is expected to lessen in the late 1980s and
early 1990s as fewer new, young workers enter the labor force. The increasing
experience of those already in the labor force should permit gains in
productivity that were not possible during the 1970s when the state and
national economies were absorbing large numbers of inexperienced workers.

EMPLOYMENT AND EARNINGS: STRUCTURE AND GROWTH

Structure. The Minnesota economy is generally characterized by its
industrial diversity and structural similarity to the national economy. In
1982, the distribution of state emﬂloymem by major industry groups varied
from the national pattern by less than 2% in nine of eleven total sectors.
However, the state is not a scale -down replica of the national economy.
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manufacturing—have declined as a| percentage of total employment.
However, unlike the service-producing industries, the goods-producing
industries’ share of total state earnings is greater than their employment
share.

Relative strength in manufacturing.| When examined apart from other
goods-producing industries, manufacturing has been a strong performer in °
Minnesota. It was the state’s largest ihdustry in terms of real earnings in
1982, despite a long-term decline in its proportional share of state
employment. It was also the only goods-producing industry that
experienced gains in employment and real earnings throughout the 1969-82
period. Although such gains were mo ‘est, they stand in sharp contrast to
the experience of the national manufacturing industry, which suffered
declines in both employment and earnings over the period.

SOURCES OF ECONOMIC CHANGE:
SHIFT-SHARE ANALYSIS

At first glance, the Minnesota economy resembles the national economy
in terms of the relative size and diversification of its major industry sectors.
Yet, the state’s employment growth in the 1970s far surpassed that of the
nation.

The incongruity between economic| structure and growth raises two
questions: (1) On an industry-by-industry basis, how did Minnesota’s
employment growth adhere to or vary [from that of the nation’s? and (2)
Why did some industries expand more (less) rapidly in Minnesota than
nationally? This chapter addresses the first question by using a descriptive
device—shift-share analysis—to examine systematically Minnesota’s
employment growth in relation to the nﬁtion’s. Shift-share identifies which
state industry groups followed or dep%rted from the national pattern of
employment growth. The second question, which examines the whys of
economic growth, is addressed in chapt* r 4.

Before discussing the results of the Minnesota analysis, a brief
explanation of the shift-share technique may be helpful. The technique
begins by breaking Minnesota’s employment growth into three
components—national growth, indus mix, and local performance.
National growth recognizes that the course of economic events in the nation
is a major influence on state employment growth. A state’s industries are
linked in many ways with industries across the country; therefore, a state
economy changes as a function of national economic change.

But state growth seldom reflects national changes precisely. One reason is
industry mix, i.e., a state specializationgn certain types of industries. If a
state specializes in rapidly (slowly) expanding industries, its economy should
grow more rapidly (slowly) than does th\ nation’s. Another reason is local -
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performance, i.e., the competitive advantage or disadvantage of state
industry groups with respect to their counterparts nationally. If most state
industry groups gain an advanta&e over similar industries in other states
due, for example, to favorable acéess to inputs and markets, they are likely
to grow faster than do their compe:titors in other states (and vice versa if they
are at a competitive disadvantage). ' _ '

To summarize, national growth sets the standard for state employment
growth (i.e., employment grovvthiiln each state industry group equivalent to
national employment growth in the aggregate), and industry mix and local
performance account for growtﬁ in excess or less than that standard.
Together, the sum. of these three factors equals the absolute change in state
employment, by sector and in toaal, for a given period.

THE MINNESOTA EXPERIENCE

The Minnesota analysis was Jerformed for the period 1969 —79 using
employment as the measure of eclonomic growth. It revealed that:

¢ National Growth. About tj‘uee-fourths of the jobs generated in
Minnesota from 1969-79 were attributable to national growth trends (i.e.,
employment in most state industry groups increased at least as rapidly as
the national rate of growth fo ' all industries combined).

* Industry Mix. A state specialization in the rapidly expanding sectors of
the national economy did n‘ot fully explain Minnesota’s above-the-
national-average rate of employment growth. In 1969, Minnesota’s
employment base was evenly sﬂlit between the rapidly and slowly growing
sectors of the national econorﬁy in the 1970s.

e [ocal Performance. The facti)r that did account for Minnesota’s above-
average employment growth was the ability of most of its industries to
outperform their national counterparts. Nearly all of Minnesota’s
industry groups—regardless off their fast- or slow-growth qualities—grew
faster in Minnesota than they |did nationally. This allowed Minnesota to
increase its share of the nation’s total employment (from 1.86% in 1969 to
1.98% in 1979).

Shift-share analysis also demonstrated how interindustry differences in
the state and national employme‘ t bases contributed to Minnesota’s above-
average employment growth. For example:

All subsectors of the service, trade, and FIRE industries, which were fast-
growth industries nationally, grew even faster in Minnesota, with the
exception of banking. This growth allowed the state to accumulate a larger
share of the nation’s service, trade, and financial activity.

Many subsectors of Minnesota’s manufacturing industry did not exhibit
the slow growth typical of that industry as a whole. Lumber and wood

products, printing and publishing, scientific instruments, fabricated metals,
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and nonelectrical machinery (the latter three industries contain many of
Minnesota’s high technology indus{ries) grew significantly faster in
Minnesota than they did nationally. Overall, manufacturing was able to
expand its employment base in hdinﬂesota by gathering the fast-growth
segments of the industry.

CYCLICAL CHANGE IN THE MINNESOTA ECONOMY

Recession. Prior to the 1980-82 reiession, it was frequently advanced
that the diversified nature of the Minnesota economy insulated the state
from the disruptive effects of peaks and troughs in the national business
cycle. Actually, Minnesota’s economy has long exhibited a significant degree
of sensitivity to changing national leconomic conditions. Minnesota
(especially its nonfarm economy) tends to move with the nation in recession
- and recovery.

During the 1974-75 recession, Minnesota was quite sensitive to the
national downturn, even though it was not hit as hard in terms of
employment losses. The stronger perfo\rmance of the state economy then
was largely attributable to the moderating effect of its disproportionately
large agricultural sector. Farm exportsl'were growing, thus bringing new
income to Minnesota which bolstered the growth of its nonfarm economy.

In contrast, Minnesota recently founcjitself in a deeper and longer lasting
recession than that occurring nationally. Between 1980 and 1982, the state
lost more than- 100,000 jobs for a def:line of 5.8% compared to 2.2%
nationally. Most economists attributed the greater severity of the recession
in Minnesota to the simultaneous do%tmn of its farm and nonfarm
economies, which had not been affected Loncurrently in previous recessions.

Recovery. During the first half of 1%83, Minnesota’s economic recovery
slightly lagged behind the nation’s, but it has since gained additional
strength. By April 1984 the state reached its prerecession nonfarm
employment peak of 1.79 million and has since expanded. The most recent
employment data indicate that Minnesota is among the fastest growing
states in the nation.

Outlook. Minnesota is expected to outperform the national economy in
the 1980s, assuming continued national economic recovery and expansion.
Moderate gains in consumer spending and a strong comeback in capital
spending is expected to generate ab&ve-average growth in several of
Minnesota’s key industries, such as services, trade, and durable
manufacturing. In total, nonagricultural employment is expected to reach a
new high of 1.95 million by the end of 1986.

The state’s future growth, however, may be restrained by weakness in two
_of its long-time basic industries—mining (chapter 14) and agriculture
(chapter 19).
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FIGURE 1
Summary of Tax Revenue PotenﬁalTEconomic Structure Relationships
‘ Revenue Potential
Business
Personal Income/
Industry Income Receipts Consumption | Property
A
; Agriculture Low Low Moderate Moderate
; to High
20 | Mining Low Low Low to Low to
g Moderate Moderate
=l
E Construction Low to Low to Low to Low to
-é’ Moderate Moderate Moderate Moderate
2 -
8 | Nondurable Low Moderate Low Moderate
! Manufacturing to High to High
1
+ | Durable High Moderate High Low to
Manufacturing to High Moderate
Q Transportation Low to Low Low to Moderate
! Moderate Moderate
i
! | Communications Low to Low to Low to Low to
. Moderate Moderate Moderate Moderate
1
! | Public Utilities Moderate Moderate Moderate High
- to High
=]
é Wholesale Trade Moderate High Moderate Low to
I to High Moderate
s
8 | Retail Trade Low Low High Moderate
f= to High
@
1 | Finance & Insurance Moderate Moderate Moderate High
E to High to High to High
i
! | Services Low Low Moderate Moderate
! to High to High
1
! | Government Moderate — Moderate —
v to High :

Source: Lisa Roden, “Long-Term and Cyclical é:hange in the Minnesota Economy,” Staff
Papers, volume 2 of this final report.

potential of the Minnesota economy. They should not be interpreted as
revenue projections or tax policy options. This analysis indicates, however,
that in order to finance Minnesota’s puﬂlic sector in the years ahead, it will
be necessary to rely on all major tax s&urces (no one tax can capture the
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Minnesota’s Budget and Budget Process

Tax policy is not made in isolation. Several factors set the framework for
discussion of tax structure and tax levéls, which are only parts of the total
budget equation. This chapter examin]es three aspects of the state budget.
The first section reviews the recent history of the state’s fiscal policies and
makes projections into the near future. The second section examines the
-state’s budget reserve, its purpose ancf structure. A third section explains
and evaluates the current process by which the budget is made. The chapter
then concludes with a recommendétion for spending goals and full
disclosure of the overall level of the stéte budget in order to rationalize tax
policy more fully.

Clearly, the particular budgetary considerations facing Minnesota will
change in the future. However, the historical and institutional settings
examined here provide an important framework for making tax policy in the
years ahead.

'REVIEW OF MINNESOTA’S FISCAL POLICIES: 1957-87

State spending policies have a crucilfll influence on tax levels. In recent
years, there has been an important inte Play between spending and tax levels
in Minnesota. This relationship can be seen by comparing state fiscal policy
during the period spanning 1975 to 19%9 with the period between 1980 and
1987 (estimated).

The earlier period represented a time of relatively good “fiscal health.”
The tax base and rates established in 1975 changed little during the period.
Between 1975 and 1979 tax revenue incr(l:ased, largely as a result of economic
factors, at approximately the same rate as spending.

Between 1980 and 1982, however, the state experienced major fiscal
problems with the general fund, expending over $900 million more than it
collected between FY 1980 and FY 1982. The result was a fund deficit of
$624 million as of June 30, 1982.

The magnitude of that fiscal crisis required a complex, comprehensive
array of tax increases, revenue/expenditure shifts, and expenditure
reductions to bring the state’s budget back into balance by the end of FY
1983. Although it appears on the surface that these fiscal policies were
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evenly divided between those affecting revenues and those affecting
expenditures, the evidence is that Minnesota taxes in order to spend and not
vice versa.

MINNESOTA’S STATE AND LOCAL FISCAL SYSTEM, ONE OF
FISCAL INTERDEPENDENCY

Since 1957, Minnesota state and local finances have undergone significant
changes. The most profound change is that today the state is the primary
" collector of tax revenue, while local governments continue to be the primary
spenders. In 1957, 49% of total stalte/ local taxes in Minnesota were collected
by the state and 51% by local governments. Local governments, on the other
hand, accounted for 73% of totaj state/local spending. By 1982 the local
share of taxes had declined to 26d70 while still accounting for over 70% of
total government spending.
This trend can be attributed to four distinct policy developments during
the period:

e The 1967 Tax Reform and Relief Act, which enacted a state general sales
tax to finance a local governmenk aid program, and two property tax relief
programs, the homestead credit‘ and the circuit breaker refund.

® The Omnibus Tax Bill of 1971 (Minnesota Miracle), which enacted a
school foundation aid program, reformed local government assistance,
established levy limitation on local governments, and enacted the
agricultural credit program. To finance these programs several tax
measures were also adopted that increased revenue from statewide
nonproperty sources.

e State assumption of a greater’ share of spending for public welfare
programs (the mid-1970s), which have shielded the county-collected
proportion of the property tax from financing the surge in public welfare
benefit costs.

s Expansion of direct property tax relief payments in the form of credits
and refunds to individuals throﬁghout the 1970s.

The institutionalization of these programs has not only had a profound
impact on the state/local fiscal system, it has also altered the purpose of
state government, and, as a consequence, the accountability of Minnesota’s
local governments. \

In 1957, state operating expenditures accounted for one-half of all state
spending, while intergovernmentall transfer payments accounted for only
38%. By 1975, 50% of state outla&rs were distributed back to local units of
government and only 28% of tHc outlays were spent directly for state
operating purposes. If direct pxioperty‘ tax relief payments—state-paid
property tax credits and refunds—-are also considered as a type of aid to
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local governments, then nearly 60% of total state outlays provided direct or
indirect fiscal assistance to local governments in 1975.

. Since 1975, however, the relative |growth in state intergovernmental
transfer payments declined slightly] and by 1982 transfer payments
accounted for only 44% of total state 6utlays. This decline was offset partly
by state payments for property tax relief, which increased from 9% of total
state outlays to over 12% during the ﬂ‘eriod.

It is also reasonable to interpret the increase in state welfare benefit
expenditures as yet another form ofJ indirect aid to local governments
(counties). Accordingly, in 1982 neallly 60% of total state outlays was
devoted to direct or indirect fiscal assistance to local governments. This
analysis is based upon expenditures maﬁle from all state funds as opposed to
the general fund only. If only expenditures from the general fund were
examined, then nearly 70% of state sf)ending is for the purpose of either
directly or indirectly assisting local governments.

As a result of these policies, state ta‘x effort increased significantly from
5.7% of total state personal income in| 1967 to 9% in 1979, while local tax
effort declined from 5.3% to 3.6% during the same period. By 1982, the
state’s tax effort was 8.4% and local taxes represented only 3% of the state’s
personal income. Correspondingly, total state and local tax effort increased
only slightly during the entire period, from 11% in 1967 to 11.4% in 1979.

The implication of these state/local fiscal policies for evaluating tax
reform in Minnesota is straightforward. If state tax cuts are recommended,
any corresponding reductions made in|state spending may merely shift the
financial responsibility to local governments. Depending on which state
programs are reduced, the net reduction on state and local taxes can be
something far less than what was origﬂnally reduced at the state level.

GROWTH IN STATE TAX REVENUE|: 1975-87 (ESTIMATED)

Table 1 shows the estimated revenue impact o1 :najor tax laws for FY 1982
through FY 1987. Much of the new tax revenue has been generated from the
general sales tax, where the state inchased its rate from 4% to 6% and
expanded its base to include such items |as the sale of candy and soft drinks.
As a result of this legislation, the stati in FY 1983 collected an estimated
$322 million in new tax revenue and may collect as much as $597 million in
FY 1987. | »

Laws affecting the state’s personal income tax were also responsible for
generating new tax dollars for the state .LThe most important legislation was
the 7% and 10% surtax rates, which affected FY 1982 - FY 1984. Of the new
personal income tax dollars, it is es{imated that the surtax provisions
generated $63 million in FY 1982, $170 million in FY 1983, and
approximately $100 million in FY 1984ﬁ.
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TABLE 1
ue Impact of Major Tax Law Changes:

Summary of Estimated-Reven

FY 1982 - FY 1987 (estimated)
($ Millions)
Fiscal Years

Major Tax Source 1982 1983 1984 1985 1986 1987
Personal Income $139 "$268 $188 $ 8 S 8 § 99
General Sales 159 322 473 515 552 597
Motor Vehicle 16 25 63 55 59 63
Corporate Income 0 27) an (15) an a7

Total State Laws $314 $588 $713 $641 $ 679 § 742
Federal Tax Law

Changes $ 59 $149 $216 $271 $ 338 § 411
TOTAL IMPACT $373 $737 $929 $912 $1,017 $1,153

Source: Office of Legislative Auditor staff computations and estimates provided by the
Departments of Revenue and Finance, April 1984.

In addition to state tax law changes, federal tax policies have also had a
significant impact on state tax revenues. As shown in table 1, the department
of revenue estimated that in FY 1983, the state revenues may have increased
as much as $149 million in additional revenue as a result of changes in
federal tax law. By FY 1987, th‘e state may benefit by as much as $411
million. Much of this revenue gain from federal tax policies was a result of
reductions in federal personal income tax rates. Since the State of Minnesota
allows taxpayers to deduct federal tax liability, any reduction in federal taxes
results in an increase in Minnesota taxable income. However, under the
current tax law, the reverse:is also true—if federal taxes go up, Minnesotans
will pay less in state personal income taxes.

GROWTH IN STATE SPENDINL: 1975-87 (ESTIMATED)

Between 1975 and 1982, state
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state expenditures for property tax
relief, medical assistance and general ass

istance medical care (MA/GAMC),
nts increased at an average annual
for these three programs amounted
eral fund expenditures. By FY 1982,

expenditures for these programs increased to nearly $1.4 billion and

represented over 34% of general fund expenditures.
finance estimates that general fund
at a relatively slower rate of 6.3%

087. This is largely a product of

As indicated earlier, the department of

expenditures are anticipated to increase
per year between FY 1984 and FY 1

anticipated slower growth in general support aids to local governments and

expenditures for direct property tax reli

ef. This is significantly slower than

the rate of growth experienced in the wate 1970s when these expenditures

increased by more than 24% per year.

State-paid direct property tax relief payménts are also anticipated to slow
51gn1ﬁcantly Projections for the 1986-87 biennium show expenditures for
these programs increasing by only 4% per year. This can be compared to a
16% annual rate realized between FY 1975 and FY 1982.

On the other hand, of the seven major"program areas, the most significant

growth, by far, is expected to occur

in MA/GAMC, increasing by a

projected 17% per year during this pen‘od. If these estimates are realized,
MA/GAMC expenditures will amount to over $850 million by the end of FY

1987 representing, alone, nearly 1§

expenditures.

% of total state general fund
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GROWTH IN TAXES AND SPENDING: A PERIOD OF FISCAL

STABILITY VS. A PERIOD OF FISC

AL WOES

The period between 1975 and 1979 rek)resented a time of relatively good
fiscal health. During this period, there \tere few major tax law changes and
what actions were taken resulted in tax savings to Minnesotans. Tax revenue
from major sources increased at a rate of 13.6% per year; tax revenue would

have increased slightly faster if no la
argument could be made that, between 1
benefited greatly from the high rate

v changes were enacted. A strong
975 and 1979, the tax system, which
of inflation during that period,

generated revenues at such a fast rate that it actually stimulated state
spending. The system produced the revenues, so, the dollars were spent.
Between 1979 and 1982 the fiscal pattern changed. During this period, tax

revenue from major sources increased
expenditures increased at 9% per year.

7.1% per year, while general fund
Much of the growth in tax revenue

realized during this period occurred in FY 1982 when state legislative action

increased taxes by $314 million. If that legislation had not occurred,
revenues from major tax sources would have increased by only 3.1% for the
period. This gap between the growth in étate taxes and spending began with
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tax and spending policies adopted during the 1979 legislative session.
Actions were taken to slow the gﬂowth in tax revenue while at the same time
increasing spending for major pxlograms. :

THE 1979 LEGISLATIVE SESS
PROVIDED THE IMPETUS FO

In 1979, lawmakers decided tk
tax system may have exceeded spe
taxpayer. As a result, several polic
or were designed to diminish the
of rapid inflation. Major legislat

ION: TAX AND SPENDING POLICIES
R FISCAL DIVERGENCY

1at the revenue-generating capacity of the
nding demands and was overburdening the
ies were adopted that either cut tax revenue
system’s revenue—elasticity during periods
ion included:

55 in 1979 and to $60 in 1980, and indexed

¢ Personal credits increased to $3

thereafter; ‘

Standard deduction increased

indexed as of 1981;

¢ Low-income credit increased and indexed as of 1981;

e Income tax brackets indexed by 85% of percentage change in the
(Minneapolis/St. Paul) consumer price index;

¢ Top income tax rate reduced f}om 17% to 16%;

¢ Pension exclusions increased, nonresident pensions not taxed.

to 10%, up to a maximum of $2,000,

Also, in 1979 the legislature trLok action that either allowed or provided
for major spending increases to occur over the 1981 biennium. As a result of
legislation that occurred in 197{9, state tax revenue from major sources
increased by only 7% during thé‘ 1981 biennium, while spending for major
programs increased by over 23%. Clearly, this policy mix was not very
~onducive for fiscal stability. j

The fiscal impact of this divergency in tax and spending policy can be best
illustrated by examining two bolicy decisions—the indexation of the
personal income tax and increased homestead credit benefits. The state
~ began the 1980-81 biennium with a $281 million fund balance. Indexation of
tax brackets, credits, and deductions reduced state tax revenue by $302
million for the biennium, while legislative increases to the homestead credit
increased the state’s liability for| property tax relief by $124 million.* The
combined fiscal impact of these two policies totaled nearly $426 million,
exceeding the fund balance by $]145 million. By the end of FY 1982, these

two policies had a fiscal impact
the total general fund deficit of

*As discussed in chapter 7, indexation ca

device that promotes honesty and legis
revenues as a result of the interplay betwe
merely requires that income tax increase

of $723 million, representing over 115% of
$624 million realized on June 30, 1982.

nnot be said to be a true tax cut measure. Ratheritisa
ative accountability by preventing higher generated
en a progressive income tax and inflation. Indexation

s be explicit.
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ANALYSIS OF THE GENERAL FUND BUDGET BALANCING
ACTIONS IN THE 1982-83 BIENNIU\

- After enjoying several years of rclativE:y stable finances, the general fund
began exhibiting fiscal problems in August 1980. The sources of these
difficulties are complex, but most agreE that a national recession coupled
with certain modifications to the taﬁ( system—oprimarily indexing the
individual income tax-—had stalled theLgeneral fund’s revenue growth. In
addition, while various factors contributed to slowing the rate of growth in
tax revenue, the state continued to pursﬁe a relatively fast rate of growth in
spending. The combination of divel‘(gent tax and spending policies,
compounded by an economic recession, |quickly resulted in fiscal instability.

The problems experienced during the 1980-81 biennium were certainly
painful, but they were solved, primarily through restructuring the cash flow
of a few major revenue and expenditure programs. Individual income tax
collections were accelerated and an aélditional $60 million was received
during the biennium. School aid pasl‘ments totaling $241 million were
deferred into the 1982-83 biennium. In all, $300 million of adjustments were
required, but relatively few programs were affected.

By contrast, revenue shortfalls plagut':d the general fund throughout the
1982-83 biennium. Six special legislati\lze sessions were called so that the
finances could be adjusted and nearly $2 billion of financial modifications
became necessary during the bienniuml The time lag required to institute
many of the financial changes resulteci in the $624 million general fund
deficit on June 30, 1982, the mid-point Jf the biennium. Accordingly, facing
up to fiscal fecovery was necessary duxiing FY 1983 so that the biennium
would end without a fund deficit. '

Table 2 illustrates the fiscal impact of the series of budget balancing acts
that were implemented during the 1982-83 biennium. On the surface, it
appears the actions were evenly divided between those affecting revenues
and those affecting expenditures. Howe\J‘er, a closer examination reveals that
of the total $1.8 billion fiscal adjustment, 37% was generated with new and
now permanent taxes. The 19% expénditure reduction, which will be
discussed later, was basically a tempora{'y decline, and offset somewhat by
local tax increases. ‘J

Nearly $900 million of state budget savings were achieved during the 1982-
83 biennium through actions decreasing éxpenditures. However, only a small
amount of these expenditure reductio ‘s were ultimately translated into
service cuts trimming back programs.J The largest share, $548 million,
represents a restructuring of payment schedules or shifts from one biennium
to the next. These actions resulted in a temporary remedy that afforded a
one-time budget savings.

Of the $331 million cut from expenditures during FY 1983, $262 million
may have increased local tax efforts because of the extensive
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TABLE 2
State| General Fund

" Fiscal Impact of |Budget-Balancing Actions
1982-83 Biennium

($ Millions)
1982-83 Percent of
Biennium Biennium Total
1982 1983 Totals Adjustment
Revenue Enhancements:
Temporary Taxes (income surtax) $ 63 $ 170 $ 233 13.0%
New Taxes 251 418 669 37.2
Subtotal: Revenues $314 $ 588 $ 902 50.2%
Expenditure Actions:
Cutsa $ 17 $§ 331 $ 348 19.4%
Shifts 68 480 548 30.5
Subtotal Expenditures? $ 85 $ 811 $ 896 49.8%
TOTAL FISCAL IMPACT $399 $1,399 $1,798 100%

Source: Office of the Legislative Auditor, staff computations.
aExpenditure cuts do not include amounts eliminated from state department appropriations
for salary, supplies, and equipmgnt.

intergovernmental fiscal relationships between the state and its local
government units. The remaining $69 million of expenditure reductions
could not have resulted in increased local taxes. They were either temporary
declines in state financing and/ o{' shifts in financial obligations to a nontax
revenue source. ‘

In sum, the impact of the [1982-83 cuts were either translated into
increased local property taxes, future increases in state spending, or at best,
a temporary reprieve in tax burciens. This demonstrates the difficulties of
implementing long-term declineg in state expenditure commitments and,
consequently, the level of taxation.

GENERAL FUND FINANCES:/1984-87 (ESTIMATED)

Through FY 1987, revenues are expected to exceed spending, keeping the
state budget well in the black. }iowever, as Exhibit 1 illustrates, the state’s
projected level of spending throﬁgh 1987 is only affordable if some of the
new and temporary state taxes enacted since 1980 remain in place (the only
exception being the personal in)‘come surtax which, under this projection,
was repealed January 1, 1984). The graph clearly shows that had these new
tax laws not been enacted, the level of revenues (line C) would not have been
able to sustain the level of general fund expenditures as currently projected.




EXHIBIT 1

General Fund Revenues and Expenditures
Actual and Projected
Showing Impact of State Tax Laws Since FY 1981
Trendlong: 1978-1987 Est.
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Source: Office of the Legislative Auditor staff computations (FY 1978 —FY 1983). Projections
based on data provided by the Department of Finance, April 17, 1984.

Finally, it is important to emphasize that these projections of revenues
and expenditures assume moderate economic growth for the state through
FY 1987. If another recession occurs in 1985-86, the state will be faced with
another deficit situation by the end of FY 1987. This is likely to occur
despite the fiscal actions taken since 1480, a current, relatively large fund
balance, and a projected rate of growth in state general fund expenditures

slower than that experienced over the | ‘st ten years.

CONCLUSION: TAX REFORM—TAX REDUCTION

Based on the evidence, a strong argument could be made that since 1980
the state’s tax policy has responded to spending demands rather than
expenditure policy responding to revenue constraints. The legislative
response to the recent budget crises has|been to increase taxes, borrow, and
alter its ‘cash flow in order to bring revenues back in line with spending.
Although it could be argued that such|policies are necessary because it is
difficult to adjust expenditures in the short run, the state has chosen to
maintain all the new and “temporary” taxes enacted since 1980 other than
the income tax surcharge, which was| repealed retroactively to January
1984.2
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This puts Minnesota in a fiscal

period. There is now a stru
approximately $250 million to $3

NDATIONS

situation quite different from the 1980-82
ctural surplus in the general fund of
00 million. That is, when all state revenues

(not just taxes) are taken into account, Minnesota has an annual, built-in
divergence (surplus) of revenues over expenditures in the $250 million - $300
million range.3 This indicates that the Minnesota Legislature is in a position
in 1985 to enact a significant and permanent tax cut of an amount equal to
at least 5% of its general fund res‘;ources in FY 1986.% In short, although tax
reform can be accomplished on ‘a total “equal yield” or ‘“‘revenue neutral”
basis, Minnesota has the oppo‘rtunjty to combine tax reform with tax
reduction. This combination l‘)f actions will not only eliminate the

permanent overtaxing of Minneso
also minimize fiscal losses that

tans by their state government, but it will
inevitably accrue to some taxpayers as a

|

result of a major restructuring of a tax system.

MINNESOTA’S BU

BUDGET RESERVE FUNDS 1

In recent years several states

|
Dave

GET RESERVE ACCOUNT

OTHER STATES

established budget reserves to be used

when general fund projections fall short because of unexpected recessions.
The reserve funds are not large Enough nor are they intended to enable a
state to weather severe recession% without increasing taxes and/or cutting

spending. Rather, the purpose is

fund deficits and to ease cash

projection errors. These funds
revenue shortfalls without having

short notice. Thus, these cont
structure, and ad hoc tinkering w

be avoided.

Nineteen states currently hay
reserves differ in how they are

withdrawal. For determining flo

to provide a contingency fund for general
1 flow problems resulting from revenue
enable policymakers to cover unexpected
to change tax rates or expenditure levels on
ingency funds lend stability to the tax
ith rates to solve a short-term problem can

e some form of budget reserve. These
funded and also in the conditions for
5 into the funds, three methods are used:

appropriation, surpluses up to a certain percentage of general fund revenue,
and formulas based on real personal income. Withdrawals from the funds
are either specified by appropria&ion, automatically withdrawn for revenue
shortfalls, set by special legislative session, specified by per capita income
formulas, or determined as part|of the budget plan.

THE BUDGET RESERVE ISSU
DURING THE 1970S: PROBLE

E IN MINNESOTA, CONCERNS
MS OF BUDGET SURPLUSES

first materialized in the mid-1970s. The
ot from fear of revenue shortfalls but rather

The issue of a budget reserve
primary concern, however, was ng
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from substantial revenue surpluses. From this initial concern, no legislative
action was enacted nor proposed for|at least two reasons: first, many
officials thought Minnesota’s economy| was “recession proof,” due to the
. mild impact of the 1974-75 recession in Minnesota; and second, the large
surpluses that were experienced duriﬂg that period created more of  a
political concern than a budget managément problem.

Between 1975 and 1979, Minnesota’s ﬁscal condition was characterized by
a tax system that generated revenues f ter than the growth in personal
income.® This period was also charactefiszed by relatively accurate revenue
projections that slightly underestimated tax receipts. Total tax receipts were
underestimated by 0.7% in 1975, 2.4% in 1977, and by 1.6% in 1979. The
dollar impact of these errors resulted in \rméxpected gains of $14.1 million in
1975, $59.2 million in 1977, and $51.9 million in 1979.

Correspondingly, this underforecasting of revenues contributed to the
substantial surpluses realized in the general fund during this period. The
unrestricted balance in the state’s generah fund exceeded $200 million in all
but one of the five years between 1975 and 1979, and exceeded $300 million
in 1975 and 1976. At the end of FY 1979, the unrestricted general fund
balance exceeded $234 million and represfnted 7.2% of total state spending.

The continued experience of having relatively large general fund balances
prompted the governor and the 1979 leglislature to pursue its policy of tax
cuts that, for the time being, resolved the budget reserve issue.

THE ESTABLISHMENT OF A BUDGELI‘ RESERVE ACCOUNT

Because of the severe fiscal problems experienced during the 1982-83
biennium, the budget reserve issue was résurrected. This time, however, the
issue was not overtaxation and govem&xent accountability, but rather a
concern for budget stability and sound ﬁscﬂ management.

Governor Rudy Perpich, in his 1983 bu&lggt message, recommended to the
legislature that the state be prepared toILmanage up to a 5% variance in
revenue forecasts. In order to do this, he proposed that the legislature either
establish a $500 million budget reserve fuhd or a $250 million reserve along
with a “shared risk” provision that would reduce local government aids, up
to an additional $250 million. A compromise was reached between the
governor and the legislature and a $250 million-account was established. In
addition, the legislature also adopted a provision to suspend income tax
indexing if a deficit larger than the amount in the budget reserve is
forecasted. '

In 1984, the governor proposed and the legislature approved increasing
the budget reserve from $250 million to $375 million. Currently, the
governor is proposing to increase the budget reserve to $500 million for the
1986-87 biennium.
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~ The budget reserve is admir‘iistered as follows. In implementing the
budgetary reserve requirement on July 1, 1983, the department of finance
did not specifically segregate $250 .million in cash or other assets in a
separate account in the state tre‘asury. To do so would have been virtually
impossible as all cash on hand on July 1, 1983, was needed for expenditures
during the first few months f FY 1984. The department interpreted .
Minnesota Statute Section 16A.15, Subdivision 6 as requiring a budgetary
reserve rather than an actual‘ cash reserve account. The department
implemented the statute by establishing a $250 million reserve of fund
balance in the accounting recordg for the general fund. The intent of such a
reserve is to make this portién of the fund balance unavailable for
appropriation or expenditure. Fund balance is the difference between total
assets and total liabilities. On a budgetary basis the projected fund balance
at the end of a biennium represents the difference between estimated
revenues and expenditures during the two-year period added to the balance
at the beginning of the biennium. By implementing the budgetary reserve,
the department is saying that by the end of the biennium, revenues (plus the
beginning balance) will exceed expenditures by at least $375 million.
In addition to providing a éushion, the budgetary reserve provides a

‘means of alleviating the cash flow problems of the general fund. In recent

years, the fund has encountered fcash flow difficulties because of the uneven
timing of revenues and expenditures. Despite recent changes in the state’s
payment schedules for several major programs, these cash flow problems
will persist. into the future bienniums. In effect, short-term borrowing has
been necessary during the first part of the fiscal year when expenditures
exceeded revenues. i

Based on recent experience, fiscal year revenue projections have been in
error by approximately plus/minus 8% to 10%. Table 3 shows the impact of
a plus/minus 9% error to FY 1d87 revenues as forecasted by the department
of finance in July 1984. As cén be seen, the effect on the general fund
balance is very significant. Under the “control” forecast, revenues totaling
9% above projections would result in an unrestricted balance of $1 billion.
However, if revenues are 9% less than projected, $60.2 million would have to
be transferred from the budget reserve account to balance the budget at the
end of FY 1987. The impact under the pessimistic forecast is equally as
great. A plus/minus 9% error could result in an unrestricted fund balance as
high as $620 million or requir‘e $422 million to be transferred from the
budget reserve, reducing the reserved amount to $78 million at the end of

fiscal year.

IMPLICATIONS FOR TAX REFORM

A budget reserve provides|a fiscal cushion that can help stabilize
budgetary problems resulting |from either unexpected downturns in the
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- TABLE 3
Estimated Impact of a Plus/Minus Projection Error*
on Current Forecasted Fiscal Ye# 1987 General Fund Balance

Control Forecast \ _ Pessimistic Forecast

As +9% -9% As +9% 9%
Forecasted  Error Error  Forecasted  Error Error
Total Revenue $6,021,042 $6,562,936 $5479,148 $5,789,293 $6,310,329 $5,268,257

Balance Forwarded $664,173 $664,173  $664,173 $584,628 $584,628 $584,628

Total Resources $6,685,215 $7,227,109 $6,143,321 36,373,921 $6,894,957 $5,852,885
Total Expenditures  $5,697,797 $5,697,797 $5,697,797 $5,769,095 $5,769,095 $5,769,095

Total Balance $987,418 $1,529,312 = $445,524 $604,826 31,125,862  $83,790
Restricted Balance  $505,703  $505,703 §§05,703 $505,703  $505,703  $505,703

Total Unrestricted l&)

Balance $481,715 $1,023,609 ($60,179) $99,123 $620,159 ($421,913)
Net Amount Left In sL

Budger Reserve $500,000 $500,000 = $439,821 $500,000 $500,000  $78,067

Source: Office of legislative auditor staff computations based on department’ of .finance
projections as of July, 1984. i

*This estimate of potential impact of projection error does not accumulate the assumed error
rate through previous fiscal years. If the plus/minT s 9 percent error rate was applied in fiscal
years 1985-1987 this could significantly improve or worsen the outcome produced in this simple
analysis of fiscal year 1987 alone.

economy or unanticipated impacts from | reform itself. It is important to

recognize that along with stability in the tax structure can come inflexibility,
but if future recessions are truly 1empor‘ary, it may not be appropriate to
change the entire tax structure; rather it may be more prudent to use a
budget reserve. Tax rates should be chanéed for purposes such as alleviating
a perceived overburden or improving the distribution of the burden, but one
could argue that they should not be changed for temporary fluctuations in
the economy. A reserve fund can providé this stability.

However, basic tax reform can have a significant- impact on both the size
and design of a budget reserve fund. Forlexample, any new mix of taxes or
new tax structures will affect the system’s degree of responsiveness to
changes in the economy and in inﬂation,)Lthereby making revenues more or
less predictable. In addition, changes in state-paid property tax credits,
school aids, or local government aid programs significantly affect the state’s
cash flow pattern. Thus, establishment of a budget reserve may only be part
of a tax reform package; a well-crafted design is also important.

MINNESOTA STATE BUDGET PROCESS

Mechanically, Minnesota’s budget process works well. Every two years, it
produces a balanced budget before the stzﬁrt of the biennium. Substantively,
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however, it has a critical shorLcoming—a limited amount of debate is
devoted to the overall level of thé‘ state budget and tax spending. The lack of
early and ongoing attention to this matter tends to encourage state tax policy
to respond to spending demands rather than expenditure policy responding
to revenue constraints. Becausé the budget process can influence state
spending and therefore state ta)l( structure and levels, it is appropriate to .
examine it as part of this tax pol'ky'study. Accordingly, this section describes
the process by which the governor and legislature arrive at the overall taxing
and spending levels for the upcoming biennium. It focuses on the interaction
between the executive and legﬁslative branches as well as the internal
workings of the legislature with| respect to the state’s biennial budget. The
budgeting relationship of the governor and legislature with the state agencies
is not considered here.

OVERVIEW

During an eleven-month perio
and legislature review thousanc
items, culminating in the adopti

d that occurs every other year, the governor
ds of individual revenue and expenditure
n of a two-year budget before the start of

the new biennium. Because the Minnesota Constitution prohibits borrowing

to finance operations across

ienniums, the adopted budget must be

balanced. In the event of reven{.xe shortfalls (such. as those experienced in A
1981 and 1982), it may be nece%sary for the legislature to meet in special
session so that mid-bBiennium adjustments can be made to bring the budget

into balance.

The governor is Minnesota’s chief budget officer. As such, he both starts

and ends the budget process.

The governor, with the assistance of the

department of finance, submits a biennial budget to the legislature. Once

acted upon by the legislature,
entire appropriation bills, thus
The legislature follows the go

the governor can veto individual items or
giving him final say on the budget.
vernor’s lead because its time and resources

for budget work are limited. From the time it convenes to adjournment five

months later, the legislature mu

many other policy issues. If it h

st not only adopt a budget but also address
ad to build a budget from scratch, it would

be difficult for the legislature to complete its other respomsibilities.
Maintaining the budget planning, development, and administrative
functions in the executive branch is also advantageous to sound fiscal
management.

The state budget process ¢
preparation and budget adoptic

can be divided into two stages: budget
yn. Budget preparation begins in the spring

of each even-numbered year and
year with the governor’s bud

adoption stage starts in late Jani

|

ends in late January of each odd-numbered
et address to the legislature. The budget

ary of each odd-numbered year and ends in

mid- to late-May with the passage of the biennial budget by the legislature
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and its approval by the governor. During its session in even-numbered years,
the legislature may adjust budget decisions made in the previous year.
During the course of the budget process, there are relatively few statutory
requirements that the governor and legislature must abide by. Of these, the
most important requirements are that:

¢ the governor present a biennial budget to the legislature in January of
each odd-numbered year; '

® a budget is adopted before the start of a new biennium; and,

e the state’s budget is balanced at the time of adoption and at the close of
each biennium. '

Generally, the governor and legislature work with one hard-and-fast
deadline: that all budget actions of one biennium are completed before the
start of the next biennium.

THE MAKING OF THE BUDGET: THE GOVERNOR’S ROLE

Through work with state agencies and the legislature, the governor sets
the tone of the biennial budget discussion. For example, in May 1984,
Governor Perpich directed state agencies to keep their budget increases for
the next biennium at or below 14% and to include no increase in positions.
Based on guidelines such as these (which/may change as budget preparation
advances), the governor puts together his proposed budget for submission to
the legislature.

On the expenditure side, the executive|budget is considerably more than
just an extrapolation of previous spending practices. However, the
governor’s ability to make major change l in state spending policy is limited
by past legislative decisions and by the fact that most state/local spending is
at the local level. For example, the level of| state aid to school districts for the
1986 school year was set by the 1984 legislature. Thus, 22% of the budget
for the first year of the 1985-87 biennium was in place before the governor
even announced his budget guidelines for that biennium. With respect to
medical assistance and general assistance medical care, the legislature must
change existing policies, service programs, and/or eligibility requirements in
order to have a significant effect on spending in these areas. In addition,
since most welfare programs are carried oht by local units of government, it
is difficult for the state to control these expenditures directly.

THE LEGISLATOR’S ROLE

Legislators and their staffs do not become formally involved in the budget
process until after the legislature convenL:s and the governor presents his
proposed budget. Previous to that time, however, there are frequent,
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informal consultations between the house and senate leadership and the
executive, particularly as the legislative session approaches. .
Immediately following the governor’s budget message in January, the
proposed budget is divided into three parts and referred to three committees
in both the house and senate. In the house the appropriations, tax, and
education committees all producé major fiscal policy legislation. Similarly,
in the senate, the finance, tax, and education committees, also write funding

legislation. Basically, their respor‘lsibilities divide as follows:

¢ The appropriations and finance committees review the proposed budget
for income maintenance and medical assistance, state agencies, and
institutions. These include Jinstitutions such as the University of
Minnesota and state hospitals

s The house and senate tax con#mittees review proposals for property tax
relief and local government aids.

* The house and senate education committees review the aid proposals for
K-12 education. Education| aids are also reviewed by the house
appropriations and senate finance committees.

In addition to these commitlees,' policy committees (e.g., agriculture,
economic development, and commerce) in both houses are regularly
involved in the review process. State law requires that the governor’s budget
recommendation include funding for only “current law” programs. New
programs must be kept separate and labeled “specific change items.” The
legislature’s policy committees must act favorably on these programs before
they can go through the budge:Ireview.process. Because they can use their
authority to bring legislative initiatives into the budget and to delay or stop
the governor’s initiatives, the pc‘mlicy committees are important participants
in the budget process. ' ‘

Once distributed to the committees, the various parts of the biennial
budget are separately eXaminecﬂ through a lengthy budget hearing process.
These hearings provide legislators, interest groups, and the public with the
opportunity to express their Yiews on the separate budget items. The
committees reviewing various segments of the governor’s proposal begin
their work without any formal iﬁstruétions or directions from the legislature
as a whole. As such, the governllor’s recommendation is their baseline. The
committees and their subcommittees may reallocate funds within a
particular category, rejecting the governor’s recommendation for one of
their own. Fiscal committees are not free to make significant changes in the
total size of major budget items or to shift dollars among themselves. Both
are closely controlled by the legislative leadership. If a fiscal committee or
subcommittee seeks to exceed the governor’s recommendation, it must
justify its claim to the leadership and quite probably to the majority
caucuses in both the house and senate as well as the governor, should he
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choose to join the debate. This review modification process is informal;
there are no rules or statutes that guide or require it. ‘

DIFFERENCES

RECONCILIATION OF EXECUTIVF;jAND LEGISLATIVE

The governor’s proposals as modified by the legislature are enacted
through a minimum of six conference committee reports—one from each
division/subcommittee of the appropriations/finance committees and one
each on taxes and school aids. These conference committee reports originate
with at least twelve bills—six from the house and six from the senate. As a
result, there is no floor debate by the [legislature as a whole on the total
budget and tax spending package. Prior to this time, some consideration has
been given to the total package by the|spending committees and through
informal discussions among legislators. And recently, the initial meetings of
both the house appropriations and senate finance committees have been
used to overview the budget as proposed by the governor. Similar overview
sessions are also held by both the tax and school aids committees. However,

_in no case do these committees take any action (binding or otherwise)
regarding the overall size of the governor’s proposed budget. Rather, debate
and action is focused throughout the legislative session on the various items
which make up the governor’s proposal

Final review and spending decisions are made as the session draws to a
close. During the closing days, coordihation of final subcommittee and
committee work is vital. Their bills m'u:j sum to a balanced budget. For this
work, legislative leaders depend on balarce sheets and estimates prepared by
the department of finance. In effect, théy ‘yield to the executive branch for
the information necessary to reconcile r ' enues and expenditures. Typically,
the budget and tax spending bills paj:ed by the legislature exceed the
governor’s initial request (averaging 108% over the last seven bienniums).

The informal nature of Minnesota’s|budget process makes the state’s
budget deliberations both open and private. The process is open to virtually
every member of the legislature. Eighty-four percent of the senate’s
members are on a tax or spending committee. In the house, almost 60% of
the members are on one or more of these committees. At the same time, the
state’s budget process is not entirely |public. Its informality leads to
numerous private negotiations and coordinating sessions.

EVALUATION OF MINNESOTA’S BUDGET PROCESS

There is one major shortcoming in Minnesota’s budget process: the
extremely limited amount of attention that is devoted to the overall level of
the state budget and tax spending. This cﬂaracteristic may be accentuated by
the informal mechanisms that are used to|coordinate legislative review of the




50 FINDINGS AND RECOMMENDATIONS

governor’s proposed budget. Such mechanisms are not without virtue. The
informal approach to budget review has merit in that it opens the process to
all members of the legislature and yet keeps the budget responsibilities of
individual legislators manageable by using a relatively large number of
committees. However, the result|is a review process that is piecemeal and
does little to encourage legislative debate and action on the total size of the
state budget. '

There are at least three ways the legislature could structure debate and
action on overall tax and spending issues. For example, it could:

¢ debate and pass a “budget resolution.” It would occur shortly after the
governor makes his budget and tax spending recommendations. It would
require no changes in legislative procedures prior to the governor’s fiscal
message. :

e establish an “affordability committee” similar to that used by the
Maryland legislature. This committee would be charged with the task of
developing spending guide]ine‘s to be recommended to the governor. The
process would probably result in two sets of fiscal guidelines for the
pending legislative session: one proposed by the legislature’s affordability
committee and the other by t}‘w governor. However, it could conceivably
result in a single budget resol{xtion,‘ such as that described above. .

e restructure its budget review ﬂ)rocess around a central budget committee
composed in whole or in part by members of the current appropriations,
finance, and tax committees. Such structure would promote closer

attention to the fiscal impacts of individual budget actions.

These proposals differ with |respect to leadership roles in the budget
process. The first proposal recognizes and maintains executive leadership in
matters of fiscal policy. The other two proposals attempt to give more of
that responsibility to the legislature, actions that could potentially weaken
the budgeting power of the governor. Overall, however, the proposals have
the same goal: to bring greater legislative and public attention to Minnesota
fiscal policies. :

RECOMMENDATIONS

NEED FOR SPENDING GOALS AND FULL DISCLOSURE OF THE
LEVEL OF THE STATE BUDGET

In order to insure that all of Minnesota’s fiscal policies (especially the
overall level of public spending) is debated and the result of deliberate action
by the governor and legislature, the commission recommends the following
three-part process:

e In the late spring of every |even-numbered year, the governor should
announce spending goals for the next biennium. These goals should
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describe the governor’s objectives with respect to the overall level of state
and local government spending. In presenting the goals, the governor
should disclose their likely consequences with respect to the quality or
quantity of public services and the effective tax rates for both state and
local governments.

¢ Following the governor’s announcement, public hearings sponsored by
the house and senate tax and/or appropriations/finance committees
regarding the governor’s spending goals should be held. The results of
these hearings should be published and distributed to the legislature by
August of that year.

e After the governor’s January budget message, the legislature should pass
a budget resolution setting formal‘J fiscal policy goals for the next
biennium. These goals should serve as fiscal boundaries for the
legislature’s debate and action on the governor’s budget proposal.

The legislature should pass its budget resolution before consideration of
any individual budget items. The legislﬁture may pass subsequent budget
resolutions in response to changes in fiscal conditions or budgetary
preferences. However, no budget should be adopted which has spending
levels above those prescribed in the most recent budget resolution.

THE BUDGET RESERVE

The commission recognizes that fiscal prudence requires the state to
maintain a budgetary reserve accouﬂt. Accordingly, the commission
recommends that Minnesota include a reserve fund as a permanent part of
its fiscal structure.

ENDNOTES

1. The seven categories that will account for an estimated 81.7% of general fund
financing in FY 1987 are aid to schools (22.1"70 of total general fund expenditures),
postsecondary education (16.6%), direct property tax relief (15.3%), medical
assistance and general assistance for medical care (14.8%), local government aid plus
general support (6.5%), debt service (2.9%), |and income maintenance (3.5%).

2. The only temporary tax to be repealed was the income tax surcharge, which was
repealed retroactively to January 1, 1984, by %he 1984 legislature. At the same time
the state’s budget reserve was increased from $250 million to $375 million for the
biennium.

3. This estimate includes an increased budget reserve for the biennium of $500
million. Data based on October 1984 department of finance projections of a
constant services budget and existing (1984) revenue system.

4, Some policymakers argue that the tax reduction might be as much as $500
million if the present structural surplus is ccimbined with a budget process (e.g.,
budget resolution on overall expenditure levels) that will limit expenditure growth.
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Remarks by William Schreiber,

Representatives, Fiscal Chairman’

Legislatures, January 5, 1985 (Denve
5. During this period, the state’s to
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Chair, Tax Committee of the House of
s Seminar, National Conference of State

r). :

tal personal income increased at an average rate

of 11.7% per year, while tax revenues from major sources increased at an average

annual rate of 13.2%.




. 4
Minnesota Fisceh Comparisons

Among the first and most frequently raised issues in state/local fiscal policy
discussions are those pertaining to the extent of the fiscal or budget
“pressure” (the government’s viewpoiﬂt) or the “burden” of financing the
government (taxpaying public’s viewﬁoint). The question usually posed
within this context is: “Are fiscal pressuk‘es or tax burdens higher in this state
than in others?” Although this questi&n is certainly not new to state fiscal
discussions, it has taken on increased |importance in Minnesota in recent
years as the result of a growing concern regarding the state’s ability to
compete with other parts of the country in attracting new investments and
jobs. v

There are several measures that have been devised to address the
comparison question, and it is the purlpose of this chapter to present and
evaluate the available data. As will become clear, the measures that are used
both here as well as in other tax burci:itnstudies have advantages as well as
shortcomings. Therefore, it is important that the attendant numbers be
interpreted with care. J

The chapter begins with a look at the level and functional distribution of
Minnesota state and local spending, ana then examines in detail the burden
and performance of the tax system tha{ has been designed to pay for these
expenditures. In order to make intersthte comparisons, it is necessary to
focus on amounts spent and taxed by st‘ate plus local governments. Because
one state may perform functions that iﬁ another state are left to localities,
comparisons of state government finances (or of local government finances)
could be quite misleading.

EXPENDITURE LEVELS AND TRENDS

As discussed in chapter 1, the most uJeful approach to the analysis of the
Minnesota tax system is to take each and, for a given required revenue
yield, ask what is the “best” design of that tax or its alternatives. Then, a
search for the best system is a search for the best mix of those taxes. Thus, a
tax study such as this one can be acco
in-depth examination of the expenditu

-avoided. :

lished, while at the same time, an
es financed by those taxes can be

53
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This is not to say, however, that

There are several cases in which t

even mechanically separable. Thi

respect to the interrelationships

DATIONS

expenditures can be altogether ignored.
he tax and expenditure decisions are not
s is particularly true in Minnesota with
ong various tax relief devices and state

aid outlays and the use of earr:E‘rked tax levies—all topics that will be
carefully examined in later chapters.

Equally important to recognize is that even if there is no direct accounting
relationship between taxes and spending, there are certain fundamental and
practical relationships between expenditures and taxes that have special

relevance. Two key relationships ¢

First, governments tax to spend|

warnings are given regarding the

an be identified.
As will become clear below, when all the
weaknesses of various tax burden and

performance indicators, the conclusion is that Minnesota is a high-tax state.

And that, in turn, reflects the fac
The special importance of thi

t that the state is a high spender.
s finding is that the task of providing

Minnesotans with a set of recommendations that will achieve a balance

among the fiscal goals laid out
spending pressures increase. This

in chapter 1 becomes more difficult as
is true even if voters feel that the level of

Minnesota public spending is ab
inherent structural deficiencies anc

out right. Why? Because every tax has
d inequities. Thus, if a given tax or mix of
taxes is too heavily relied upon, those deficiencies and inequities may
become intolerable. And, if the political system does not adequately
respond to this situation, the voters may institute absolute, inflexible
solutions (such as writing specific tax law into the Constitution) without
regard to agreed upon public needs. In the long run, such a solution may
only worsen the fiscal problem iiwas designed to address. Accordingly, if
policymakers find that even the “best” of tax systems is either now or in the
future likely to be under too much|stress, then it must come to grips with the
expenditure level issue. Whether this excessive stress is indeed the case is
something that should become e\jident as this study progresses.

Second, despite the tendency for policymakers and observers alike to
separate tax from expenditure decisions (a process that many argue is at
present institutionalized in the pxjesent Minnesota legislative structure that
lacks budget planning committeeL), the tax structure is often a product of
the nature of changes in s‘pendinjg. That is, if spending decisions become
erratic, so may the design of the tax system. For example, if government
expenditures are permitted to rise at a rate beyond the tax system’s ability
automatically to generate new| revenues as the economy grows, the
legislature may need to meet on short notice to solve fiscal crises. The result
can be a revenue system which meets none of the goals of a “good” tax
system since it is characterized by|tinkering and patchworking. This sort of
environment occurred in 1980-83 and might occur again in the 1985-87
period, if a recession combines with present projected spending trends and
the existing revenue structure. Conversely, it is also possible (though less
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likely) that revenues could become so au;tom'atically responsive to economic
growth as to lead to unusually large surpluses in growth years and deficits in
economic downturns, with the pOSSibl? result that the tax system would
again be subject to adjustments expedient in the short run but which build in
long-run, structural defects. ' A :

Minnesota may be particularly vulnerable to this problem of erratic
budget determination due to the fact tha{ many state spending programs are
effected through a most complex and many-layered intergovernmental
system. Indeed, that system is so complex that some participants at-the
commission’s public hearings testified that only a handful of experts really
understand how the total system works. Similarly, the executive order
creating this commission specifically cited the problem of “tax changes
(that) have been made piecemeal withou‘lt regard to the system as a whole
and sometimes without knowledge of lohg-term effects.”

Accordingly, the purpose here is to reEognize explicitly that “good” tax
policy is in certain ways inextricably tieé to expenditure policy. Thus, it is
appropriate to begin the examination of| the Minnesota state and local tax
system by first taking a look at the level and composition of Minnesota
expenditures. ‘ _ ' .

Two conventional approaches to identifying state/local expenditure
changes are presented below—viz, expenditure levels as a percent of state
personal income and per capita spen&ing by function. Each of these
measures is a ratio of a spending amou‘nt in the numerator divided by a
common denominator that is available for all states. By computing these
ratios, one can make statements about a éiven state’s spending behavior over
time as well as the rank of a given state relative to others. Although these
ratios give one a useful first glance at Minnesota’s spending picture, these
measures also have serious defects, whichL if not clearly recognized, can lead
to misleading policy conclusions. For [ ample, the measures not only
require one to assume that what is treated as a public expenditure in one
state is also a public function in another\(however, North Dakota does not
have publicly provided kindergartens, Minnesota does), but also that the
economies being compared have similar economic and demographic
characteristics. These and similar defects are discussed below.

LEVEL OF SPENDING

In order to make fiscal comparisons between Minnesota and other states,
it is necessary to use data compiled by thé Bureau of the Census of the U.S.
Department of Commerce. This is wortix mentioning because the census
‘definitions of what constitutes “direct expenditures,” “intergovernmental
spending and revenues,” and even specific taxes or nontax revenues (e.g.,
user fees and charges) are often not quite the same as those used by a specific
state or local government. Because st_atizs themselves lack agreement on
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these terms, the census uses its O\Jn definitions in order to have a consistent
method for making interstate comparisons. The differences between how a
state/local area defines an item or category and the U.S. census approach
are not so significant, however, to make the census data unreliable for
comparative purposes. Nevertheless, one should be aware that it is not an
easy task to look at the census numbers presented in this chapter and then
find the exact same number in Mﬁnnesota financial reports.!

Table 1 presents data relatirJ.g Minnesota’s state and local general
expenditures (all expenditures, including capital cutlay, but excluding utility
expenditures, liquor stores expenditures, and insurance-trust expenditures)
as a percent of state personal income for selected years over the period 1966-
83. To facilitate comparisons, the numbers in parentheses show individual
state/local spending to income ratios as a percentage of the U.S. average
state/local spending to income ratio. The states shown in the table have been
chosen to include Minnesota’s fou} neighbors as well as to refléct a variety of
economic and fiscal cir‘cumstanceg. Data for all fifty states plus the District
of Columbia are available elsewhere.2

The data illustrate that Minnesota is a high-expenditure state relative to
both its neighbors and to the U.S.' average. This high standing has generally
held true throughout the last decahe and a half (and, in fact, all of the post-
WWII period) relative to the rest of the nation; but it is only in recent years
that it has become particularly hoticeable when compared to its border
states. In terms of national rankin; s, Minnesota has moved from 13% above
the national average and-a rankinﬁ of the fourteenth highest state in 1980 to
19% above the nation’s average and a ranking of tenth in 1983.

PER CAPITA AND FUNCTIONAL COMPARISONS

Per capita spending information is provided in the next two tables. In
examining the data, three fiscal years (FY) were chosen in order to reflect
periods of special interest to Minnesotans:

1967-68 PHF-Minnesota Miracle
1975-76 Mid-late Miracle
1981-83 Post-budget Crisis

The Table 2 data show that in %erms of the current dollar and percentage
distribution of state and local spénding by function, with three exceptions,
the functional shares have been about the same. But the exceptions are the
big three of spending activities, and they account for nearly 60% total state/
local expenditures in FY 1982-—educational (all levels), highways, and
public welfare. A review of the data shows that a smaller share of the
public’s budget is going to education and highways, and that an increasing
share is being spent on publiad welfare. As for the remaining smaller
spending categories, per capita |expenditures are rising most rapidly for
interest on general debt.




TABLE 1 _

Minnesota State and Local Direct General Expenditure
in Relation to State Personal Income Compared with Selected States
. Selected Years, 1983-66

State 1983 1980 1976 1966
% » % ¥ % * % *

United States 18.07 (100.0) 19.03 (100.0) 20.32 (100.0) 15.75 (100.0)
MINNESOTA 21.57 (119.4) 21.46 (112.8) 23.70 (116.6) 17.93 (115.2)
New York 22.67 (125.5) 24.08 (126.5) 26.38 (129.8) 16.31 (104.8)
Illinois 15.73 ( 87.1) 16.47 ( 86.5) 17.45 ( 85.9 11.72 (75.3)
Michigan 20.34 (112.5) 20.10 (105.6) 21.06 (103.6) 14.96 (96.1)
Wisconsin 19.93 (110.3) 21.14 (111.1) 21.82 (107.4) -17.24 (110.7)
Iowa _18.69 (103.4) 1929  (101.4) — 18.89 — (- 93.0)—16.13——(103:6)
North Dakota 20.84 (115.4) 22.21 (116.7) 20.76 (102.2) 20.84 (133.8)
South Dakota 18.76 (103.8) 21.31 (112.0) 23.11 (113.7) 19.59 (122.8)
Texas 15.59 ( 86.3) 16.48 ( 86.6) 17.39 ( 85.6) 14.88 ( 95.6)
Colorado 16.97 ( 93.9) 18.03 ( 94.7) 21.53 (106.0) 19.24 (123.6)
Wyoming 29.55 (163.6) 26.64 (129.5) 27.56 (135.6) 27.18 (174.6)
California 17.97 ( 99.9) 19.04 (100.1) 22.06 (108.6) 18.41 (118.2)
Alaska 56.30 (342.49) 54.94 (288.7) 35.38 (174.1) 29.49 (189.4)
Minnesota Rank 10 14 13 19

Source: U.S. Advisory Commission on Intergovernmental Relations, Significant Features of Fiscal Federalism, Washington, D.C., 1982-1983

Edition (Washington, D.C., 1984) and U.S. Burea of The Census, Government Finances in 1982-83 (Washington D.C., 1984).
*State percent related to U.S. average (U.S. = 100.0)
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. TABLE 2 ?,
Minnesota Per (;ap_ita State and Logal, Direct General Expenditures =
and Percent Distribution by Functional Category, Selected Years o
Function 1967-1968 1975-1976 1982-1983 %
Education $255 (44.7%) $549 (40.3%) $811 (33.7%) o
Highways 97 (17.0) 154 (11.3) 241 (10.0) 3
Public Welfare 49 ( 8.6) 183 (13.4) 356 (14.8) E
Health & Hospitals 39 ( 6.8) : 93 ( 6.8) 207 ( 8.6) Z
Police & Fire — 44 3.0) 47 (3.4 94 (3.9 g -
Sewage & Sanitation 19 (3.2 49 ( 3.6) 60 (2.5 5
Local Parks & Recreation* 7 ( 1.2) 29 (2.1 90 (3.7 z
Financial Administration :
and General Control : 17 ( 3.0 47 (3.5 104 (4.3)
Interest on General Debt 17 ( 3.0) 49 ( 3.6) 154 (6.4 ’
Other Expenditure ' 55 ( 9.6) 162 (11.0) . 287 (11.9)
TOTAL $572 (100.0%) $1362 (100.0%) $2404 (100.0%)

Source: U.S. Bureau of the Census, Governmental Finances, various years.
Note: Expenditures are in current dollars; percent details may not add to 100.0 due to rounding.
*For 1982-83, Local Parks and Recreation adds in spending for ‘‘natural resources.’”
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These long-term, per capita changes in budget share suggest several
possible areas for further inquiry: l

¢ Are there technological changes and o ’her innovations (ways of delivering
the services) that explain why highwasq and education shares have fallen?
If so, has productivity increased (e.g., improved road maintenance
techniques) and/or the workload decreased (e.g., fewer students)?

e Can the source of the welfare expenciiture increases be traced to larger
numbers of poor people, changing federal priorities, increased generosity
on the part of legislature, changes in the cost and standard of living that
generate automatic dollar outlays for a given scope of services, or some
combination of all these factors? )

e Have there been alternative ways of delivering public services, such as
redesigned public pricing techniques, voucher finance, privatization and
contracting-out that are more cost effé,ctive than the standard pattern of
social intervention, which 'is largely characterized by centralized
regulatory bodies, governmental delivéry of free services, and restricted
grants to subordinate units of government? If so, to what extent have they
or might they be employed in Minneso'ta?

e [s there reason for concern for the in&reasing shares in the more recent
years going to some of the previously smaller, more stable categories such
as interest on.debt and spending on health and hospitals? That is, are we
beginning to see new trends and growdl pressures due to such factors as
the condition of the nation’s economy'te.g., permanently higher interest
rates; a deterioration of the municipal bond market) and increasing costs
of medical care and health care facilities? :

The purpose of presenting the Table 2 data and then raising these
questions regarding the trends in spending by functional categories is
twofold. The first is to draw attention to the changes occurring on the
expenditure side of the budget that may warrant further attention. The
second is to remind that a decline or growth in a relative budget share may
be as much a cause for jubiliation (“we are doing things better in terms of
the delivery of public services”) as of al (“potholes are getting worse
and so are scholastic achievement test scores”). However, in order to answer
these and similar questions, a systemat;; review of the determinants of
state/local spending is needed, and that is fs enormous an undertaking as is
this tax study effort. It is also a separate task.

in this introduction to expenditures, we|can, nevertheless, examine a few
possible explanations for the observed expenditure changes. One can start
by drawing some per capita income and| spending comparisons between
Minnesota and the U.S. average (Table 3) land four other states (Table 4).

Table 3 provides per capita expenditure| functional data expressed as an
index of the ratio of Minnesota spending to a U.S. average; the index is set
equal to 100.0. Thus, in the column for 1982-83, the index number 115.8

)
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: TABLE 3
Per Capita State and Local Direct General Expenditure Indices
Minnesota and U.S. Average, State and Local Governments

Selected|Fiscal Years
(State percent related to|U.S. average, U.S. = 100.0)

Function 1967-68 1975-76 1982-83
Education 123.8 121.2 : 115.8

Local Schools © 1228 ' 118.3 1193

Higher Education 136.7 133.1 110.5

Other 60.6 104.3 933
Highways . 134.0 138.6 144.1
Public Welfare " 99.2 124.8 141.8
Health and Hospitals 103.2 96.4 109.9
Police & Fire 67.4 72.5 85.4
Sewage & Sanitation 136.8 128.5 124.6
Local_Parks & Recreation 330.2 160.4 138.6
Financial Administration

and General Control 92.9 104.7 116.6
Interest on General Debt _ 104.1 102.1 149.4
Other Expenditure 82.2 94.6 113.9
TOTAL 1114 1144 121.1
Source: U.S. Bureau of the Census, Governmental Finances, various years.
Note: U.S, data excludes Washington, D.C.|in 1982-83.
indicates that Minnesota spent 15.8% more per state resident on education
than did the average U.S. state and fits local governments. Further category-

by-category comparisons can be m?de for a given year by moving down the
columns. Moving across the rows gives a perspective of how the Minnesota-
to-U.S. relationships have changed| over time.

The total expenditure row in Table 3 indicates that in 1967-68 the
Minnesota state and local sector spent 11.4% more per capita than the
average. By 1975-76 this difference had grown to 14.4%, and by 1982-83
Minnesota total state and local expenditures per capita were 21% higher
than the U.S. average. Thus, the percentage by which Minnesota per capita
expenditures exceed the U.S. has almost doubled since 1967.

One explanation for this relative increase might come from comparing
Minnesota per capita income to the U.S. average. If Minnesota’s income
grew faster over the period than dﬁd that of the U.S. as a whole, then the
relative increase in public expenditure may simply be a reflection of the
preferences of a higher income poﬂulation. Although, Minnesota per capita
income did increase somewhat faster than the U.S. average over the period,
the differences were minor for all three years examined (less than 1.6% in all
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three years). Thus, differences in per |capita income cannot explain the
differences in expenditure levels noted above.

To illustrate further how Minnesota compares to the U.S. in addition to
comparing the level of total expenditures, a comparison of the functional
distribution of the largest two spending categories—public welfare and
education—is helpful. In the discussion of Table 2 above, one finding was
that the Minnesota budget had shifted away from education and toward
public welfare in terms of the budget allocated to each category. This change
may simply reflect the national trend. In pther words, it may be the case that
the budget of the average state showed :
illustrated in Table 3 the shares of the U.S. average budget allocated to these
categories changed in the same direction as these shares changed in
Minnesota, but the Minnesota changes were much more dramatic. In 1967-
68, Minnesota spent 23.8% more on education per capita than the U.S.
average. If the share allocated to education in the U.S. budget fell at the
same rate as that share in the Minnesota‘,budget, then this difference would
remain at 23.8%. But by 1975-76 this difference was only 21.2%, and by
1982-83 Minnesota spent 15.8% more on education per capita than the U.S.
state and local governments taken as a whole. The data on expenditure
components in Table 3 reveal that aimost'fﬂ] of this relative decrease came in
higher education. Thus, over the last decade and a half, Minnesota came
" closer to the average in terms of expendiﬂure per capita on higher education
but stayed at roughly 20% above the U.S.‘ for expenditures for local schools.

What about welfare? In 1967-68 Minnesota spent almost the same
amount per capita on public welfare as did the average state. By 1975-76
Minnesota spent 24.8% more per capita, and by 1982-83 that difference was
41.8%. Thus, even though the share of the U.S. state/local budget allocated
to public welfare increased over the pqri_od as it did in Minnesota, the
increase in Minnesota was again much more dramatic. That is, Minnesota
showed'a strong tendency to vary from the average in terms of the share of
its budget allocated to public welfaré. Whether this implies that Minnesota
is spending “too much” on ‘welfare relative to education is not clear,
however, since 50% of that welfare spehding is financed by federal aid,
whereas only 8% of the Minnesota eduéation budget is federally funded.?
Finally, to keep a policy perspective here, it must be noted that the great bulk
of welfare spending is for hospital and medical care. “Public welfare” does
not translate to “public.assistance.”

Some further plausible reasons for| these expenditure changes are

suggested (not shown. or proven) by comparing Minnesota not only to the .

U.S. average of expenditure on education ‘Emd welfare, but also to four other
states. The states' selected were chosen in order to suggest some possible
explanations as to why expenditures might differ among states and not to

address whether Minnesota is doing “better” or “worse” than another state.

similar trend over the period. As
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The answer to the better vs. worse question requires a much more thorough
analysis than is provided here. =

The data in Table 4 reveal some of the major facets of the Minnesota
expenditure environment. For example, over the sixteen-year period
Minnesota went from spending a grlsater share of its budget than Wisconsin
on education and a smaller share tilan Wisconsin on public welfare to just
the opposite arrangement. By l982—§3 Wisconsin spent 38% of its budget on
education compared to 33.7% in Minnesota. On public welfare, Wisconsin
spent 12.2% of its budget comparéd to 14.8% in Minnesota. This reversal
occurred despite the fact that the t$vo states had almost identical values of

. income and total expenditure per capita throughout the period. Thus,
Minnesota did not “keep up with the Joneses” but instead offered a
combination of public services to its residents that differed from that offered
in a similar, neighboring state.’ L

Comparisons also aid in drawing some conclusions about trends in overall
expenditures. That the eXpenditulLes per capita in South Dakota have
declined relative to Mirnesota can £)e illustrated using figures displayed in
Table 4. In all three years, South Dakota income per capita was about 85%
of Minnesota income but total expenditure per capita in South Dakota fell
from 98% of Minnesota expenditures per capita in 1967-68 to 83% in 1975-
76 to 74% in 1982-83. Thus it follows that total spending as a percentage of
total state income was greater in South Dakota than in Minnesota in 1967-
68, about the same in the two states in 1975-76, and greater in Minnesota in
1982-83. Jn —

Michigan, whose per capita income was higher than Minnesota’s until the
most recent period, spent consistenitly less per capita than Minnesota. This
illustrates that it is possible for a state to spend less and inflict a lower tax
burden, but the question of wherel the cuts would be made is difficult to
answer. In 1982-83 Michigan spent a greater percentage of its budget on
both public welfare and educati&n than Minnesota. For Minnesota to
emulate Michigan in terms of its total tax burden, difficult decisions would
have to be made about which programs to cut.

In all three years, New York had a higher per capita income than did
Minnesota, and it spent more per capita. Also in all three years, New York
spent a much smaller share of its budget on education than did Minnesota
(although the gap narrowed) and l\hew York spent a larger share on public
welfare than Minnesota did. This| higher-expenditure and higher-income
state chose to allocate its budget differently from Minnesota, spending a
smaller share on education and a greater share on welfare.

In summary, differences in per capita income levels and trends across the
states cannot explain differences in|per capita expenditure levels and trends
across the states. Minnesota, in any one year and across the years, has
chosen expenditure. levels and functional distributions different from the
average, and these differences are not solely the result of different per capita




TABLE 4

A Comparison of Minnesota State Per Capita Income and

State/Local E;(penditures to the U.S. and Four States

United States Minnesota  Wisconsin South Dakota New York Michigan
1967-1978
Income Per Capita $3159.0 $3116.0 $3156.0 $2590.0 $3759.0 $3396.0
Total Expenditures Per Capita 512.4 570.8 570.7 560.7 703.9 538.0
Percent Spent on Education 40.2 44.7 41.6 46.2 33.8 47.1
Percent Spent on Public Welfare 9.6 8.6 10.0 6.2 13.6 8.7
1975-1976
Income Per Capita $5902.0 " $5807.0 $5669.0 $4924.0 $6564.0 $6173.0
Total Expenditures Per Capita 1190.5 1362.4 1236.1 1133.7 1735.4 1307.5 §
Percent Spent on Education 38.0 40.3 42.5 39.9 29.8 40.2 8
Percent Spent on Public Welfare 12.3 13.4 13.9 8.9 16.2 15.9 §
1982-1983 : §
Income Per Capita $11107.0 $11175.0 $10774.0 $9666.0 $12314.0 $10956.0 §
Total Expenditures Per Capita 1985.9 2404.4 2154.2 1788.8 2790.2 2237.9 >§
Percent Spent on Education 35.3 33.7 38.0 35.6 29.6 35.5 &
Percent Spent on Public Welfare 12.6 14.8 12.2 9.6 15.9 17.6 §

Source: Staff Computations

€9
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income levels. Whether or not these findings imply that Minnesota is better
than average or than a particular state depends in part on the relative value
placed on the state’s mix of expenditures. A relatively high level of spending,
and therefore total tax burden, may be justified if the goods and services
financed by that burden are desired by the individuals who must pay.
Finally, at the risk of becoming repetitive, it is important to reiterate the
warning that because of the nature of the census data used in making
interstate comparisons, there is danger in a too hasty conclusion regarding
what the Minnesota expenditure structure ought to look like. The purpose
of Tables 3 and 4 is to suggest the sort of questions one must ask when
attempting to understand why spending by function changes over time. For
example, the point of the Wisconsin-Minnesota comparison was to show
that- despite geographical proximity and similarity in income and overall
spending characteristics, voters in the two states may differ in the
combination of public services they want to provide. In the economist’s
jargon, the social preference function varies by jurisdiction. Nothing much
more can be said at this point.

COMPARING MINNESOTA TAXES

TAX BURDENS

Several tax and tax-related measures are available as indicators of
interstate (or interregional and intexlnational) variations of fiscal pressures.
In general these aggregate indiéators rely on four basic estimates:
population, personal income, size of tax base, and tax collections. In this
section, the focus is on how various arithmetic combinations of these four
variables are conventionally used to make tax comparisons between
Minnesota and selected other state/local jurisdictions. Each measure is
designed to highlight different aspects of the Minnesota fiscal position.
These measures include a straightforward presentation of collections by type
of tax and a set of ratios that put collections in a numerator and population,
income, and/or tax base in the (co}nmon) denominator. These ratios then
permit interstate comparisons of L‘tax burden” or taxpayer capacity, a
government’s tax raising capacity, gLvernment “tax effort,” and changes in
fiscal pressure over time. L

As with any aggregate fiscal measure of interstate variation, such as the
expenditure data shown above, the {tax indicators that are presented below
have advantages and disadvantages; and, depending on the specific
indicator being used, the significance of these merits and shortcomings
varies. However, there are some points common to all.

The first is that the widespread use of these conventional measures is due
largely to their ability to be quickly and consistently compared. The element




Minnesota Fiscal Comparisons 65

of consistency here also explains why much greater reliance is made on tax
and. revenue rather than on expemﬁiture indicators for interstate
comparisons. In practice there is muéh more agreement (though it is
certainly not complete) among state and local jurisdictions as to what
constitutes a given tax or tax base than what is included in an expenditure
category. - P
A second and equally important merit of aggregate indicators of interstate
fiscal variation is their ease of calculation. This is particularly true of the
simple ratios (which tend to be widely cited by various tax organizations)
that relate tax collection information to personal income and population.
There are also five weaknesses common to these indicators. The first four
are functions of their structure; the fifth is a matter of timing. To
summarize: :

® Implicit in their use is the assumptiin that state/local economies are
“closed”—i.e., void of movement of goods and services, factors of -
production, and even consumers ac}oss their jurisdictional borders.
Accordingly, the data fail to take into account that some states are better
able than others to export taxes to nonﬁesidents. There are two basic ways
exporting occurs. The first is through t#:e specific deductibility provisions
of the U.S. Internal Revenue Code that allow real and personal property,
general sales, and income taxes to bé subtracted in computing federal
taxable income. The second form of tax exporting results when
nonresidents purchase goods and services that are both produced and
taxed in Minnesota and then shipped gut-of-state to a nonresident buyer
or purchased within the state by a visitor. The out-of-state tourist to Ely
who pays sales taxes on a restaurant méal or the out-of-state purchaser of
a manufacturing or mining product tﬂat embodies some portion of the
corporation franchise (income) tax arelexamples. _

e Aggregate interstate comparisons give no evidence regarding the extent to
which the states deliver a differing levlel or quality of public services to
their citizens, yet, there are differeﬂces.‘ Nevertheless the degree of
effectiveness of a government in using tax dollars to benefit resident
individuals and institutions is a matter not addressed in these
comparisons. » T

¢ The numerators (e.g., tax collections) and common denominators (e.g.,
income, population) are assumed to be independent of one another. Thus
the ratios ignore the possibility of the public budget-income creation
interplay. It is plausible, however, that s‘ome of the income being taken in
the form of taxes may have been creat‘ d by the tax-expenditure process
itself. For example, if tax rates become too high, they may reduce the
state’s tax base.

® Aggregate measures give no hint of the incidence of the tax collections—
i.e., how the portion of taxes collected within a state are ultimately
distributed among the citizens of the state; and
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any given state may reflect historical
enactment of a temporary yet large
income tax surcharge (e.g., Minnesota’s surtax in 1981 and Wisconsin’s
10% surtax in 1983, now both repealed) designed to meet an unexpected
revenue shortfall could lead to an overstatement in the personal income
tax ratio. Similarly, a major one-time tax reduction could bias the ration
downward.

¢ For any one year the ratio for
accident. For example, a state’s

As noted, it is important to keep these warnings in mind when making
interstate comparisons of the sort about to be presented. Such tax burden
ratios do not tell the whole story abdut such concerns as taxpayer equity and
business climate. However, because {hese weaknesses apply to the indicators
of each of the states presented, it 1 be plausibly argued that, when viewed
over time, the ratios give a useful picture of how a specific state compares
with others.

TAX MIX

revenue system compares to other states
the percentage distribution of state and
revenue source. The numbers in the
hich are presented to facilitate quick

innesota both to specific states and a -

" A first glance at how Minnesota’s

is provided in Table 5, which shows
local general revenue by type of
parentheses are index numbers,
comparisons of the relationship of
U.S. state and local average.

As indicated, one cannot get much from these numbers beyond a first
look at the sources of a state/local §ystem’s revenues. What can be usefully
said about the data in Table 5 is thzjlt they show the wide range of diversity
among state and local tax systems, which in turn reflects the differing nature
of the economic base among the states. The clearest example of this diversity
revealed in the table is the ability of the fossil fuel rich states such as Alaska,
Wyoming, and North Dakota to derive the bulk of their revenues from
severance tax levies (included in ‘Lother taxes”) on the production and
income of that oil. The data also highlight the fact that different states will
make different decisions regarding the appropriate mix of taxes they wish to
use in raising public funds. For ex[ample, Washington, Texas, and South
Dakota are all non-income-tax states—as the zeros in the personal income

tax column dramatize. But, take a
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In contrast, Minnesota’s total so

states, more evenly spread across t

makes a relatively heavier reliance ot

and miscellaneous taxes. The data al
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There are tradeoffs.
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n the individual income tax and charges
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TABLE 5

Percentage Distribution of Minnesota State/Local General Revenue, By Source
Compared to the U.S. Average and Other States

1983

Federal Property General Individual Corporate Other Interest Cha.rges and

Aid Taxes Sales Tax  Income Taxes Income Taxes Taxes Earnings  Miscellaneous

United States 18.5% (100.0) 18.3% (100.0) 13.3% (100.0) 11.3% (100.0) 2.9% (100.0) 12.5% (100.0) 5.4% (100.0) 17.7% (100.0)

MINNESOTA 16.6 ( 89.7) 16.1 ( 88.0) 9.3 ( 69.9) 18.5 (163.7) 2.4 ( 82.8) 10.9 ( 87.2) 6.8 (125.9) 19.4 (109.6)

New York 180 (97.3) 20.8 (113.7) 12.4 ( 93.2) 18.6 (164.6) 4.6 (158.6) 8.2 (65.6) 4.5 ( 83.3) 12.8 ( 72.3)

Illinois 19.2  (103.8) 23.8 (130.1) 14.5 (109.0) 9.5 ( 84.1) 2.6 ( 89.7) 12.1 (96.8) 5.1 (94.4) 13.2 ( 74.6)

Michigan 19.1 (103.2) 24.2 (132.2) 9.2 (69.2) 13.3 (117.7) 4.7 (162.1) 6.7 ( 53.6) 3.8 (70.4) 19.0 (107.3)

Wisconsin 17.8 (1 96.2) 23.2 (126.8) 11.0 ( 82.7) 15.8 (139.8) 3.1 (106.9) 8.5 ( 68.0) 3.7 ( 68.5) 17.0 " ( 96.0)
Towa 16.7 ( 90.3) 23.8 (130.1) 10.0 ( 75.2) 12.6 (111.5) 2.4 ( 82.8) 10.6 (84.8) 2.8 ( 51.9) 21.1 (119.2) =
North Dakota 19.7 (106.5) 13.7 (74.9) 9.3 (69.9) 22 (195 1.9 (655 203 (162.4) 6.7 (124.1) 26.2 (148.0) §
South Dakota 247 (133.5) 20.8 (111 7) 153 (11500 0.0 ( 0.0) 0.2 ( 6.9 12.5 (100.0) 10.7 (198.1) 15.8 ( 89.3) e
Texas 14.7 (. 79.5) 21.4 (116.9) 14.5 (109.0) 0.0 ( 0.00) 0.0 ( 0.0) 22.2 (177.6) 6.3 (116.7) 20.0 (117.5) §
Colorado 155 ( 83.8) 19.7 (107.7) 17.3 (130.1) 10.1 ( 89.4) 0.9 ( 31.0) 83 (66.4) 6.7 (124.1) 21.6 (122.0) =
Wyoming 170 (91.9) 21.8 (119.1) 9.7 (729 0.0 ( 0.0) 00 ( 0.0) 21.4 (171.2) 9.2 (170.4) 21.0 (118.6) §
California 18.9 (102.2) 15.3 ( 83.6) 16.9 (127.1) 13.4 (118.6) 4.5 (155.2) 89 ( 71.2) 5.4 (100.0) 16.6 ( 93.8) 9
Washington 17.9 (96.8) 16.9 (92.3) 27.6 (207.5) 0.0 ( 0.0) 0.0 ( 0.0) 13.6 (108.8) 6.2 (114.8) 17.8 (100.6) '§
Alaska 80 (43.2) 7.1 (388 07 ( 53) 00 ( 0.00 4.7 (162.1) 28.8 (230.4) 22.4 (414.8) 28.2 (159.3) é-
&

Source: Staff computations based on U.S. Census data, Government Finances In 1982-83, Washington, D.C., 1985.
Note: Index numbers set for U.S. percent equal to 100.0
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What is not shown here, and what the several measures that are presented
in the following sections are designed to correct, is how Minnesota’s fiscal
system stacks up against the other states once some economic base and/or
demographic variables are taken into account.

TAXES PER CAPITA '

The ratio of taxes per capita (tax collections divided by population) is one
of the most widely used measures of interstate variation in “tax burdens.”
Although this ratio is a much better indicator of interstate differences than
tax collection data presented in isolation (since it provides a common
denominator among the states) it is nevertheless a weak measure of tax
burden and thus is subject to abuse and misinterpretation. Not only do per
capita measures count each resident equally, regardless of their condition,
degree of dependence, and taxpaying capacity, but the measure is also
vulnerable to the criticism that it does not account for the role nonresidents
play in the payment of taxes. .

The data on per capita tax collections are presented in Table 6. The
collections number includes monies derived from what one usually considers
taxes (income, sales, property and Lexcises) and excludes federal aid and
other nontax revenue {e.g., user charges and fees). As such the data tend to
reflect the internal or own-source and compulsory aspect of state/local
revenue raising. And, according to Table 6, Minnesota has been consistently
above both the national per capita b!urden and that of its neighboring states -
since the mid-1960s (the Wisconsin £965 comparison is the only exception).

TAXES AS A PERCENT OF INCOME

State and local revenues as a percent of personal income is a somewhat
better measure of interstate burden variations than is the per capita data, but
it can nevertheless be nearly as superficial due to its failure to address
practical concerns identified in the iljltroduction to this section. Moreover, in
addition to this list of general shortcomings presented above, the personal
income measure is flawed since the income denominator significantly
understates the tax-wealth of energir-ri'ch as well as tourist-rich states and
overstates the taxing power of states confronted with diminished economic
bases of property and sales. Indeec{l, in some cases the tax collections to
personal income ratio can lead to al“nsurd results. For example, consider the

_data in Table 7 that show that in 1982 Alaska collected general revenues of
102 cents of each 31 of Alaska perﬁonal income.* Similarly, Wyoming was
taking 36 cents of each $1. That makes high-spending states like Minnesota
and New York quite a bargain.

But those Alaska and Wyoming numbers include taxes collected on oil,

which, because oil is sold nationwide, are largely exported and thus




TABLE 6

Per Capita State/Local Tax Collections

Minnesota and Selected States

1965 - 1983
% change
1983 1980 1975 1965 1975-1982
United States $1,216 (100.0) $ 987 (100.0) $ 664 (100.0) $264  (100.0) 83.1%
MINNESOTA 1,473 (121.1) 1,125 (114.0) 754 (113.6) 299 (113.3) 95.4
New York 1,889 (155.3) 1,495 (151.5) 1,025 (154.4) 372 (140.9) 84.3
Illinois 1,255 (103.2) 1,084 (109.8) 730 (109.9) 266 (100.8) 71.9
Michigan 1,370 (112.7) 1,075 (108.9) 682 (102.7) 290 (109.8) 100.9
Wisconsin 1,425 (117.1) 1,061 (107.5) 719 (108.3) 318 (117.4) 98.2
Iowa 1,171 ( 96.3) 967 ( 97.8) 637 (95.9) 276 (104.5) 83.8
North Dakota 1,100 ( 90.5) 847 ( 85.8) 613 ( 92.3) 248 (1 93.9) 79.4 §
South Dakota 914 ( 75.1) 789 ( 79.9) 543 ( 81.8) 241 (91.3) 68.3 s
Texas 1,033 ( 84.9) 806 ( 81.7) 51‘_5 (77.6) 207 (. 78.4) 100.6 §
Colorado 1,166 ( 95.9) 990 (100.3) . 631 (95.0) 292 (110.6) 84.8 ;,1
Wyoming 2,443  (200.9) 1,399 (135.7) 697 (105.0) 278 (105.3) - 250.5 g
California 1,337 (109.9) 1,172 (118.7) 869 (130.9) 361 (136.7) 53.9 9
Washington 1,306 (107.4) 989 (100.2) 676 (101.0) 294 (111.9) 93.2 ,§
Alaska 4,908 (403.5) 4,189 (424.4) 842 (126.8) 250 (94.7) 482.9 §
Source: Derived from U.S. Department of Commerce Bureau of the Census, Governmental Finances, December 1984, and U.S. Advisory §
Commission on Intergovernmental Relations, Significant Features of Fiscel Federalism, Washington, D.C., 1982-83 Edition (Table 30), 1984.
Notes: U.S. average for 1983 excludes Washington, D.C. :
U.S. average equals 100.0 2
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T
State and Local Gen
State Personal Income,

JATIONS

ABLE 7 .
eral Revenue in Relation to
Minnesota and Selected States

F966-82
1982 1980 1976 1966

% Index* % Index* % Index* % Index*

uU.S. 18.8 (100.0) [19.8 (100.0) 20.4 (100.0) 15.6 (100.0)
MINNESOTA 22.0 (117.0) 22.3 (112.6) 23.7 (116.2) 18.8 (120.3)
New York 23.9 (127.1) 25.4 (135.1) 26.3 (128.9) 16.3 (104.2)
Illinois 16.5 (878 [17.6 (889 172 (84.3) 123 (789
Michigan 20.7 (110.1) 20.2 (102.0) 20.5 (100.5) 149 (95.4)
Wisconsin 20.6 (109.6) 21.3 (107.6) 223 (109.3) 16.7 (107.0)
Iowa 17.6 (93.6) [18.6 (93.9 19.0 (93.1) 16.8 (107.8)
North Dakota 21.5 (114.4) 23.1 (116.7) 22.8- (111.8) 20.8 (133.7)
South Dakota 19.9 (105.9) 21.5 (108.6) 22.7 (111.3) 19.7 (126.4)
Texas 16.2 (86.2) 17.2 (869 18.0 (882 151 (96.5)
Colorado 18.1 ( 96.3) 20.0 (101.0) 21.6 (105.9) 19.5 (124.7)
- Wyoming 36.2 (192.6) ?8.6 (144.4) 28.6 -(140.2) 26.2 (168.1)
California 18.9 (100.5) 20.2 (102.0) 228 (111.8) 18.0 (115.2)
Washington 183 (97.3) 19.8 (100.00) 20.5 (100.5) 18.1 (116.0)
Alaska 102.3 (544.1) Tl&S (395.5) 38.5 (188.7) 26.9 (172.2)

Sources: ACIR, Significant Features of FiJcaI Federalism 1982-83 Edition. pp. 139-190; U.S.

Department of Commerce, Bureau of the C
. pp. 47-49 and Table 26, p. 70; Bureau of the
24, p. 50.

*State percent related to U.S. Average (U.

ultimately paid by nonresidents.
extreme examples, it is nevertheles
applies, albeit in a less spectacular

TAX PER

" THE REPRESENTATIVE TAX SY

ensus Governmental Finances in 1975-76, Table 17,

Census, Governmental Finances in 1965-66. Table

S. = 100)

Though Alaska and Wyoming provide

ss true that this same sort of distortion

manner, to all such state ratios.

YFORMANCE

YSTEM

An additional kind of informat‘ion that is used in establishing relative
fiscal balance among the states are “tax capacity” indices, which are most
commonly used for judging the distribution of intergovernmental grants.

The most traditional of these ¢
(personal income per capita is also 1
the view that since all taxes are ultir
aggregate state personal income the
or capacity to pay taxes in order to
services. When aggregate income
ratios of taxes collected to incom
degree of fiscal pressures within th

apacity measures is personal income
ised) by state, i.e., a number that reflects"
mately paid out of one’s income, total or
n represents the citizenry’s overall ability
finance a given set of public goods and
is viewed in this capacity manner, the
es then provide a relative measure of a
e state.
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A more sophisticated yardstick of tax capacity among states is the
representative tax system (RTS) approach, which was developed by the staff
of the U.S. Advisory Commission on Iqtergovernmental Relations (ACIR)
in 1962 and which has been subsequently refined (though the basic
methodology has remained the same).’

The representative tax system answers E:e following question: How would

each of the fifty states rank on a revenue productivity scale if every state
applied identical tax rates to each of the twenty-six commonly used tax bases
in the U.S. state/local system? Thus “tax capacity” is defined as the amount
of revenue that each state would raise if it applied a nationally uniform set
of tax rates to its hypothetical tax base. Che rates used in the calculation are
representative since they are national average rates for each base. Thus,
differences in estimated tax yields ai]nong the states reflect only the
difference in state/local tax bases. l

It is important to understand that for the RTS to work, the set of
representative tax rates are applied in every state regardless of whether or not
in practice a given state actually levies a particular tax. If this across-the-
board computation were not made for all fifty states, tax capacity would be
understated in states that do not choose to employ a full spectrum of taxes.
For example, although neighboring South Dakota does not have a broad-
based income tax, it is included in South Dakota’s tax capacity because that
base is available to tax (with the intens%ty of “use” presumed to equal a
national average) even though the choice at this time is not to utilize it. Thus
the different mix of revenue devices actually used from one state to the next
does not affect the RTS yardstick of caﬂacity to raise taxes.

TRENDS IN RTS TAX CAPACITY

With the representative tax system method, a given state’s “tax capacity
index” is defined as its per capita tax caﬂacity divided by the average for all
states with the index for the average seé at 100. The tax capacity indices
provide the measure for comparing the rci‘.lative taxing potentials of any one
state and local system among the states. Thus, a state with an index larger
than 1.00 has an ability to raise revenue greater than the average or
representative state. For example, in Taﬁle 8, which presents tax capacity
indices for the selected set of states forJvarious years, the 1981 index for
North Dakota was 123. That means that North Dakota state/local system
has a 23% greater ability to raise taxes th'in the representative or statistically
average ‘U.S. state. The 1981 New York iJndex, which is 89, shows an 11%
below-average ability to generate revenuek then the representative state.

Further examination of Table 8 showst

* Minnesota has generally exhibited % near average capacity to raise
revenues since the mid-1970s. At present the Minnesota tax capacity is well
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TABLE 8 :
Representative Tax System Capacity Indices
Minnesota and Selected States
1967-82 (1979-82)

1982 1980 1975 1967
United States 100 100 100 100
MINNESOTA 99 102 97 95
New York 91 90 98 108
Ilinois 99 108 112 114
Michigan 93 97 101 < 104
Wisconsin 87 95 98 94
Iowa 96 105 106 104
North Dakota 115 108 101 922
South Dakota 87 9% 94 91
Texas 130 124 111 ) 98
Colorado 121 113 106 104
Wyoming 201 196 154 141
California 116 117 110 124
Washington 102 103 98 112
Alaska 313 260 155 - 99

Source: U.S. Advisory Commission on Intergovernmental Relations, 1982 Tax Capacity of the
Fifty States, Washington, D.C., September 1983, and preliminary report for 1982 (March
1985).

above that of neighboring South Dakota and Wisconsin, but below North
Dakota and slightly less than tMt of Iowa.

* The trend in tax capacity disparities among Minnesota and its neighbors
suggests that in. the near futdre, at least, Minnesota’s position is
improving vis-a-vis everyone but [North Dakota; and

¢ It is nice to have oil and coal.

TOTAL TAX EFFORT

A complementary measure to the RTS tax capacity index is “tax effort.”
Whereas tax capacity refers to the rélative size of a state’s potential tax base,
tax effort indicates the degree to winich the aggregate tax base is exploited.
Arithmetically, tax effort is the ratio of percentage of a state’s actual tax
collections to its tax capacity. A taﬂ effort index is created by dividing each
state’s tax effort by the average for|all states, which is set at 100. Thus, by
exhibiting an overall tax effort index of 109 for the year 1981 (Table 9),
Minnesota is seen as choosing to exploit its total tax base at a rate of 9%
greater than the national average. In contrast, a state such as Colorado,
which has a tax effort index of 84|is making a less than average national
effort to utilize its potential tax base. It should be noted that a high tax
effort index does not necessarily trénslate into a high burden on residents.
Recall that the tax effort numerator—total state plus local collections—does
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not adjust for such factors as the mix of taxes employed or the ability to
export taxes. For example, the data in Taﬁle 8 showed that Texas had a high
1981 capacity tax (132), a fact that is large}y explained by the ability to apply
a severance tax to oil. Yet, Table 9 shows a low tax effort for Texas. The
reason is, in part, that because taxes on oil and gas are exported (and,
interestingly, at a below than U.S. averageLseverance tax effort), Texas is able
to make low efforts for all their other taxes. In addition, a reduced level of
expenditures is also reflected in that decision and the numbers (Table 1).

Given all these warnings, Table 9 provides the same sort of evidence as did
the per capita tax burden data—viz, that Minnesota is about 9% above the
national average tax burden, and that 1 lative to the rest of the United
States, the burden has been falling sligl£l: since the mid-1970s. In 1981,
Minnesota was the eleventh leading total effort state. Alaska was first, a
result largely explainable by its non-Texas like decision to tax oil heavily. Of
the nine other states ranked above Minnespta, six were on the east coast and
two (Michigan and Wisconsin) were midwestern. Hawaii is the other high-
ranking state. ¢

TAX EFFORT AND CAPACITY BY TYPE OF TAX

The next tables provide a look at the tan capacity and tax effort estimates
by type of tax. The first (Table 10) focuses on Minnesota and the second
(Table 11) compares Minnesota with neig}nboring states. The data in these

TABLE
Tax Effort Indices, Minnesota
and Selected States, 1967-82

1982 1980 1979 1975 1967
United States 100 100 100 100 100
MINNESOTA 111 111 - 115 117 119
New York 170 167 171 160 138
Illinois 107 102 99 99 84
Michigan 120 116 113 : 106 100
Wisconsin 128 116 118 115 124
Iowa 105 96 93 93 104
North Dakota 83 79 78 92 97
South Dakota 91 88 84 87 107
Texas 66 65 65 68 73
Colorado 81 90 96 90 106
Wyoming 105 74 83 70 79
California 99 102 95 119 108
Washington 93 94 96 101 106
Alaska 180 166 129 101 106

Source: U.S. Advisory Commission on Intergovernmental Relations, /1981 Tax Capacity of the
Fifty States, Washington, D.C., September 1983, Table 6 and preliminary report for 1982
(March 1985)7
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tables are particularly useful: they go beyond the aggregate or total indices
discussed above and show on a tax component basis where the status has an
above-(below) average capacity to tax, where it is making a higher (lower)
than average effort to tax, and |give some idea of the relative dollar
magnitudes of what the divergence between capacity and effort means to the
state. To summarize from Table 10:

e For 1982, the most recent year for which the tax capacity and ')effort is
available for all state/local tax iystems, Minnesota’s tax effort exceeded
the national average for taxes on selective sales, personal and corporate
income, and nonmineral severince taxes. It made a less than (U.S.)
average effort for general sales, Eroperty, and estate and gift taxes.5

® There was an unused tax capacity of $280 million in the general sales tax,
an amount that is equal to about 30% of what was then raised. The
comparable percent for unused i982 property tax capacity is about 10%
of revenues collected, or about $144 million.

¢ Although the state has a below-average estate and gift tax capacity, its
effort-is even further below the representative U.S. state.

Tax effort and capacity indices by type of tax with Minnesota compared to
its four neighboring states are presented in Table 11. Even when the relative
total capacity and effort indices are taken into account, generalizations
regarding the region’s performance indicators are difficult to draw. Again,
the key seems to be diversity, particularly with respect to tax effort. What

‘ TABLE 10
Minnesota Per Capita Tax Capacity (RTS) and Tax Effort Indices
by Typé‘ of Tax - 1982 :

TLLx Tax Tax Revenue
Type of Tax Capaciﬂy Index Effort Index Less Capacity*
General Sales 107.9 75.9 $-280,191
Total Selective Sales 94.9 112.8 65,169
Total License Taxes 124.3 97.5 - 5,024
Personal Income 92.9 184.5 709,373
Corporate Income 98.4 128.5 72,124
Total Property 105.3 90.6 -143,745 .
Estate and Gift 84.5 68.9 - 60,202
Non-fuel Mineral Severance 308.0 818.7 133,096
TOTAL TAXES 99.1 111.2 $ 510,742

Source: U.S. Advisory Commission on Intergovernmental Relations, Tax Capacity of the Fifty
States, Washington, D.C., September 1983, and preliminary report for 1982 (March 1985).

Note: U.S. average equals 100.0
*Thousands of dollars




TABLE 11
Tax Effort and Capacity Comparisons (1982)

Tax Capacity - As a Percentage of the U.S. Average

Minnesota’s

Tax Source Minnesota (Nisconsin lowa North Dakota South Dakota National Rank
TOTAL 99.1 86.8 96.0 115.1 87.4 22
General Sales 107.9 88.2 99.8 109.6 - 104.0 13
Selective Sales 94.9 92.4 98.2 107.3 99.4 36 .
License Tax 124.3 105.4 . 120.8 154.0 142.9 : 12
Personal Income 92.9 88.1 88.2 88.3 65.9 28
Corporate Income 98.4 90.3 85.5 93.0 67.1 17
Total Property 105.3 90.4 105.8 102.0 89.6 16
Estate and Gift 845 58.2 110.9 79.6 64.1 19
Severance (all types) 9.4 0.8 2.9 459.3 18.2 27
Tax Effort - As a Percentage of the U.S. Average g —
Minnesota’s §
Tax Source Minnesota* Wiconsin Iowa North Dakota South Dakota National Rank g
TOTAL 111.2 127.8 105.3 82.6 90.7 9 i
General Sales 75.9 88.2 69.2 76.6 107.7 34 o
Selective Sales 112.8 104.9 89.9 71.8 103.7 " 8
License Tax 97.5 82.5 137.7 82.6 80.4 19
Personal Income 184.5 183.8 128.5 27.2 0.0 5 g i
Corporate Income 128.5 121.0 95.0 96.9 3.6 8 T
Total Property 90.6 136.6 117.3 81.9 121.5 23 a
Estate and Gift 68.9 2113 242.8 57.0 179.3 25 3
Severance (all types) 817.7 57.1 0.0 161.5 196.0 | :
Source: ACIR. 1982 Tax Capacity of the Fifty States, Washington, D.C., March 1985 (preliminary) a9 .
Note: Rank is from highest to lowest W
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emerges is a pattern that was suggested in the Table 3 and 4 data on
expenditures—viz, that for a variety of reasons, including tradition, even
neighboring states vary in terms of the mix of taxes and expenditures that
they use to carry out the public sector role.

POLICY IMPLICATIONS

It is important at this-point to reiterate a major point from above: the
burden, tax capacity, and effort ratios are provided only in order to give an
introductory overview as to how Minnesota compares with other states.
They are not replete with policy implications. It would be hasty to conclude,
for example, that because Minneso‘ta consistently is above (below) another
state in terms of burden ratios or tax effort index, that Minnesota taxes are
“too high” (“too low”). Thus, it is an unhappy fact that each year so much
public attention is given to varioqs reports on state tax and expenditure
rankings.

Several other factors are yet to tle explored, regarding the role that taxes
play in creating a total climate in Ninnesota that promotes fiscal fairness
and efficiency and enhances development of the economic base. A
systematic examination and discdssion of these and related topics thus
begins in the following chapter on _{he relationship between state/local taxes
and changes in private sector employment growth.

ENDNOTES

1. Census treats the Minnesota homestead, agricultural, taconite, and wetlands
credits as property tax reduction devi es. However, the property tax refund (circuit
breaker) and targeted relief program\sI both property tax relief devices which are
granted in the form of credits against the personal income tax, are counted as income
tax reductions. '

2. U.S. Advisory Commission on Intergovernmental Relations (ACIR),
Significant Features of Fiscal Federalism (1982-83 ed.), Washington, D.C., 1984.

3. Minnesota receives slightly less federal aid revenues for both education and
welfare than the U.S. per capita average. The per capita percentage comparisons of
state local expenditures from federal aid are (U.S./Minnesota) as follows: education
(9.4%: 8.0%) and public welfare (56.5 d7«): 50.0%). The percentage for federal aid as a
percent of total state/local revenues are U.S. (20.1%) and Minnesota (18.2%). U.S.
Bureau of the Census, Government Finances in 1982, U.S. Department of
Commerce, 1984.

4. General revenue includes all government revenue (including intergovernmental)
except utility revenues; liquor store revenues, and insurance trust revenue.

5. The RTS methodology is described by the ACIR in 198! Tax Capacity of the
Fifty States, Report A-93, ACIR, Washington, D.C. September 1983. For a summary




Minnesota Fiscal Comparisons 77

of the controversy see Steven D. Gold, “Measuring Fiscal Effort and Fiscal
Capacity: Sorting Out Some of the Controversies,” a paper presented at the Tax
Roundtable of the Lincoln Institute of Land Policy, Cambridge, Massachusetts,
April 27, 1984. Stephen Barro of SMB Economic Research Inc., Washington, D.C.,
is preparing a detailed assessment of the capacity and fiscal disparities for the U.S.
Department of Housing and Urban Devel:rment, Washington, D.C.

6. Advisory Commission on Intergovernmental Relations (ACIR), 1982 Tax
Capacity of the Fifty States (Preliminary, March 1985). Tax-effort estimates are not
made for component categories of the property tax base (residential, farm,
commercial-industrial, and utility).
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Jobs and Taxes: The Effect of
the Business Climate
on Minnesota Employment

INTRODUCTION

Two facts appear to be clear. First, Minnesota is a high-tax state. Second,
recent, long-term employment growth in|Minnesota has generally been
higher than employment growth in most of its neighboring states and higher
" than the U.S. average. The purpose of the ﬂ)resent study is to determine the
relationship (if any) between these two factE, between taxes and changes in
the level of employment in Minnesota.

Obviously, the Minnesota economy and | thus its employment growth is
tied closely to the national economy. No state can realistically have
employment grow at a rate that differs widely from national trends. But
there are differences in employment growth rates across the states. Even as
some sectors of the national economy are growing and others declining,
more of the growth and less of the decline is occurring in some states rather
than in others. This study attempts to determine which factors explain these
differences in state employment growth rates.

Many discussions of the business climate or tax climate center on various
rankings of the states. For example, the Alexander Grant report! recently
ranked Minnesota forty-three out of forty-eight states in its measure of the
business climate. This low ranking resulted in large part because of the
heavy emphasis placed on taxes in that study. These rankings can help
document the first fact about Minnesota, th:llt it is a high-tax state. But they
do not address questions rising from the second fact, whether taxes affect
employment. No attempt is made to bri?g the two facts together, to
determine whether a poor tax climate ranking is a matter for concern.

One approach to determining whether taxes affect employment growth is
to ask those individuals responsible for changing employment, i.e., the
business persons who decide to relocate, toiform new branches, to start a
new buisiness, or to expand on site. Surveys of the individuals responsible for
location decisions can provide a guide as to \-;Lhich factors may be important.
But surveys must be carefully designed to elicit the actual determinants of
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location decisions as respondents may have an incentive to exaggerate the
importance of those factors that they feel are amenable to policy changes.

A second approach, which overcomes these problems, is to observe actual

" employment growth rates for Minnesota and the other states and then to
statistically relate these growth rates‘ to taxes and other factors in the states.
These are the factors that compose business climate measures and that
surveys, rankings, economic theor)l, and common sense would lead one to
believe are important in explainingichanges in employment. The questions
that are addressed include the following: have the “bad” business climate
states been low employment growth states? do taxes help explain the
differences in growth rates or are ti}x differentials not large relative to other
cost differentials, and, thus, not s“ignificant determinants of employment
growth? By comparing Minnesota to the other states on employment growth
and ‘many cost factors, not just taxes alone, we can ask, other things being
equal, do taxes matter?

In interpreting the results of the study it is important to remember that the
analysis uses aggregate figures on employment. Our list of the significant
and important factors for determining employment growth rates may not be
relevant for any specific business lchation decision. It may, in fact, be the
case that for a particular business location decision, a factor that we
determine to be insignificant in ‘explaining employment changes is the
deciding factor. But, if a factor is not important for many such decisions, a
statistical relationship cannot be detected between aggregate employment
growth rates and the factor. This study attempts to determine which factors
are important in explaining differences observed in aggregate employment
growth rates across states. ‘ '

In the next section, the statistical approach is described. The study is
designed to address the specifi¢' concerns often expressed about the
Minnesota business climate, including which factors (the high personal and
corporate income tax rates, the overall tax effort, the change in tax effort)
appear to explain Minnesota’s (and other states’) employment growth.

A final section discussing the irpplications of the results for tax reform
follows. Some of the factors that are identified as being significant
determinants are amenable to policy changes, others are not. For those that
are, the issue is what Minnesota .%hou}d do about these factors (taxes and
others) to improve its employmen; growth rate.

WHAT ARE THE DETERMINANTS OF
EMPLOYMENT GROWTH?

This study compares employmept growth rates to taxes, labor costs, the
weather, energy costs, and other potential determinants of employment
growth for the forty-eight contiguous states. It draws from previous work
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but expands the scope of inquiry into bdsiness location decisions in three
ways.2 First, it focuses on a recent ‘period (1973 to 1980), a time
characterized by significant shifts in employment among the states. Second,
it analyzes employment growth in nonmanufacturing industries as well as
manufacturing industries. In particular, |employment change during the
1970s in six major industrial categories is analyzed using a statistical
framework that relates employment growth to a set of factors hypothesized
to be important. The industries stuhied include: manufacturing;
transportation and public utilities; wholesale trade; retail trade; finance,
insurance, and real estate (referred to as ﬁ):ance in the report); and services.
Employment growth in the aggregate of thése six industries is also analyzed.

The third way in which this study eﬁpands upon others is that the
potential set of factors to be tested as determinants of employment is a far
more extensive set than has been examined before. In addition to standard
measures of market accessibility, labor fo}ce characteristics, energy prices,
and climate, many fiscal variables are included to capture burden, trend,
progressivity, expenditure, and announcement effects. Also, the explanatory
variables include a mixture of the levels of and the percentage changes in the
levels of certain factors.

EMPLOYMENT TRENDS IN MINNESOTA COMPARED TO
OTHER STATES

As the study is an attempt to explain differences in employment growth
rates between Minnesota and other states for the period from 1973 to 1980, it
is useful to first compare the employment trend figures.

Table 1 contains employment growth by nine major industries for the
U.S., Minnesota, South Dakota, North Dakota, Iowa, Wisconsin
(neighboring states to Minnesota), and Illinois, plus Texas, California, and
Florida where employment is growing rapidly, and New York where
employment is growing very slowly. The nin'%‘industries include: agriculture;
mining, contract construction; manufacturing; transportation; wholesale
trade; retail trade; finance, insurance, and real estate; and services. This list
includes three industries not analyzed i | subsequent sections as these
industries are not footloose (i.e., they are tigd to location-specific resources
or markets), are tied to (inter)national trends more than the others, and are
not likely to be influenced by the same set fﬁf factors as the other six.

Overall employment in Minnesota between 1973 and 1980 grew 35%,
which was much faster than employmexjnt" grew in the U.S. (22.1%).
Moreover, employment growth in seven otJ the nine industries was more
rapid in Minnesota than in the U.S. In all inldustries, except agriculture and
mining, employment grew between 8% and 27% faster than the same
industries in the U.S. Employment in contract construction and
manufacturing grew much more rapidly in Minnesota than in the U.S. as a
whole.
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5 TABLE 1
Percentage Change in Employment by Major Industry, 1973-1980:
- U.S., Minnesota and Selected States

U.S. Minn. S.Dak. N.Dak. Ia. Wisc. 1. Tex. Cal. Fla. N.Y.

SNOILVANTIWIWOOHY ANV SONIANIA

Total 22.1% 35.0% 31.9% 46.7% 24.1% 22.6% 11.9%  47.1% 41.4% 31.4% 2.6%
Agriculture 28.6 19.3 -40.0 26.1 25.6  21.0 18.6 10.7  71.6 35.8 1.7
Mining 65.4 25.3 149 164.0 -10.1 4.7 45.3 103.6  57.2 57.3 4.4 )
Construction 19.9 47.5 ' ' 184 64.3 343 204 9.2 65.4 60.7 54 -19.1 —
Manufacturing 7.0 25.1 43.7 62.2 13.3 11.0 -4.4 35.6 31.2 24.2 -8.6

| Transportation 15.3 23.2 25.9 35.6 13.7 17.1 1.8 - 41.0 24.1 20.0 . -15.0
Wholesale Trade 235 34.5 44.1 53.1 51.4 329 13.5 43.5 374 29.6 -3.3
Retail Trade 21.5 27.2 25.4 28.6 16.2 19.6 10.1 389  32.7 34.6 -0.5
Finance, Insurance,

Real Estate 27.6 38.3 322 464 346 322 29.5 39.5 51.0 26.7 12.7

Services 45.3 56.2 352  '50.4 423 457 41.3 599 57.7 50.6 26.7

Source: U.S. Department of Commerce, Bureau of the Census, County Business Patterns, (Washington, D.C.: U.S. Government Printing Office,
selected years).
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Of the four neighboring states to Minx}\esota, total employment in North
Dakota and South Dakota grew more rapidly than in the U.S. but only
North Dakota had a growth rate that was greater than the rate in Minnesota.
North Dakota had very strong employment growth relative to the U.S. in all
industries except agriculture. With the exception of services, employment
growth in the other eight industries was more rapid in North Dakota than in
Minnesota.

Employment growth in South Dakota showed a more uneven pattern, but
three industries—manufacturing, transportation and wholesale trade—grew
faster in South Dakota than in Minnesota. With few exceptions,
employment growth in each industry wa§ higher in Minnesota than in the
other three north central states. , [L

Of the three states where total employment is growing rapidly,
employment growth in Minnesota was higher than in Florida. Moreover,
employment growth in Minnesota was higher than in Florida in all but three
industries—agriculture, mining, and retail trade. Between 1973 and 1980
employment grew 47.1% and 41.1% in and California, respectively.
Employment grew faster in every industry (except agriculture in Texas) in
these two states than it did in Minnesota. In Texas, mining is the most
rapidly growing industry, and manufacturibg grew at five times the national
average compared to three and one-half times the national average in
Minnesota. In California, much of the ra‘pid, overall employment growth
can be attributed to strong employment gains in agriculture, mining, and
contract construction. o

In sum, Minnesota had more rapid growth in total employment than the
U.S. as a whole. In a few categories Minnesota did as well as the fast-growth
states and in many categories its. emp]oymént growth rates were higher than
the corresponding rates of its neighboring states.

THE METHOD

To determine which factors help explain the differences in the growth rates
reported in Table 1, a statistical mode] is employed. The technique
statistically relates the employment growth rates of the forty-eight
contiguous states from 1973 to 1980 to 3]6 set of potential explanatory
variables or factors. For the sample chosen and within the set of factors
chosen, a factor is said to be a significant d‘eterminant if it explains some of
the observed differences or variance in the employment growth rate. A
factor which does not help to explain or accé)unt for the differences observed
in the states’ employment rates is said to b insignificant.

Of the significant factors, some will explain or account for more of the
differences in employment growth rates than others. These important
significant factors will have larger elasticities, i.e., for any percentage
change in these factors, the percentage change in employment growth rates
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will be larger than for significant factors with smaller elasticities. Thus,
rather than simply ask if taxes matt r, we ask, in this framework, are taxes a
significant and strong determinant of employment growth rates?

As this study compares Minnesota to other states rather than comparing
Minnesota’s growth rate in 1976 to Minnesota’s growth rate in 1980, the
results are best interpreted as a test of Minnesota’s competitive advantage
(disadvaritage) relative to other states, not as a test of which factors explain
Minnesota employment over time.

Below is a description of each of the variables used in the analysis. A
value for each variable was obtained for each of the forty-eight contiguous
states.

THE VARIABLES

1. The Dependent Variable
The dependent variable is the pei'centage change in employment between
1973 and 1980 in each industry. The‘ industries examined are manufacturing,
transportation, wholesale trade, retail trade, finance (actually, finance,
insurance, and real estate), and services. Total employment, which is the
aggregate of these six industries, is|also examined. Total employment, thus,
does not represent all employment as agriculture, mining, and contract

construction have been omitted.
2. Potential Explanatory Variables (Factors)

The factors hypothesized to be |important determinants of employment
have a large number of dimensgons to them. In what follows, these
dimensions are represented using a large number of variables. For technical
reasons, some of these variables | later dropped from the empirical work.

Labor climate variables. Labor climate is measured using wage rates,
union activity, labor avallabllLty, productivity and unemployment
compensation benefits. The wage rate. variable (WAGE) is the average
hourly pay for manufacturing production workers in a state. This same wage
rate measure is used for every industry analyzed. If the manufacturing wage
rate is high, other industries will have to pay higher wages to attract, hire,
and retain employees. Thus the n{lanufactun'ng wage rate is expected to be
indicative of the overall wage level in the state.

Union activity is measured usmtg three variables: the percentage of the
work force that unionized in 1976 (UNION), a variable equal to one if the
state has a right to work law and zero otherwise (RTW), and the percentage
of working time lost in a state due to union work stoppages (WSTOP).
WSTOP is calculated using the average percentage of working time lost for
years 1975, 1976 and 1977. The percentage change in the population between
ages eighteen and forty-four (P1844) between 1965 and 1973 measures the
growth in the prime working age population in a state.
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The median education level in the state in 1976 is a measure of labor’s
inherent productivity (EDUCL). The level of unemployment compensation
is measured as the average weekly basic av.ltlnemploy_ment insurance payment
in 1976 (UI). Workers’ compensation is another aspect of the labor climate
that, due to a lack of data, is not repre'sénted among these variables.

Energy. Energy prices are difficult tomeasure. There are many energy
types—electric, natural gas—and different tariff structures for user classes.
One study which uses both natural gas and electric prices found electric
prices to be statistically significant factors while natural gas prices were not
significant determinants.3 Thus, for thig analysis the industrial average
electrical bill for the 300KW - 600,000 KNH use class (ELEC) is used to
proxy energy prices. :

Fiscal climate. The fiscal climate in a state is difficult to capture with
only a few variables—thus numerous variables are proposed to measure
both the expenditure and the tax climate in a state. On the expenditure side,
the education burden in 1977 (EDUCI) |and the welfare burden (public
welfare plus medicaid) in 1977 (WELI) are i'nclu/ded inthe regressions. These
state and local expenditures from own-source revenues on each of these
functions are measured as a percentage of state personal income.

On the tax side, a measure of the overaﬁ level of tax effort in the state is
the first dimension of the tax burden used here. The ACIR measure of
effort, which is an index of a state’s effort relative to the national average of
100, is used to measure effort (TEFF). Higher effort implies higher taxes
given the state’s fiscal capacity. An effort index of 120 for example would
imply that the overall level of taxes is 20% higher in that state compared to
the average in all states. Because it is often stated that firms are concerned
about fiscal trends as well as about the level of taxation, the percentage
change in effort from 1967 to 1977 (PTEFF) is used in the analysis as-well as
TEFF in 1977.

Some policymakers and business representatives appear to believe that
high nominal tax rates have detrimental |effects on business’ perception
about a state. They argue that nominal rates matter even though the high
nominal rates do not necessarily imply high taxes as taxable income in a
state may be'small due to, for example, génerous depreciation allowances,
deductibility of federal taxes, and a weighted apportionment formuia for the
state corporate income tax. The suggestion is that businesses do not look
much beyond the nominal tax rate, and thaI these so-called “announcement

effects” about nominal rates affect business/location decisions. Others argue
that businesses do look beyond the obvious nominal rate and instead
consider effective rates of taxation when making employment change
decisions. These two hypotheses are tested for two specific taxes—the
corporate income tax and the personal inc?me\tax.

The highest nominal state corporate tax rate in 1976 (HCIT) measures the
marginal tax rate on corporate income and is a measure of the

e e s e i 14 b1
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announcement effect mentioned above. An alternative and more accurate
measure of corporate tax burden is the ACIR’s 1979 measure of the effective
corporate tax rate or the ratio of corporate tax revenue to corporate tax
capacity (EFFCIT). CL

High personal taxes may make it difficult for firms to attract employees to
staff an expansion on-site or a new branch plant. To measure the so-called
announcement effect the nominal |state income tax rate for incomes of
$50,000 or more (IT50) is used. An alternative that is a more accurate
measure of personal income tax burden is the ACIR’s effective tax rate—the
ratio of taxes to income—for households at various levels of income. The
measure is available for households with incomes of $25,000 or more or for
households with income of $50,000 or more (EFFIT50). The two measures
are highly correlated, and because the results are similar using either
measure, only the latter is employed here.

Tax progressivity may also adversely influence employment growth if
individuals do not have a strong preference for redistribution at the state
level. The average 1977 effective tax rate for the personal income tax and the
sales tax combined is calculated fo; the 90th percentile of income and the
10th percentile of income.* The difference between the effective tax rates in
those two income percentiles is used as a measure of the combined
progressivity of these two personal taxes (PROG). The greater the difference
between the average tax rate at the upper end of the income distribution and
the average tax rate at the lower enﬁ‘l, the more progressive is the state’s tax
system. ‘

Some researchers’® argue that businesses may prefer states which rely more
heavily on local tax sources because businesses may get more benefits from
local governments than state governments and businesses can vary their tax
bill within the state with a choice among-several local governments. It is also
argued that businesses may prefer st‘ates that make greater use of sales taxes,
because, for various reasons, the Jsales tax is not as burdensome as the
individual income tax or corporate income tax. To test these hypotheses, the
local revenue raised from own sour:ﬁs as a percentage of state and local taxes
(PCTLOC) in 1977-78 and sales tax revenues as a percentage of total state
and local revenue in 1976-77 (SAh,ETX) are included among the fiscal
variables. l

Climate. Temperature variations are used to measure climate. The
average maximum daily temperature for every day in the month of July for
the past thirty years in each state (MAXTEMP) is used to measure the heat
extreme. A comparable measure of the average minimum temperature for
every day in the month of Januzﬁy for the past thirty years in a state
(MINTEMP) is used to measure the cold extreme. These variables are used
to test whether firms and employees specifically avoid cold climates and
prefer warmer climates.
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Market variables. To measure the market potential in a state for final
goods producers, and particularly for the retail trade, finance, and services
industries, the population density in a state in 1973 (DENST) and the per
capita income in a state in 1977 (PCI) lare included in the equation. For
many businesses, the relevant market area is either much smaller than a state
(two mile radius) or much larger than alstate (the world). For these firms,
DENST, in particular, will not be a goAd measure of the market. It may
instead act more like a regional variable, li.e., all high DENST states may be
in the northeast. P1844, which was described above as a labor variable, may
also represent a growing market for some|industries, such as retail trade and
services and thus is included in the equation.

Agglomeration economies. Firms in|some industries may be strongly
attracted to one another. Specifically, manufacturing firms often cluster in
locations to take advantage of agglon‘reration economies (cost savings
resulting from the spatial concentration of firms). (This argument, however,
is probably more compelling at the local level than at the state level.) A high
concentration of manufacturing in a s ite may also lead to employment
growth in wholesale trade and transportation if manufacturing firms are a
"~ market for those industries. Thus, the ﬂercentage of total employment in
manufacturing in 1973, the beginning of the time period examined,
(PCTMFQ) is included for these three industries.

The PCTMFG variable, like the DENST variable above, may have an
alternative interpretation. PCTMFG may not be a good measure of the
spatial concentration of manufacturing firms (after all, two states with 20%
manufacturing could have very different spatial concentrations of those
firms). It may instead measure the mix of the industrial base and as
manufacturing is a slow growth sector relative to other sectors, a high
PCTMFG would be expected to inhibit thé:overall growth of the state’s jobs.

THE RESULTS: WHICH BUSINESS CLIMATE FACTORS AFFECT
EMPLOYMENT GROWTH?

The extensive list of variables described jabove is used in an initial test for
each industry (the results not reported here). The factors within each
subgroup (e.g., labor climate, fiscal climate, etc.) were examined to check
whether they are highly correlated with one another. If a factor was highly
correlated with one or more factors in the subgroup, and it was always
statistically insignificant in the initial test |and not found to be statistically
significant in other studies of location, it was dropped from the set of
factors, and a preferred model was form ‘lated. The final set of variables,
those tested in the reported results, is listed in Table 2. It should be
emphasized, that the same explanatory variables may not be statistically
significant for all industries, and even the signs of some variables could
differ between industries. For example,| the sales tax may discourage
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. TABLE 2
Results for Percentage Employment Changes 1973-80: By Industry

o . ® @ ®  ® ™

) . Finance,
Total Manufac- Transpor- Wholesale  Retail Insurance,
Employment turing tation Trade Trade Real Estate Services
WAGE % Rl K1 o
WSTOP -*
EDUCL
P1844 ) -
ELEC B i % K C Lk _x
EDUCI +* ’ 4ox* e
WELI
PTEFF ~Ex P L S -* = 12
EFFCIT +*
EFFITS0 B s e
SALETX ‘ -*
MAXTEMP +** +* +8 +* +
MINTEMP
PCTMFG & M =t 1
DENST E o -
PCI 4 ¥ 4 4 ¥ 4%
R2 .85 .73 a5 .63 .69 75 .62

Source: Staff Computations

+: The variable is positively related to/employment growth (higher values of this factor
contribute to employment growth).

-: The variable is negatively related to employment growth (higher values of this factor
inhibit employment growth). - _

* and ** indicate statistical significance at the 90% and 95% confidence levels, respectively. A
blank indicates that the variable is statistically insignificant in the specific regression, i.e., it
does not help explain the observed differences in employment growth rates for that industry.

wholesale and retail trade locations, but have no effect on manufacturing
locations.

- The equation using the announcement effect variables (IT50 and HCIT)
instead of the effective rate variables (EFFITS0 and EFFCIT) generally had
slightly less explanatory power (Es evidenced by the lower R2 of the
equations) than the effective ratle equations. Moreover, for the three
industries in which the coefficienﬂ of the effective income tax variable is
statistically significant and has the expected negative sign, the coefficient of
IT50 in the counterpart announcement equation-is either not statistically

significant (retail trade) or has less statistical significance than in the
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counterpart effective rate equations (wholesale trade and finance, insurance,
and real estate). Thus, the idea that firms and employees do not look beyond
the nominal rates of taxation is rejected\here and only the results using the
conceptually more correct effective rates are reported below.

The results for percentage change in total employment for these industries
and in each of the six industries are reported in Table 2. Displayed on the left
side is the final list of factors that were tested for each industry. In the seven
columns that follow, significant factors are indicated by one or two asterisks
and a negative (positive) sign if the factor inhibits (enhances) employment
growth.

For the six industries as a whole (co 1), higher wages, and energy
prices had a negative and statistically s‘igni'ficant effect on the percentage
change in total employment. For fiscal variables, higher spending on
education as a proportion of income| appears to have had a positive
statistically significant influence on | employment growth. A higher

percentage increase in tax effort discouraged employment growth and it was

statistically significant. Surprisingly, a higher effective corporate income tax
rate increased total employment growth but the factor was only statistically
significant at a confidence level of 90%

Employment growth was higher in states that have warmer climates as
represented by the average maximum t]emperature for July variable and
higher in states with a higher per capita income. Growth in total
employment was also higher in states with a lower concentration of
manufacturing. This finding supports the alternative hypothesis that this
variable measures industry mix and not agglomeration economies. It
illustrateg that employment. growth was| spreading away from traditional
manufacturing states.

For manufacturing (column 2), the signs were generally as hypothesized,
but only PTEFF, MAXTEMP and PCTMGF were statistically significant.
These coefficients show that an increase in relative tax effort reduced
manufacturing employment growth | that employment growth was
stronger in warmer climates, other things being equal. Again, the

agglomeration economies story was n‘ot borne out by the results as

manufacturing employment grew mm‘-e slowly in states with higher
concentrations of manufacturing employment.

The results for manufacturing in other research are not uniform across
these studies. With one exception, studies analyzing state level employment
data generally do not find that wages or energy prices influence employment
growth in manufacturing. At least two studies find that taxation influences
manufacturing employment growth.” This study, however, in part confirms
that increasing the relative level of taxation in a state reduces manufacturing
employment growth.

For transportation (column 3), more work stoppages and higher energy
prices reduced employment growth. [The fiscal variables were not
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(individually) statistically significant. Transportation employment, like
manufacturing, grew more quickly in warmer climates as the sign on the
MAXTEMP variable shows. Transportation employment grew less rapidly
in states with higher concentrations of manufacturing employment.

Higher energy prices adversely a.ffected employment growth in wholesale
trade (column 4). Higher effective personal income tax rates and a higher
percentage of state and local revenue raised from sales taxation had a
negative and statistically signiﬁcan{ effect on wholesale trade employment.
Wholesale trade also grew more ra; ‘ idly in states with warmer climates and
more slowly in states with high concentrations of manufacturing
employment. .- ‘

Higher wages and energy prices also adversely affected employment
growth in retail trade (column $5). FMee of the fiscal variables influenced
employment growth in this industry. On the one hand, both a higher
percentage increase in tax effort and a higher effective personal income tax
rate reduced employment growth in|this industry. On the other hand, higher
expenditures on education as a percentage of incomé appears to have
increased employment growth in| this industry. For market variables,
population growth in the 18-44 age cohort did not affect retail trade
employment growth, and high éopulation density adversely affected
employment growth in this sector. Fhm, population density may act as a
regional variable instead of a market variable. Another market variable, per
capita income, did positively influence employment growth in retail trade.

Higher wages, energy prices and, somewhat surprisingly, population
growth in the 18-44 cohort reduced employment growth in the financial
industries (column 6). The last result may indicate that the 18-44 cohort does
not demand many financial serviceé because they are still for the most part
in the consumption phase of their iife cycle.

A higher expenditure on education as a percentage of income had a strong
positive affect on employment grdwth in the finance industry, and high
effective personal income tax rates a‘dversely affected employment growth in
this industry. As in retail trade, ebployee‘s in the financial industry are
probably attracted to and deterred b& respectively, these aspects of the fiscal
structure. ‘L

Population density in the state adversely affected employment growth in
the finance industries, and per capitb income had a strong positive influence
on employment growth in this sectt;-.

Higher wages and energy prices adversely affected employment growth in
services (column 7), and larger increases in the relative tax effort in a state
also had an adverse effect on employment growth in this sector. Warmer
climates and stronger per capita income growth had a positive effect on
employment growth in the services industries. ,

To summarize the results reported in Table 2 for total employment, wages,
cost of electricity, education expenditures, trend in tax effort, warm climate,




TABLE 3
Elasticities of Percentage Employment Change with Respect to
Statistically Significant Independent Variables Reported in Table 6

Finance,
Total Manufac- Transpor- Wholesale Retail Insurance,

Employment  turing tation Trade Trade Real Estate Services
WAGE -1.12%* -1.08 0.28 -0.45 -1.05%** -1.34* 0.51*
WSTOP -0.08 -0.23 -0.16* -0.03 -0.05 -0.01 -0.04
P1844 0.00 0.19 0.12 0.05 0.11 -0.25* -0.09
ELEC -0.84%* -0.68 -1.10** | -0.72%* -0.91%* -0.73* -0.49%*
EDUCI 0.72* -1.09 -0.69 -0.49 1.43** 1.94* 0.31
PTEFF =0.06**———=0. 14**———0:05 =0:03 0,05 ——=0.04—=0.04**
EFFIT50 -0.10 -0.07 -0.01 -0.33** -0.23%* -0.25*%% 0.03
SALETX .05 0.31 -0.04 -0.31* -0.08 -0.04 0.10
MAXTEMP 2.42%* 3.82* 6.25%* 2.49* 0.57 0.30 1.62**
PCTMFG -0.85** -6.60%* _ -0.64** -0.58**
DENST -0.05 ' -0.11%* ~0.09** -0.01
PCI 2.36** 2.58** 4.16** 1.39%*

Source: Staff Computations

* and ** indicate that the factors defining the elasticity are statistically significant determinants at the 90%

respectively.

and 95% level of confidence

Soxyl puv sqof

16
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percentage of manufacturing and per capita income were significant
determinants of employment growﬁl. The retail trade and finance industries
appear to also have been influenceg by wages, cost of electricity, education
expenditures, and per capita income but, unlike total employment, these
industries were affected by the effective individual tax rate and population
density of the state. The fiscal / variables that were highly significant
determinants in explaining employment growth in either the total
employment category or one of|the six industries that compose total
employment were education expenditures, trend in tax effort, and the
effective individual tax rate. J

Table 2 indicates which factors were found to be significant in explaining
the differences observed in emplohent growth rates. But to determine the
relative strengths of these effects, {he elasticities of the employment growth
rates with respect to the signiﬁcant explanatory variables must be
calculated. Elasticity figures are réported in Table 3.

To interpret Table 3, note, as an example of a strong determinant, that the
elasticity for WAGES in the total ehploment equation is -1.12. This implies
that for a 10% decrease in a state’s wages relative to the other states’ wages,
the employment growth rate woulcf increase 11.2%. By contrast, the effect of
DENST is much weaker. The elasticity figure for DENST in the finance
equation (-0.09) indicates that : 10% increase in population density °
decreases employment-in this industry by less than 1% (0.9%). The larger
the elasticity (in absolute value) the stronger is that factor’s effect on
employment growth in a state. {

For total employment, the elasticities indicate that the wage rate,
electricity charges, expenditure‘% on education, warmer climate, the
concentration of manufacturing employment, and per capita income have
the strongest effects on employment change. The elasticity of the percent
change in employment with respect to EFFITSO0 is relatively high for the
wholesale trade, retail trade, and|finance industries, but that of PTEFF is
relatively low.

INTERPRETATION AND IMPLICATIONS FOR TAX
. REFORM’IN MINNESOTA

While the elasticity cocfficients) indicate the relative importance of a given
percentage change in different variables on any state’s employment growth,
how an individual state such as| Minnesota fared relative to other states
depended on how that state compared to the other states regarding the
factors determined to be significaht (as indicated by * and ** in Table 2) and
important (as indicated by larg‘ elasticities in Table 3). For example, if
Minnesota had about average U.S. manufacturing wage rates, then, even
though the elasticity of manufac,{uring wage rate variable is high, the wage
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rate variable would not have had much effect on the growth rate of
Minnesota’s employment relative to thé U.S. average. Correspondingly, if
Minnesota’s increase in tax effort was 50% higher than the U.S. average, this
variable would have played a significanf role in determining the percentage
of employment changes even though its elasticity was relatively small.
Table 4 reports the Minnesota ﬁguﬂ‘e used in the equations, the U.S.
average figure and the elasticities for tPe statistically significant variables
listed in Table 3. The figures for the effective corporate income tax rate are
also reported simply because they are likely to be of interest. Just as the
corporate income tax rate was found to |be significant with a positive effect
in this analysis, so other studies have found this variable to be significant
with a negative effect. Thus, we have no confidence in its influence and no
elasticity is reported. '
It is interesting to note from the last [column of Table 4 that Minnesota
’ compared favorably in several categories. Wage rates were not out of line
with the U.S. average; Minnesota spent| more on education relative to the -
U.S. average; Minnesota had a per capitq income that was 6.5% higher than
the average; the percentage increase in the labor force was nearly 50% higher
in Minnesota than the U.S. average; the istate population density was much
lower than the average; and the tax effm['t decline was greater in Minnesota
than the U.S. average. It is readily apparent from these figures that
Minnesota differed unfavorably from the U.S. average in terms of the

effective individual income tax rate, %the percentage of total revenue

attributable to the sales tax, and the effective corporate income tax rate.
" Minnesota was at a competitive disadva}ntage relative to the U.S. average
with respect to work stoppage, electricity costs, and temperature.

From Table 4 the elasticity figure for PCTMFG indicates that PCTMFG
was a strong determinant of the relative’ employment growth rates for the
states for total employment, transportation, and wholesale trade, and an
even stronger determinant of the grov‘yth rate. for manufacturing. The
negative values imply that relative to otper states, a higher percentage of
total employment in manufacturing in 1973 in a state inhibits the state’s
employment growth rates. The last chlumn\ of Table 4 indicates that
Minnesota had a smaller share of its inhustrial base in manufacturing in
1973 than the average state. This below-average PCTMFG helps explain
Minnesota’s high growth rate relative to the U.S. average in total
employment, manufacturing, transportat{ic‘m, and wholesale trade.

For total employment, wages, warm climate, and per capita income had
the largest elasticities. Since Minnesota had above-average wages and below-
average maximum temperature, these two factors inhibited Minnesota’s
employment growth. Minnesota had abovcle-average per capita income so this
factor contributed to Minnesota’s erﬁploWent growth relative to the U.S.
average.
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TABLE 4
Elasticities for the Significant Variables and Minnesota vs. the U.S. Average
for the Sample Period

Elasticity of Employment Change with Respect
to the Explanatory Variables

SNOILVANTWIWOOTY ANV SONIANIL

Total Manu- Trans- Whole- ‘ MN Figure
Employ- factur- porta- sale  Retail MN U.S. Average as a percentage

ment ing tion Trade Trade Finance Services Figure Figure of U.S. Average
WAGE -1.12 -1.05 -1.34 - .51 $5.98 $5.72 104.5
WSTOP it 23 16 1313 —
P1844 - .25 27.38% 18.33% 149.4
ELEC - .84 -1.01 -.72 - .91 - .73 - .49 $2563.00 $2360.00 108.6
EDUCI W72 1.43 1.94 8.9%" 7.9% 112.7
PTEFF -.06 -.14 4 .05 - .04 -5.0% -4.3% 116.3
EFFIT50 -33 -.23 -.25 1.7% 3.3% 233.3 ;
SALETX - .31 7.9% 12.4% 63.7 ‘ |
MAXTEMP 2.42 3.82 6.25 2.49 1.62 79.4 86.6 91.7 ;
PCTMFG - .85 -6.60 - .64 - .58 28.35% 29.7% 95.5 :
DENST -1 209 . -.01 49.0 152.4 322 -
PCI 2.36 2.58 4.16 1.39 $7108.80 $6674.70 106.5
EFFCIT 7.9% 4.1% 192.7

Source: Staff Computations
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The more interesting variables for our purposes are the fiscal variables.
Even though PTEFF, the tax effort trénd, was significant for four of the
seven categories of employment, that the elasticity is very. small and
Minnesota’s value for this factor did riot vary a great deal from the U.S.
average indicate that PTEFF had little if any effect on Minnesota’s growth
rate relative to the U.S. average. If it had any effect at all, its influence was
positive as Minnesota’s tax effort decliﬁed further in percentage terms than
the U.S. average during the sample period.

Expenditures on education (as a percentage of personal income) were
significant for three categories and the elasticities are relatively large. Since
Minnesota spends 12.7% more than the U.S. average, this variable had a
large positive effect on Minnesota emﬂloyment growth rate relative to the
U.S. rate.

The effective individual income tax rate variable was significant for three
industries, but its elasticity is r,elative& small. For a 10% increase in this
rate, the percentage decrease in the employment rate would be between 2.3%
and 3.3%. This is a variable whose Minnesota value was much greater than
the U.S. average, and thus, even though the elasticity is small, this factor
probably had a strong negative infh.ie_ﬁce on Minnesota’s growth rate in
wholesale trade, retail trade, and finance.

The variable representing the percent'age of total revenue attributable to
the sales-tax was significant only for \&Lholesale trade, and its elasticity is
relatively small. But as Minnesota was lfar below the U.S. average on this
variable, it contributed positively to emgloyment growth in wholesale trade.

To summarize, many of the factors with the strongest effect on
Minnesota’s employment growth relative to the U.S. in 1973-80 were factors
over which policymakers have little cqntrol. Such factors (see Table 4)
include wages (in the categories of total employment, retail, finance, and
services), maximum temperature (total employment, manufacturing,
transportation, wholesaling, services),Lwork stoppage (transportation),
percentage change in labor force (f'i‘ \ance), electricity costs (all but
manufacturing), percentage of total employment in manufacturing (total
employment, manufacturing, transportﬁtion, and wholesale), population
density of the state (retail, finance, anth services) and per capita income
(total employment, retail, finance, and §ervices).

The fiscal variables where Minnesot%a departed greatly from the U.S.
average were the effective individual iincome tax rate (EFFIT50), the
effective corporate tax rate (EFFCIT) and the share of total revenue
attributable to the sales tax (SALETX). No conclusion can be made about
the influence of EFFCIT, and SALETX| was significant only for wholesale
trade and its contribution to employmen[I in that industry was probably not
large. But EFFIT50 was significant in explaining growth rates in wholesale
trade, retail trade, and finance and theLelasticities, while small, are large
enough to conclude that this factor inhiz ited growth in these sectors.
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Minnesota did not vary a great deal from the U.S. average on the two
fiscal variables of expenditures oh education as a percentage of income
(EDUCI) and the trend in tax effort (PTEFF). The elasticities for PTEFF
are so small that the importance of this variable in explaining Minnesota’s
employment growth can essentially be ignored (except possibly for
manufacturing where the elasticity}is more than twice the elasticity obtained
in the other three categories). The elasticities for EDUCI on the other hand
were relatively large, particularly fPr retail trade and finance, and also to a
lesser degree for total employment; thus we can conclude that Minnesota’s
above-average expenditures on education were important in explaining the

relatively high employment growtﬁ rate for Minnesota from 1973 to 1980.

What do these conclusions impiy for policy reform? With respect to tax
levels, the results for EFFITS0 are} relevant. It was a factor that was highly
correlated with TEFF (overall ta.x[ effort) and effective tax rates are good
measures of burden (unlike nominjal rates). The results would indicate that,
for at least some industries (whqiesale trade, retail trade, and finance) a
heavy tax burden was a deterrent to employment growth. Minnesota’s
employment growth in those three industries may benefit from a reduction
in effective individual income tax rates.

To bring about such a reduction in individual income tax rates it may be
necessary to decrease spending. The results here indicate that it would be
unwise to let the burden of any expenditure decrease rest on education.
Education expenditures relative to income had a positive effect on overall
employment growth. It is interetsﬁng‘ -to note that another expenditure
category, welfare, was not a significant determinant (either positive or
negative) of employment growth rates in any of the industries.

. Another means of decreasing the individual income tax burden, if not the
overall burden, would be to change the mix of taxes to rely more heavily on
sales taxes or local taxes. There was no strong evidence that the shares of
total state and local revenue attributable to local taxes or to the sales tax had
any effect on employment growth! Thus a shift to these taxes may have no
influence on employment while the shift away from individual income taxes

‘may have a positive effect.

The trend in overall tax effort
employment growth. The effect i
decrease in the overall tax effort i

The most recent figures availa
indicate that, as in the previous tin
its neighboring states and the U.
1984, rates for Minnesota and t
respectively. Do these encouraging
here? On the contrary, the resul
electricity costs, lower population

appears to have only a small effect on
s in the expected direction, i.e., a larger
ncreases employment growth rates.

ble on overall employment growth rates
ne period, Minnesota outperformed all of
S. average. From March 1983 to March
the U.S. average were 4.8% and 3.4%
y employment numbers negate the results
ts here indicate that Minnesota’s lower
density, lower percentage manufacturing,
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6
The Tax System and
Intergovernmental Linkages*

For most states, a systematic examination of state and local tax structure can
proceed with only a brief reference to‘ the state-local intergovernmental
system. A study of Minnesota taxes, however, requires an explicit
recognition and examination of the interplay between state-to-local aid
programs and the Minnesota method of taxing property. This is true for two
reasons. First, the bulk of the state’s gen‘leral fund expenditures are, in fact,
pass-throughs of state revenues to local governments. Second, these tax/
state-aid linkages have important implicﬁtions not only for the overall level
of Minnesota’s taxes but also for their incidence (equity) effects.

Accordingly, the primary purpose of this section is to make explicit these
linkages among the state aid programs. This provides the background for
discussions in subsequent chapters that specifically deal with the issues of

" fiscal accountability among levels of government and the equity effects for
Minnesota taxpayers. '

The remainder of this chapter is divided into two parts. First, a brief
overview of the Minnesota intergoverﬁmental system is presented with
comparisons drawn to the U.S. state/ local system as a whole. The text then
concludes with a detailed examination of the linkages among Minnesota’s

property tax relief devices and state-to-local ai¢ programs.

MINNESOTA AND THE U.S.!

Public services in the United States are provided by 82,688 governmental
units, the vast majority of which are local. These units are distributed quite
unevenly among the fifty states, with the number ranging from nineteen in
Hawaii to about 6,464 in Illinois. Onjy five states have more units of
government than Minnesota’s 3,530. :

Minnesota’s above-average number of local governments does not
necessarily imply an above-average reliance upon local government to
finance local public services. In fact, this is not the case. Table 1 illustrates
that tocal governments in Minnesota raised only 49% of their general

*This chapter was written by John Bartle, a consultant to the commission.
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TABLE 1 :
Composition of State and Local Revenues
U.S. Aggregate and Minnesota, 1982-"83

U.S. Aggregate : Minnesota
Revenue Component Total State Local Total State Local
(Aggregate amounts in millions of dollars)
Total revenue - 593,586 |357,637 338,070 12,635 8,074 7,277
General* 486,878 (290,456 298,542 10,664 6,841 6,522
Intergovernmental 89,983 | 72,704 119,399 1,766 1,509 2,955
Own-source 396,895 (217,752 179,143 8,899 5,332 3,567
Taxes 284,585 (171,440 113,145 6,106 4,320 1,786
Property 89,254 3,281 85,973 1,712 4 1,708
General Sales 64,800 | 53,639 11,251 997 . 992 5
Income 69,387 | 62,941 . 6,446 2,232 2,232 -
Motor Fuel 10,943 | 10,793 149 262 262 —
Other 50,113 | 40,785 9,327 903 829 74
Current Charges 62,625 | 23,182 39,443 1,497 582 915
Miscellaneous 49,685 | 23,130 26,555 1,296 430 866
(Percentage distributions by level of government)
Total revenue 100.0% (100.0% 100.0% 100.0% 100.0% 100.0%
General* 82.0 81.2 88.3 84.3 84.7 89.6
Intergovernmental 15.2 20.3 35.3 14.0 18.7 40.6
Own-source 66.9 60.9 53.0 70.3 66.0 49.0
Taxes 47.9 47.9 33.5 48.3 53.5 24.5
Property 15.0 0.9 25.4 13.5 . 23.5
General Sales 10.9 15.0 33 7.9 12.3 0.1
Income 11.7 17.6 1.9 17.6 27.6 —
Motor Fuel 1.8 3.0 . 2.1 - 3.2 —_
Other 8.4 11.4 2.8 71 10.3 1.0
Current Charges . 10.6 I 6.5 11.7 11.8 7.2 12.6
Miscellaneous 84 | 65 7.9 10.2 53 11.9

Source: Calculated from U.S. Bureau o‘i' the Census, Governmental Finances in 1982-83
(Washington: Government Printing Office, October 1984). Table 5.

*Less than one-tenth of one percent.

revenue from own-sources in 1982-83. This compares with a 53% for local
governments throughout the nati%on. In contrast, the local share of total
state and local direct expenditures| (which counts intergovernmental revenue
as an expenditure of the recipient unit) is above average in Minnesota:
62.3% compared with the nationah average of 58.8%. The contrast between
the local role in raising revenue|and its role in spending for services is

accounted for by three facts:

* A large percentage of total state government spending in Minnesota is for
aid to localities (34.7% versus 29.8% nationally);

¢ Minnesota local governments derive no money from local income taxes
and almost no money from local sales taxes, while local governments
nationally raise 5.2% of their total revenue from these sources; and
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e Property taxes account for 23.5% of local total tax revenue in Minnesota
compared with 25.4% nationally.

LINKAGES AMONG STA\LI‘E AID PROGRAMS

In Minnesota there are several state aid programs to local governments,
many of which interact with each other. Table 2 summarizes the discussion
of this section, demonstrating how various programs are linked. :

These linkages are of concern for four reasons. First, outlay reductions in
one program that cause outlay increases in another make it harder to cut
state spending. Second, there is a poteﬁtial for certain state programs to
work against each other. This will | aste money and frustrate the
accomplishment of the goals of each of the affected programs. Third, under
current state property tax relief arrangem‘ents, certain types of property will
receive large total credits. This will iMﬁahy reduce the property tax burden
on such property from what it would be without these credits. And fourth,
the present system creates incentives for higher local public spending.

This discussion identifies two general types of interaction—automatic
linkages and optional linkages. An automatic linkage means that a change
in one program directly causes a change in the cost of another. In short, the
two programs are inherently related. An optional linkage means that a
change in one aid program may result in a decision by local officials, which
in turn changes the cost of another aid;‘:rogram.

.

AUTOMATIC L\ NKAGES

\

Several aid programs are related so that a change in the funding of one
program will automatically cause a funﬁing change in another program.
There are three basic categories of these relationships: linkages among
property tax relief programs; linkages ar‘nong school foundation aid and
classification ratios; and linkages betweén local government aid and levy
limits.

PROPERTY TAX RELIEF PROGRAMS

There are seven major programs that reduce a property-owner’s tax. Five
of these are credits which are subtracted ﬁrom the tax bill a property owner
receives. These include:

e Agricultural School Credit (ASC). Reduces the tax bill by between 10%
and 29% for owners of agriculturall homestead and nonhomestead
property, timberland, and seasonal recreational property.
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Minnesota Linkages A

TABLE 2

iong State Aid Programs - 1984

PROGRAMS
Automatic Linkages

1.THC and HC
2.ASC and HC

3.THC, HC, and ASC

4.NPC, WC(C,
ASC, HC.

and

5.HC and CB

6. TR and other credits

7. Foundation aid basic
allowance/levy and
property tax relief

8. Classification ratios
and foundation aid

9. Clasification ratios
and property tax re-
lief

10. LGA and levy limits

Optional linkages

l.Levy limits and
property tax relicef
programs

2. Direct aid to locali-
ties unrelated to levy
limits (i.e., highway
aid, welfare aid) and
property tax relief.

" INTERACTION

Both affect
holds.

Both affect agricultural home-
steads of greater than one acre.

taconite house-

All affect taconite agricuitural
homesteads greater than one
acre.

NPC and WC
on other land.

reduces credits

HC subtracted |from CB calcu-
lated.

Credits affect |net tax; TR is
triggered by increases of over
28% in net tax

Basic allowance and levy affect
state aid share of school district
revenue. Remainder is financed
by school property tax levies,
part of which are paid by prop-
erty tax relief programs.

Classification ratios partially
determine local| tax base which
influences state foundation aid.

Classification ratios determine

taxable portion of property -

market value; property 1ax re-
lief pays part of property tax.

LGA received| is subtracted
from allowed levy limit.

Levy limits conJrol local levies;
property tax relief programs
pay part of local levies.

Direct aids fund certain locally-
administered programs; prop-
erty tax relief |programs pay
part of local levies.

RESULT

Change in THC causes an op-
posing change in HC. ’

.Changé in ASC causes an op-

posing change in HC.

Change in ASC causes an op-
posing change in both THC
and HC; change in THC causes
and opposing change in HC.

Change in NP or WC may
cause an opposing change in
HC; change in ASC may cause
an opposing change in NP or
WC.

Changein HC causes an oppos-
ing change in CB.

Decreases in credits that are
large enough can increase TR
outlays.

Change in the basic allowance
levy change the division of
school district revenue between
foundation aid and local prop-
erty taxes. Property tax relief
outlays change with property
tax changes.

Change in classification ratio
changes school district tax ba-
ses which cause an opposing
change in foundation aid.

Changes in classification ratios
change property taxes which
change property tax relief for
certain types of property.

Changes in LGA cause oppos-
ing changes in levy limits.

Changes in levy limits may af-
fect local levies which will
change property tax relief out-
lays.

Changes in state aids may af-
fect local levies which will
change property tax relief out-
lays.

Source: Minnesota Tax Slud_\" Commission |(1984).

HC - Homestead Credit

THC- Taconite Homestead Credit
NPC- Native Prairie Credit

TR - Targeted Relicf

Notes:

ASC - Agricultural School Credit
CB - Circuit Breaker -

WC - Wetlands Credit

LGA- Local Government Aid
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® Homestead Credit (HC). Reduces total property tax paid on owner-
occupied homestead property by 549 up to a $650 maximum.

¢ Taconite Homestead Credit (THC). | Reduces total property taxes on
owner-occupied homesteads in “taconite relief areas” by either 66% up to
$475, or by 57% up to $420. \

o Wetlands Credit (WC). Provides a direct-ereidit. fo qualifying wetlands
on all property owned (since wetlandl‘s are also tax-exempt). The credit
equals .005 of the average market value of an equal acreage of tillable
land in that jurisdiction. L :

* Native Prairie Credit (NPC). Operates in the same manner as the
wetlands credit. The credit equals .015 of the market value of tillable land.

These credits are subtracted from the gross tax bill in this order: ASC,
NPC, WC, THC, and HC. The remainder is the net tax paid by the property
owner. It is highly unlikely that a landholder could receive all of these
credits. Most will only receive one.

There are two other types of property tax relief: the property tax refund
(also known as the circuit breaker) and Ltargeted relief. Both of these are
granted in the form of a tax refund. These operate as follows:

® Circuit Breaker (CB). Homeowners and renters may receive a refund for
a portion of the property tax paid. The refund is primarily determined by
income level, net property taxes (which,|in turn, depend on the amount of
the homestead credit), and

e Targeted Relief (TR). Homeowners with increases of more than 20% in
their 1985 net property tax may receive a refund for 100% of the net tax
increase above 20%. This refund is phased out between income levels of
$40,000 and $50,000. All homeowners |in 1984 may receive a refund of
50% of the net tax increase above 10% if their net taxes exceed 2.25% of
property market value. For taxes payabie in 1985, TR will equal 50% of
increases above 12.5% up to a $400 maximum, with no income
restriction.

Linkages between these programs will have important budgetary and
equity implications. Six linkages among property tax relief programs can be
identified:

e Homesteads in taconite areas can receive both the THC and the HC. An
increase in the HC directly reduces THC payments. At the current rates,
$1 increase in the HC results in a decrease in the THC between 57 and 66
cents, subject to the credit maximum.

o The agricultural school credit (ASC) and the homestead credit (HC) in
certain instances can both be crediteé against taxes on agricultural
homesteads. The ASC applies to all quAlifying land and property on an
agricultural homestead except the dwelling, a garage, and one
surrounding acre. The HC now applies t& the entire acreage of qualifying
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agricultural homesteads. Ther fore only the HC applies to the dwelling
and the first acre, but the ASC and the HC may then both apply to the
same property on the rest of the land classified as a homestead. As a
result, on agricultural homesteads larger than one acre, a decrease in the
ASC will increase outlays for ti‘ae HC, subject to the credit’s limits. The
actual increase in HC outlays will depend on the HC percentage and the
portion of these households at the HC maximum. For every $1 decrease in
the ASC that affects the HC, it iis estimated that HC outlays will increase
28 cents.2 | ;

¢ For qualifying taconite agricultural homesteads, the ASC, THC, and HC
can all apply. The linkage between the ASC and the THC is the same as
that described for the HC and ASC. The reactions between the THC and
the HC is explained above. “

¢ The native prairie credit (NPC) and the wetlands credit must be applied
against other property that is taxable. On the tax statement, these two
credits are subtracted before the hC, so if either of these credits is applied
against taxes on homestead ﬁroperty, they will reduce the amount
available for the HC (and in bcoﬂte areas, the THC). The ASC is
subtracted before the NPC and WC and will affect NPC and WC outlays
when the full amount of these two credits cannot be taken.

® In using the circuit breaker, a Laxpayer subtracts the homestead credit
received before calculating the ci;cuit breaker. Therefore, increases in the
HC will automatically decrease the amount available for the CB. Between
1978 and 1981, outlays attribut#ble to the homeowner’s portion of the
circuit breaker fell from $123.4 million to $54.1 million, partly due to
increases in the HC.3

e Targeted relief (TR) is also tied to property tax credits. Outlays for TR
may increase if other credits| are reduced significantly. This will
automatically occur, but only when the resulting increases in net property
taxes exceed 20%. Therefore, the magnitude of the linkage depends on the
particular change.

This discussion leads to three c‘onclusions: (1) Outlays for these credit
programs are qetermined in part by‘ the order in which they are taken on tax
statements; (2) A change in outlays for one credit may automatically cause
an opposing change in outlays for other credits. This linkage is unlikely to
cause the credits to work at odds ‘ith each other, but an attempt to reduce
outlays in one program may be partially offset by increased outlays for
another program; (3) As a result of {the overlaps among these credits, certain
property owners in particular situations will receive large total credits and
may pay net property taxes that ar%. substantially lower than those paid by

other property owners.
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SCHOOL FOUNDATION AID AND
CLASSIFICATI?N RATIOS

Foundation aid is a state aid prograrﬁ that ensures that school districts
will have a basic revenue amount per pupﬁl" (31,475 for school year 1984-85)
for a common basic tax levy (24 mills).| Therefore, regardless of property
wealth, districts receive a similar basic ani'lount for a given tax levy, with the
exception of districts “off the formula.” Above the foundation aid basic
amount, school districts may raise more revenue from a combination of
local property tax levies and state aids. -

There are three automatic linkages among school foundation aid,
classification ratios, and property tax relief. They are as follows:

* Changes in foundation aid’s basic rev\enue allowance and the basic tax
levy both automatically affect property‘\ tax relief outlays. For instance, a
decrease in the basic levy will reduce property taxes, and so reduce certain
property tax relief outlays. In addition,‘ such a change will also shift part
of the burden of school finance from local property taxes to state aids.
Similar shifts happen with changes [in the basic revenue allowance
amount. Because the foundation aid p ogram mandates the division of a
district’s revenues between property taxes and state aids at any given level
of a district spending, this linkage is autbmatic. It has been estimated that
a $1 change in the basic levy induces anlopposite change in state property
tax credits equal to between 13 and 13.8 cents.’

¢ Classification ratios set the portion of a property’s market value which is
subject to taxation. In Minnesota there are several classification ratios for
different types of property (chapters. 16 and 17). Changes in classification
ratios change a local government’s base of taxable property. Since
foundation aid is determined in part by district property tax base, such a
change will affect the level of state aid to school districts. This linkage is
automatic, although districts may react to these changes and set into
motion other optional linkages. J

* Changes in classification ratios on property receiving tax relief also create
an automatic linkage. For example, lowering the classification ratio on
homestead property will lower taxes on l'#omesteads and so reduce outlays
for homestead tax relief programs (HC, THC, TR, and CB). This impact
may be reduced. if local governments allow their mill rates to increase to
compensate for the reduction in tax ﬂase. However, even if localities
increase mill rates to compensate fullylfor the decreased taxable base,
total taxes on homesteads will still be lower because the tax burden has
been partially shifted to nonhomestead {Jroperty.

LINKAGES BETWEEN LEVJ& LIMITS AND LGAS

The overall state levy limitation \applies o all counties and to cities with
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populations over 5,000, and limitsl the total property tax that can be levied.
Certain levies can be excluded from the limitation. Local government aid
(LGA) provides formula-determined grants to most cities, counties, and
some towns in order to reduce proberty taxes. In calculating a jurisdiction’s
levy limit, the full amount of LGA received, a part of the taconite aids, and
native prairie and wetlands reimbd\rsements to counties are subtracted from
the maximum allowable levy. To illustrate, a decrease in LGA of $1 directly
results in a $1 increase in the levy ‘imit. Whether or not changes in the levy
limit translate into changes in levies depends on local action. That is an

optional linkage and is discussed in the following section.

OPTIONJ‘L LINKAGES

Optional linkages among statel aid programs result when changes in
outlays for an aid program cause a local fiscal response which in turn
induces a change in another staté program. Unlike automatic linkages,
optional linkages do not always\ cause changes in outlays for other
programs. J '

For instance, a decrease in state welfare aid to a county will cause an
increase in county property taxes, if the county decides to make up all or
part of the reduction in program expenditures. Il turn, this levy increase will
cause an increase in state propertyL'tax relief. The end result is that state
welfare aid has decreased, the county’s tax levy is higher, and state property
tax relief outlays also have increased. The net savings to the state is lower
than the welfare aid reduction woulql indicate, as the cut has induced a rise
in other state outlays. Of course, this is only one possible result. County
officials could choose not to increase taxes and instead absorb the full
amount of the aid decrease. In this Ease, property tax relief outlays will be
unaffected and the reduction in welfare aid represents the net savings to the
state.

This illustrates the difference betyveen automatic and optional linkages
among state aids. Automatic interactions happen directly and with
certainty—no other party must act| for the result to occur. An optional
linkage requires action by some other party and so may not happen. As
such, the impact of these linkages arcjmuch harder to identify because of the
uncertainty involved. Further, diff \rent local units may react in much
different ways. However, it is clear that such influences are an important
factor in determining the net impacts of changes in state aid policies.

Two state programs are related in this way to the property tax relief
programs: levy limits and direct state| aids to localitiet.

LEVY LIMITS?

Levy limits set the maximum permissible property tax levy for counties
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and cities. A local decision to increase p&operty taxes in response to a levy
limit increase will increase outlays for \property tax credits and refunds
except in the unlikely instance where all affected taxpayers are at their credit
and refund maximums. If, on the other l#and, local taxes do not change in
response to levy limits, there will be no ch‘\ange in property tax relief outlays
with other factors the same. \ o

. These effects will be strongest for cities lor counties at their levy limits. In
such a case, a levy limit decrease may forc\ a locality to reduce its levy. This
will then decrease property tax relief outlays. In the other direction, a levy
limit increase may provide an opportunity to increase local revenues, and if
so, would increase property tax relief out ays.

|

DIRECT STATE AIDS TO LOCALITIES

Unlike LGA, some aid programs are not included in the levy limit. Two
such programs are welfare aids and highwa\y and street aids. In both cases,
the aid is tied to local conditions like |“approved highway aids” and
“reimbursable costs” for welfare aids. However, changes in funding patterns
may affect local property tax levies and, in {urn, property tax relief outlays.
This is an optional linkage since a local decision must occur for property tax
relief outlays to be affected. \

CONCLUDING COMMENT

Four general conclusions can be drawn from this examination:

e None of the linkages described prevent any of the aid programs from
achieving their stated objectives.

e The linkages are likely to frustrate the efforts of the budget cutters since a
decrease in outlays for many of these prpgrams will either directly or
indirectly increase outlays for other programs. There is no case where
these effects can be expected to overwhelm the initial budget cut; however,
in many cases the compensating increases are significant.

e Property owners of certain types of property are likely to pay much less
property tax than other owners of like-valued property. Whether or not
the particular circumstances causing this xjesult are justified is a policy
question. \

e A fourth conclusion—which is only suggested here, but for which,
empirical evidence will be presented below (‘phapter 15)—is that the state
“property tax relief” aids actually have the economic effect of stimulating
a higher level of local government spending than would otherwise occur.
Thus, the Minnesota system of linkagels among state-to-local-aid

programs. and the tax system not only res\ults in overly complex and
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|

uncertain intergovernmental arrangements, but over time actually thwarts
the basic goals that it was ostensibly intended to achieve.

ENDNOTES

1. This discussion utilizes U.S. B\.Lau of the Census definitions of “revenue,”
“expenditure,” and “intergovernment‘al aid.” Thus, the numbers presented here will
vary somewhat from data in the remainder of this and subsequent chapters that draw
on Minnesota state sources. See U.S. Bureau of the Census,’-Govef_mmental Finances
in 1982-83, (Washington: Government Printing Office, October 1984), Tables 3, 13,
and 17. ;

2. This was estimated as follows: fi T taxes payable in 1983, 52.4% of agricultural
homesteads receiving the HC were not receiving the $650 maximum. Therefore, for
every decrease in the ASC that affectéd the HC, 52.4% of agricultural homesteads
would receive an increase in the HC equal to 54% of the change. The other 47.6%
are already at the $650 maximum, and so will receive no more. The net effect in
outlays then is 52.4% x 54% = 28.3%. This estimate is slightly overstated because
the HC increase will push some homeoikvners to the $650 maximum, and only part of
their increase will receive the 54% credit. The same method for the state as a whole
gives an increase of 23.0% in HC outlays for decreases in other credits affecting the
HC. For nonagricultural homesteads, |this figure is 22.7%. Differences result from
portions of households at the credit maximum. The source for HC payment
distribution was: Minnesota Depmﬁent of Revenue, Property Taxes Levied in
Minnesota (Taxes Payable in 1983), pﬂ. 196 and 203.

3. Legislative Auditor, Evaluation| of Direct Property Tax Relief Programs
(February 1983), pp. 84-85. These are actually figures that are also influenced by
other factors. It is likely that the “pure” effect of the HC on the CB is greater than
indicated since other factors, such as|increased tax levies, were at the same time
exerting an upward influence on outlays. :

4. A district’s pupil units are calculated as follows: nonhandicapped kindergarten
students are weighted as 0.5 pupil units, handicapped kindergarten students and
students in grades 1-6 are weighted as 1.0 pupil unit, students in grades 7-12 are
counted as 1.4 pupil units, and an additional 0.5 pupil units are added for each pupil
whose family receives AFDC.

5. Alan Hopeman, Legislative Analyst, Minnesota House of Representatives
Research Department. Letter to chregentative John Tomlinson, March 29, 1984.

6. The Minnesota Local Government Aid (LGA) program is analyzed by Michael
E. Bell, “Minnesota’s Local Government Aids Program,” in Staff Papers, vol. 2 of
the Final Report of the Minnesota Tax Study Commission, ed. Robert D. Ebel and
Therese J. McGuire (St. Paul: Butterworth Legal Publishers, 1985).

7. Levy limits are discussed in chaptkr 17 of this volume.
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The Individual Income Tax Structure

INTRODUCTION

In 1956, at the time of the last comprehensive study of the Minnesota tax
system, only twenty-nine states levied an i'ncome tax on individuals: In 1984,
forty states, as well as the District of Columbia, used such a tax. The average
U.S. state derived 29% of their 1983 state tax revenues from the individual
income tax.!

An income tax can be structured to achieve any combination of several
goals—to raise revenue, redistribute inco‘me, or direct economic behavior.
But any tax, no matter what its goals, neEessarily represents a compromise
among the criteria of a good tax.? Primary among these are equity,
efficiency (neutrality), competitiveness, and simplicity. While Minnesota’s
personal income tax must be tested againlst all these measures, at the state
level the simplicity aspects of taxation doﬂinate the other criteria. The state,
much more than the federal government, is limited in its ability to alter
substantially the distribution of income or the direction of economic
behavior. Because of its higher tax ratesl the federal income tax is more
likely to dominate a taxpayers’ .economic decisionmaking. Further, attempts
to increase sharply the progressivity of the income tax, for example, could
lead, at the extreme, to migration of higher-income taxpayers to states with
less severe tax systems.

The complexity of an income tax is also fed by the complexity of the
economy. To some extent, intricate economic transactions may require an
intricate income tax. The federal income tax, however, has become
sufficiently riddled with special exceptions to generate serious discussions
and proposals for its reform and simplification. In addition, states like
Minnesota that begin with some federal concept of a tax base, but attempt
through their own tax to counter or enhance tax policies set at the federal
level, introduce even more complexity into the system. In all cases, the
benefits of attempting to achieve at the state level these other-than-revenue-
raising goals are greatly minimized by [the much stronger behavioral
incentives and disincentives of the federal income tax code. An apt analogy
is that of a small boat (a state income tax) following in the wake of a large
ship (the federal code). Smooth sailing requires following along.

111




112 FINDINGS AND RECOMMENDATIONS

~This analysis, then, is rootecll in the view that simplification of the
Minnesota income tax would be of enormous benefit to both the state and
its taxpayers. In achieving this simplification, it is important to recognize
that the distribution of the tax b’urden, and its degree of progressivity are
quite separable from the definition of the tax base. To simplify the income
tax is to simplify the derivation of the base; simplification may be most
readily achieved by increasing conformity with the federal tax rules. Any
distributional consequences of doing so can be remedied by adjusting the
state’s tax rates. This theme, in fact, drives the analysis of the deductibility
of federal income taxes, the use and level of standard and itemized
deductions, and Minnesota’s allo@vance of a personal credit. Accordingly,
each potential change must not be considered in isolation; but rather must
be seen as an integral part of a rﬁajor structural reform of the Minnesota
personal income tax. ..

This chapter begins with a brief description of Minnesota’s income tax
structure and of the importance olf the income tax to Minnesota revenues.
The discussion then shifts to the issue of conformity to the federal income
tax as a means of simplifying Minnesota’s own tax. With an eye toward
adopting federal taxable income | or federal adjusted gross income as a
starting point, this section presents arguments for and against retention or
repeal of the modifications that currently exist in the Minnesota statute.
Third, this chapter examines issues related to the distribution of the tax
burden, including the tax treatment of the family and the use of credits for
many purposes such as tax relief fo}.lower-income persons. The final section
summarizes three alternative income tax systems using “conformed” tax

bases.

BASIC STRUCTURE OF THE TAX

As of 1983, all single persons wilh gross income exceeding $2,800 and all
married persons with gross income exceeding $4,100 must file a Minnesota
income tax return. Table 1 deline'ites the computation of the income tax
liability under the Minnesota system. Federal adjusted gross income (FAGI)
is taken from the federal return (liné 32 of form 1040) and adjusted to derive
Minnesota gross income. An additional deduction is allowed from this gross
base for federal income taxes paid a’luring the year, to yield Minnesota AGi.
A taxpayer may take either speci‘fic itemized deductions or a standard
deduction against AGI to obtain Minnesota taxable income. Minnesota does
not require that a taxpayer itemize on his federal return before he can itemize
for state purposes. However, married taxpayers must both use the same
method for taking deductions on rﬂz state return; if one spouse itemizes, so
must the other. A progressive nominal rate structure ranging from 1.6% to
16.0% is applied to this tax base to determine before-credit tax liability. Both
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TABLE|1
Computation of MinneTota Tax Liability
1984

Federal AGI

Subtract:
— interest on U.S. bonds

Add:
— federal deduction for two-earner mar-
ried couples

) “ — unemployment compensation and so-
— certain IRA, Keogh, SEP and public | cial security benefits taxed at the fed-
retirement plan contributions \ eral level
— a portion of ACRS deductions not al- — retirement pay exclusion
lowed by MN X
— certain other pension distributions
— interest on certain state and local .
bonds and scholarship bonds from
outside MN

— investment credit recapture

Minnesota Gross Income

Subtract: Federal Tax Liability
Minnesota AQI

Subtract:

Minnesota Standard Deduction OR | Federal Itemized Deductions
(as adjusted, before ZBA)

Minnesota Taxable Income

Apply rates from 1.6&‘70 to 16%
Tax Before Crefiits

Subtract: Tax CTdits

Minnesota Tax Liability

refundable and nonrefundable credits are subtracted from the tax to produce
the final state tax liability.

ROLE OF THE PERSONAL INCOME TAX IN THE SYSTEM

_Minnesota’s personal income tax has|been and continues to be a
prominent element of the state’s tax system. Through the 1970s and into the
early 1980s it has contributed on average about 40% of the state’s tax
revenues, and about 22% of all state and local revenues. Its importance has
steadily increased to reach 46% of stateltax revenues in 1983. This is
significantly greater than the 1983 average for all states of 29%, and is the
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highest of the neighboring states. Wisconsin is the second highest in the
region; it relied on its personal‘income tax to provide 40% of state tax
revenues in 1983. :

Moreover, as a percent of state personal income, Minnesota’s tax is
relatively high. During the past decade Minnesotans have paid an average of
3.7% of their personal income iantate income tax. In 1983, the rate jumped
to 4.3%; while the rate of increase in personal income was down from 11%
in 1982 to 5% in 1983, income tax revenues climbed 28%, compared to 11%
a year earlier. The tax increase \Lavas due in part to an increase in the tax
surcharge from 7% in 1982 to 10% in 1984 and in part to lower federal taxes
in 1983. In terms of personal income, Minnesota’s tax was third highest in
the nation behind Delaware and Oregon. In terms of the most recent data on
tax effort among the states, Minnesota ranked fifth highest, with an effort
of 84.5% above the U.S. average.3

CONFORMITY

As most taxpayers complete their federal income tax returns before
beginning their state returns, their burden in filling out their state returns
depends largely on the degree of t]onformity between the state and federal
income tax laws. If there is a high degree of conformity, the state tax burden
can be completed in thirty minutes or less. If there is little conformity,
several hours, several evenings, or even several hundred dollars in accountant
and attorney fees may be required *o fill out the state tax return. In addition,
because a taxpayer does not benefit from having already made computations
under federal rules, a nonconforming state statute probably leads to an
_ increased number of inadvertent taxpayer errors, and consequently to higher
administrative costs. In the interest of reducing taxpayer compliance costs,

N ek
inadvertent errors, and administrative costs, a strong case can be made for a

high degree of conformity betwe
should be recognized, however, as

may be overriding considerations ¢
to support major departures from

There is one potential danger at
toward conformity: the federal

significantly in 1985 or 1986 if th

measures to narrow the gap, no
spending and revenues. If the fed

en state and federal income tax laws. It
was noted in the introduction, that there
f equity or efficiency that would lead one
the federal tax base.
this time of a state like Minnesota moving
income tax itself may be restructured
e administration and the Congress enact
equal to 5% of GNP, between federal
c‘aral government chooses some form of a

consumption tax, the federal individual income tax may become a dumping
ground for every legislator’s favorite tax expenditure. On the positive side,
any fundamental changes in (rather than substitutes for) the federal
individual income tax will likely take the form of base broadening, thus
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increasing rather than threatening the ﬂ)otential state tax base. In fact, if
state revenues were sufficiently increasc]:d by the base broadening of the
federal reforms, Minnesota could lower ljts marginal tax rates.

i 1

\

CONFORMITY IN MINNESOTA \

. In 1961 Minnesota took a step toward \t:onfcrming its income tax base to
the federal tax base by adopting federal l‘AGI, with certain adjustments, as
the measure of Minnesota gross income (MGI). Since 1961, however,
frequent changes to the internal revenue code and rejection of or only partial
acceptance of those changes by the Minnesota Legislature, have
substantially reduced the degree of conforamity. In fact, the 1983 Minnesota
income tax statute requires as many as foi;ty adjustments to federal AGI to
obtain MGI. Minnesota took a second ‘step toward conformity in 1983
when, in lieu of its own list of more than twenty itemized deductions, it
adopted itemized deductions as computed under the federal rules, though

here, too, Minnesota requires some adjusirnents to the federal amount.
Table 2 reconciles federal AGI to Minnesota taxable income (line 10 of
form M-1) for 1982, the latest year such data are available. Minnesota’s
taxable base is just less than 66% of fede@ AGI; only 17% of that gap is
attributable to personal deductions. In essence, Minnesota’s income tax base
differs from the federal tax base in four important respects: (1) Minnesota’s
adjustments to FAGI, (2) its adjustments td federal itemized deductions, (3)
its allowance of a deduction for federal @come taxes, and (4) its personal

|
|

TABLE 2
Reconciliation of Federal AGI
to Minnesota Taxable Income

1982 \

(3 billions) l
Federal AGI | $34.4 100.0%

Two-Earner deduction 22 0.6
Other additions 1.1 3.2
Subtractions (3.0) 8.7
Minnesota Gross Income ) \ 32.7 95.1
Federal Income Tax Deduction | 4.4) (12.8)
Personal Deductions ; ﬂ ;.7 (16.6)

Minnesota Taxable Income | $22.6 65.7%

Source: Minnesota Department of Revenue (1984). \
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credit and standard deduction. ‘The first three of these deviations are
summarized below. A detailed discussion of each of these issues is provided
elsewhere.4

CONFORMITY TO THE FEDERAL BASE

Adjustments to federal adjusted gross income (FAGI) and federal itemized
deductions. If conformity to the federal income tax, and in particular to
federal taxable income is desirable, several changes to Minnesota’s
individual income tax are required\‘. Table 3 summarizes the modifications to
FAGI and federal itemized deductions that, arguably, may be most easily
justified as candidates for elimination. The table shows the 1985 revenue
impact under current law of eliminhting each major modification. The other
major deviation, the federal tax dl:duction, is discussed separately below.

From a list of twenty-three cateéoﬁa of adjustments to FAGI and federal
itemized deductions identified, only two need to be retained on the basis of a
state differing from the federal gévernment. These are U.S. bond interest
earned and state income taxes as an itemized deduction.

In the aggregate, the revenues lc;‘st from eliminating the additions will be
offset by revenues gained from eliminating the subtractions, with only a
slight net revenue gain of $13.3 million (Table 3). That is not to say, however,
that the changes would be distributionally neutral. Clearly, some taxpayers
would be winners, some losers. “

Notwithstanding the issues associated with the personal exemption,
standard deduction, and filing status, which are discussed in the next
section, the acceptance of these recommendations would permit Minnesota
to adopt federal taxable income a.s the starting point of its tax base. One
number (line 37 of form 1040) co‘}ﬂd simply be lifted from the taxpayers’
federal return. Again, whether to retain or repeal these modifications should
not be decided on the basis of the| one-year revenue estimates presented in
Table 3; these merely give a sense of the magnitude of the gaps in the tax
base. Once Minnesota chooses its| tax base—primarily on the grounds of
horizontal equity and simplicity (and by choosing conformity Minnesota
implicity trusts the federal goverﬁment’s choice of the tax base)—it can
devise a rate schedule to yielﬂ the desired revenue and tax burden
distribution, as is shown in the final section of this paper.

Federal income tax deduction. | Minnesota is one of sixteen states that
permit the deduction of federal income taxes in computing the state tax
base. In Minnesota the deduction,‘ which is taken against Minnesota gross
income to obtain Minnesota AGI, is the single largest adjustment to FAGI,
totaling $4.5 billion in 1982.

The case for state income tax deduction of federal income taxes paid is a
difficult one to make. It rests on the definition and measurement of the




appropriate tax base for a state level tax. If one accepts that the income tax
base should be defined and measured in terms of a taxpayer’s ability to pay
taxes, gross income should include all sources and a deduction from income
should be allowed only when it would prqduce a better measure of ability to
pay. Theoretically this would require that benefits derived from public

services be included in income and that

|

TABLE 3

Income Tax Structure

es paid be allowed as a deduction.

Modifications to FAGI and Federal Itemized Deductions

Calendar Year 1985 Re'\:venue Impact

117

63 million.%)

Modification

Federal Adjusted Gross Income
Two-Earner deduction
IRA, SEP, Keogh contributions
Employer “‘pick-up” contributions
Farm losses
Investment credit recapture
ACRS
Other-state bond interest
Other additions
Total additions

Pension exclusion
Military pay

Social security & railroad retirement

benefits
Unemployment compensation
Other subtractions

Total subtractions

Total — FAGI

Itemized Deductions
Charitable contributions
Education expenses
Adoption expenses

Total — Itemized Deductions

Net revenue impact of recommendations

Minnésota Revenue
Gain? (Loss)®

$ (57.5)
(74.3)
22.9)
(3.0)
0.8)
(13.0)
(3.0)
(33.5)
$(208.0)

$ 1135
14.4

239

11.7
54.8

$2183

$ 103

$ @4.5)
7.3
2

§ 3.0

$ 133

3Taxed by U.S., but not Minnesota.

bTaxed by Minnesota; not taxed by the U.S.
Source: Minnesota Department of Revenue.
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Clearly, valuation of public services and assignment of that value to
taxpayers is not feasible, and deduction of taxes may not therefore be
appropriate. \

One rationale for deduction of state taxes at the federal level is as a means
of relieving some of the burden of tax overlapping which arises from two
levels of government taxing the same base. But as there is no clear need for
the same relief to be provided again at the state level, this rationale cannot
be used to justify deductibility of federal taxes. d

A second common argument that the commission received regarding the
merits of maintaining the deductiﬁ)ility of federal taxes paid was that the
level of one’s federal tax bill is beyoﬁd the Minnesota taxpayers’ control, and
thus to disallow the deductibility amounts to a “tax on a tax.” Again, the
argument is not persuasive. Although it is certainly true that federal tax law
is determined externally by Congres‘k, to say that it is uncontrollable requires
quite a leap of faith. Indeed, as evidenced by the large and robust financial
planning industry, one could argu  that particularly for persons with high
incomes, the amount of federal tax paid is more subject to manipulation
than most other expenditures. Indeéd, at the very highest Minnesota income
ranges, the effective rate is slightly more influenced by the effect of itemized
deductions than federal deductibilitﬂfﬁ As for the “tax on a tax” argument, it
is useful to come back to an elementhry principle of public finance: taxes are
the prices paid for public goods. Thus, just as one buys a privately produced
automobile, or vacation, or movie for personal use, one also buys a set of
federally provided services (e.g.l defense). Accordingly, there is no
compelling reason for treating one of the services (all of which are part of
society’s preferences) specially unless some overriding social benefit (e.g.,
net job creation) is served: DL

There are several arguments against deductibility of federal taxes. First, as
with any deviation from conformit)]', the deduction adds complexity to the
state tax. A separate tax form is needed for computing the portion of federal
taxes that may be deducted—only" that portion which relates to income
included in the Minnesota base. The instructions alone filled three pages in
1983.

Moreover, the interaction betweeri the mutual deduction and the effective
marginal tax rates is so abstruse khat few taxpayers actually know the
combined state and federal marginall tax rate they face. A state income tax
‘increase caused, for example, by an increase in the marginal rate, in turn
increases the state tax deduction oﬁ‘ the federal return, thereby decreasing
federal taxes; but the federal tax cut is diminished by the lower tax deduction
on the state return and a higher stlite tax, which once again impacts the
federal return. Agility with simultaneous equations appears to be a
prerequisite to understanding the §tate tax. More importantly, however,
though the revenue loss to the state caused by deductibility can be severe, the
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taxpayer realizes only a small reduction | in effective combined federal-state
taxes. '

Second, because the deduction eliminates a significant portion of the tax
base, it is one of the factors contributing to the unusually high level of
nominal (statutory) income tax rates in Minnesota. A state with a smaller
tax base simply requires higher nominal tax rates to yield revenue equal to a
large-base/low-rate state, though effective tax rates—actual tax paid by the
taxpayer per dollar of income—will be the same. Of course, other factors
contribute to Minnesota’s high tax rateg, in particular the staté’s above-
average reliance on the income tax as a source of revenue and the state’s
above-average overall burden. But these factors result in a high actual
effective tax burden. In contrast, the deduction of federal income taxes only
creates high nominal (statutory) rates, without changing the overall effective
tax burden. ' \ :

And finally, the state should question whether its policy of “reverse
revenue sharing” with the U.S. Treasury is desirable or, for that matter, even
intended. For that is a practical reality of the provision. _When a state
permits a deduction for federal taxes paid, it is in effect paying part of the
Minnesotan’s federal tax bill in the form |of forgone state personal income
tax revenues.

Table 4 shows an alternative statutory rate schedule for single persons that
preserves the same revenue and tax burden distribution as the current
Minnesota rate- schedule, when applied to a Minnesota tax base that
disallows the federal income tax deduction. Because the federal tax is
progressive, Minnesota’s federal tax deduction increases with income, and
high-income taxpayers receive a proportionately greater deduction than
lower-income taxpayers. The deduction thus causes the distribution of the
state tax burden to be in effect less progressive than is apparent in its
nominally progressive rate structure. In fa&t, as is clearly exposed in the rate
schedule in Table 4 where the marginal 1lates begin decreasing at taxable
income levels over $27,000, the result is a regressive tax at the upper end of

, the income distribution.

In considering the case for or against this deduction, the issues of tax
burden discrimination and the tax base sﬂould be analyzed separately. If
Minnesota were to disallow the deduction of federal income tax in the
determination of its tax base, it could adjust the rate structure to produce
any revenue yield and any burden distribut \on that it chooses, including the
current ones, as shown in Table 4 where current revenue yield and the burden
discrimination are maintained. Given thil option, the federal deduction
seems superfluous. Its elimination would fa‘cilitate taxpayer compliance and
understanding, allow the application of lower nominal (statutory) tax rates,
and permit the use of a rate structure that more clearly reflects the
distribution of the tax burden.
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ABLE 4
Alternative 1983 I‘Vﬁnnesota Rate Schedule
. for Single Persons
(No deduction allowed for federal income taxes paid)

Income But Not Marginal Current Law
Over Over Tax Rate Marginal Tax Rate
0 672 1.6% 1.6%

672 1,344 2.2 2.2
1,344 2,687 35 3.5
2,687 4,030 5.3 5.8
4,030 5,373 6.3 7.3
5,373 6,716 7.1 8.8
6,716 9,401 8.1 10.2
9,401 12,086 9.0 11.5
12,086 16,785 9.8 5 12.8
16,785 26,855 10.0 14.0
26,855 36,925 9.8 15.0
36,925 50,000 9.6 16.0
50,000 100,000 9.4 16.0
100,000 9.2 . 16.0

Note: The above rate schedule is revenm‘: neutral in FY 1983, based on the Minnesota

Department of Revenue 1983 taxpayer samﬁle, and has only minimal redistributional impact.
For comparison, the brackets were kept as close as possible to Minnesota’s 1983 rate schedule.
No other adjustments were made to the tax base, except to eliminate the deduction of federal
taxes.

ISSUES OF TAX LIABILITY DISTRIBUTION
ACROSS TAXPAYERS

FILING STATUS

Policy considerations. Tax policy considerations of the income tax
treatment of the family and the individual can be separated into three
reasonable and generally accepted goals of equity: (1) an income tax should
be progressive; (2) married couples with equal combined incomes should
pay the same tax, regardless of the\[relative contribution of each spouse to
the combined total; and (3) the |tax should not penalize or subsidize
marriage, i.e., two working persons(Lwho marry should not pay more or less
tax simply because they married. These three goals are necessarily
conflicting and, in general, no single tax system can achieve them all. For
example, a progressive rate structure that taxes the family as a unit will make
the tax of a combined income ofjl $20,000 greater than the tax on two
separate incomes of $10,000,- each of which would be taxed at lower
marginal rates, thus imposing a marriage penalty.

The federal income tax generally xjecognizes the family as the basic taxable
unit, and thus emphasizes the achiﬂement of equity among married couples
with equal combined incomes. Under federal rules married persons must file
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a joint tax return for their aggregate income and they face a different rate
schedule from single persons. Equity aﬁlong couples, however, comes at the
cost of neutrality with respect to marital status. It directly conflicts with
goal three. Depending on the distribution of income within the couple, two
persons who marry pay more or less than the combined tax of the two
persons as singles. The so-called marriage penalty was only recently reduced
by the enactment of a special deduction for two-earner families.

In contrast, Minnesota’s income is, in general, directed at the
individual taxpayer. Married persons nJay file joint, separate, or combined
returns, and both singles and married persons are subject to the same rate
schedule. A two-column combined return, which separately computes the
tax for each spouse, is generally the most advantageous filing alternative for
married persons. Because the tax is coﬁ'lputed for each spouse, the couple
gets two runs up the rate schedule; each bracket is used twice before moving
on to the next highest tax rate. The more even the distribution of income
between the spouses the lower the combined tax. This benefit creates an
incentive. to shift income to the 10wer-eaﬁning spouse when possible, by, for
example, transferring ownership of inc“cme-producing property, adjusting
partnership allocations, or altering sala}'ies from a family-owned business.

By allowing income to follow the individual, regardless of marital status,
Minnesota averts any marriage penalty, However, a horizontal inequity is
created as two couples may pay substantfally different tax bills depending on
who earns the income. The differential b!Etween one- and two-earner couples
can be large at levels of combined income in the middle brackets.

Minnesota Options. Assuming th ’t Minnesota chooses to have a
progressive income tax, the ultimate realization of either of the other two
equity goals hinges on a difficult policy ; uestion: does the state want to tax,
and thus measure equity among individuals or households? The confusion
in Minnesota’s current treatment is perhaps reflected in its simultaneous use
of a tax credit that attempts to help one-earner couples, but a filing system
that helps two-earner couples. The state provides a $50 homemaker credit to
any household that takes care of a dependent child. This suggests that the
state wants to ease the tax burden of one-earner families relative to two-
earner families.

The federal income tax represents a compromise among the goals, but it
nevertheless remains rooted in the conceﬁt of the family as the taxable unit.
The state has three basic options:

1. Retain the Current System. The combined filing, emphasizing the
individual as taxpayer, seems increasingly appealing in a world where the
“typical family unit” is no longer typicaﬂ Marriages are less permanent, and
less commonly a prerequisite to a two—aiult, two-earner household. At the
extreme this might call for mandatory separate filing.

Separate filing based on the individ*’lal as the taxpaying unit would,
however, retain three problems. First, one-earner families would continue to
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pay a higher tax than two- er families of equal combined income.
However, an argument can be made that a tax liability differential, if not the
large one that occurs under Mﬂmesota’s system, may be justified. The
argument is that perhaps the one-earner household, which benefits from the
efforts of a full-time homemaker (unmeasured imputed income) and does
not incur the additional (often nondeductible) expenses of having two
workers, does in fact enjoy a highL,r standard of living and a greater ability
to pay taxes. In essence the two families do not have equal ability to pay
taxes and therefore should have f‘lifferent tax liabilities. Note that at the
federal level the two-wage-earner deduction addresses this problem to some

extent.

The second problem with sepaLate filing is that the incentive to shift
income to the lower-earning spouse would remain. The steeper the range of
" bracket rates, the stronger the incéntive. Because the federal tax, however,
does not create such an inclinatioﬁ, it is possible that the state tax alone is
not potent enough to motivate such shifting between spouses.

Third, and most important, as iong as the federal government taxes the
combined income of the couplel complexities are added to filing the
Minnesota form. Taxpayers essenﬁally must recalculate income for each
spouse. :

2. Joint returns with income splitting. Minnesota could eliminate the tax
discrepancies among couples with vBrying distributions of equal income and
still avoid a marriage penalty by| permitting couples to treat combined
income as if it is equally earned by|each spouse, regardless of who actually
earns or owns the sources of income. This method of taxation carries the
idea of the couple as an economic unit to the extreme. A couple would in
effect face tax brackets twice the size of those applicable to a single person
earning half as much. Instead of {xsing a separate rate schedule for joint
filers, the state could still use one r_hte schedule for both types of taxpayers
and simply permit married persons to split their combined income equally in
two. Under this system, if two people marry, their tax would go down or stay
the same, depending on their relatitve contributions to combined earnings,
but the tax would never increase. Tlhe maximum tax bonus from marrying
would occur. when a single person marries a nonworking spouse. This
penalty on being single may be particularly unjustified when the cost savings
(such as shared rent) that married couples realize by living together are
acknowledged.

More than ten states incorporate an income-splitting concept into their
income taxes. Moving from its current system to one of income splitting
among married couples would, howEver, generate substantial revenue losses
for Minnesota. Couples whose income split is more skewed than fifty-fifty
would receive tax cuts relative to what they now pay.

3. Compromise between Optionscll and 2. The first option equates tax
liabilities among individuals, without regard to marital status, and thus
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couples with equal combined incomes but different income splits are treated
differently. The second alternative equates tax liabilities among couples, and
consequently imposes a penalty on beiﬁg single. A marriage bonus occurs
for any couple whose income split is not fifty-fifty. Minnesota could, like the
federal government, engineer a compromise by having two rate schedules,
one for married couples, one for singles. While acknowledging the family as
the taxpaying unit the rate schedule for|joint filers could be constructed to
be neutral with respect to marriage for any given income split. That is, a
separate rate schedule could be constructed such that the tax under the joint
rate schedule for a couple whose income is split, for example, eighty-twenty
would be the same as the total tax of thoé‘e taxpayers with each member’s tax
liability separately computed under the single rate schedule. A couple whose
income is more evenly distributed than ié assumed in the joint rate schedule
would be penalized (a marriage penalt)i) while a couple whose income is
actually more skewed would benefit (a &m.rriage bonus).

The advantages of this rate schedule over Option 2, which simply doubles
the width of the brackets of the single scﬁedule (preserving tax liability only
for couples with a fifty-fifty split) are tha{;the overall'revenue loss is less, and
it may be perceived as being more equithble as some taxpayers experience
bonuses, others losses. The closer the income split assumed in the table is to
the actual mean income split of all ta‘xhayers,,the lower is the aggregate
revenue consequence of switching to joinﬁ returns and the smaller are the tax
savings (losses) realized by most couples when they marry.

To summarize, if the appropriate unit is the individual, then Minnesota’s
system is designed reasonably well. If,\ instead, the couple (family) is
determined to be the appropriate unit of taxation, the Minnesota system
must be changed. In the final section, married couple rate schedules based
on an eighty-eighty split of income are constructed and presented as policy
alternatives.

TAX CREDITS

Tax credits are an important tool for relieving unusual burdens for certain
taxpayers. Minnesota’s personal credit (land low-income credit help to
differentiate the tax treatment of families of different size (and the elderly or
handicapped), and of lower-income pergons. The low-income credit as
currently formulated has several drawbaci(s. It is complicated, requiring a
separate worksheet and a separate tax tablé in the income tax package. Also,
because it is not indexed, the credit has not kept pace with the rest of the
income tax structure and has become less effective as a source of low-income
tax relief. Minnesota could elect to grant a credit similar to the federal
earned income credit, or even a percentage of the federal credit. This
conforming method would be a simpler means than the current method. In
1984 the state legislature did consider adoﬂting one-half the earned income
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credit. Though the proposal was| defeated, it was considered neither in
conjunction with an enhanced standard deduction, nor in the context of a

major reform. J
"~ Minnesota also grants a credit for taxes paid to another state or a
Canadian province. This credit prevents the inequity of taxpayers paying
state-level tax twice on the same income.

In contrast to these credits that are part of the structure of the Minnesota
income tax, tax credits may also be used as a vehicle for delivering a variety
of subsidies. In general, a substantial amount of income tax complexity
results from using the income ta‘x to encourage or. subsidize economic
activities. The government could grant a deduction for a particular type of
expenditure, such as charitable contributions, and thereby encourage
taxpayers to make contributions. But because deductions might have a
tendency to appear unfair—they are generally only available to taxpayers
who itemize, and their value increases with the bracket of the taxpayer—
both Congress and state legislatures have turned to the income tax credit.
Credits generate their own list of problems, however. First, all taxpayers
must contend with the credit, either in the instructions, or as a line on the
form, to determine their ehglblhty‘ Those who are not eligible may be left
with the perception that somehow they have been cheated; that others got
something they did not. Second, unless the credit is refundable, it is only
useful to those with a tax liability. \Refundable credits, on the other hand,
cause otherwise nonfilers to file |a return simply to get their refund,
something tax administrators want to avoid.

Table 5 summarizes the other tax credits (other than the low-income
credit, the personal credit, and thE credit for taxes paid to other states)
available to Minnesota taxpayers, all of which have been adopted since 1974.
Each of these credits is designed| to decrease the effective cost of the
expenditures of a very narrowly defined group of taxpayers. In fact, none of
these credits is claimed on even iO"(o of all returns.

The policy question is straightforward: could these subsidies more
properly be made through direct cash grants? Use of credits to accomplish
goals that are-unrelated to equity criteria may be asking too much from the
income tax. Minnesota may want to prune its list of tax credits back to those
that may be required in the pursuit of equity. And, as pointed out in the
discussion of the tax treatment of the family, Minnesota should avoid tax
credits that are inconsistent with its income tax system as a whole.

TAX ALTERNATIVES BASED ON CONFORMITY

In this section, three options to Mimesota’s current system are presented.
The common characteristic is that each increases the degree of conformity

of Minnesota’s personal income tax to the federal tax. The two major
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TABLE 5
Credits To The Minnesota Personal Income Tax
1984‘
Estimated\
Calendar Year Ll985 Percent of Returns
Revenue Cost Year Using the Credit
(in millions)  Adopted in 1982
Nonrefundable?
Conservation Tillage $0.4 1985 b
Homemaker 1.9 1978 2.9
Political contribution 6.0 1974 6.5
Pollution control 2.0 1979 0.1
Residential energy 9.3 1979 0.2
Small business
equity investment 26 1983 n/a
Refundable
Dependent care 15.1 1977 1.5

Source: Minnesota Department of Revenue

2 This table excludes three “‘structural,” non-th-expenditure credits: the low income and
personal credits, which are considered separately in another section of this paper, and the
credit for income taxes paid to another state!

b The credit is not effective until 1985 and is no‘{ expected to apply to more than 250 to 350
taxpayers, or less than 0.02 percent of estimated 1985 returns.

n/a Not Available

~ components of conformity, tax base conformity and taxpaying unit
conformity, are incorporated into each.

If the arguments for defining the taxpaying unit as the individual are
found to be compelling, Minnesota’s method of filing could be retained
while still conforming on the tax base. Bdt simplicity considerations may be
overriding. Without conformity on the| taxpaying unit, the calculations
required to define individual income for| the Minnesota form can be very
complex.

These three options are merely illustrative. The state could consider any
number of rate schedules and modifications to the tax base. The three major
options are:

Option A:  Flat rate tax on federal tax liability.

Option B:  Graduated rate structure on federal taxable income (married
couple rate schedule based on eighty-twenty income split)

Option C:  Graduated rate structure on federal adjusted gross income
(married couple rate schedule based on eighty-twenty income

split) :
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Option A. A flat rate tax on fedpral tax liability would be piggybacked—
administered and collected by the federal government—or it could be
controlled by the state. A revenue-’neutral shift from the current Minnesota
tax to a single-rate tax levied on feélera] tax liability would require a state tax
rate of 43.0%, based on estimated calendar year 1985 tax revenues. This tax
is necessarily progressive. Under this option, for example, taxpayers with

Minnesota AGI between $5,000 and $10,000 would pay approximately 3%

TJABLE 6

Statutory (Nominal) \Rates for Options B and C

Option B: Federal Taxable Income as r.he\ Tax Base >
Singles | Married Couples
Size of FTI $ Rate \ Size of FTI §- Rate %
$ 0- $ 4,000 0.0 -'§ 5,000 0.0
4,000 — 6,000 4.0 $ 5000 — 7,500 32
6,000 — 9,000 70 7,500 — 11,250 5.6
9.000 — 12,000 9.0 11,250 — 15,000 12
12,000~ 15,000 9.5 15,000 —~ 18,750 7.6
15,000 — 18,000 9.8 18,750 — 22,500 8.6
18,000 — 21,000 10.0 22,500 — 26,250 8.8
21,000 — 24,000 101 26,250 — 30,000 8.9
24,000 — 28,000 10.2 30,000 -~ 40,000 9.6
28,000 — 32,000 103 40,000 — 45,000 9.7
$32,000 and over 10.4 45,000 — 60,000 10.1
60,000 — 75,000 102 -

75,000 — 120,000 10.3
- $120,000 and Over 10.4

Total Revenue Raised: $2,114 million (CY ‘985)

Option C: FAGI as the Tax Base

Singles Married Couples

Size of FAGI § Rate % Size of FAGI $ Rate %

0 — §$4,000 0.0 0-3$ 5,000 0.0

s 4,000 — s 6,000 4.7 $ 5,000 - 7,500 3.8

6,000 — 8,000 5.7 7,500 — 10,000 4.6
8,000 — 11,000 6.7 10,000 — 13,750
1,000 — 14,000 7.7 13750 — 17,500
114,000 - 19,000 8.2 © 17,500 — 23,750
$19,000 and over 8.6 23,750 - 30,000

30,000 — 40,000
40,000 — 55,000
55,000 — 70,000
$70,000 and Over

90 20 90 00 N1 1 &8 1
ABNOOWLIN

Total Revenue Raised: $2,117 million (CY|1985)
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of their gross income in tax, compared to about 11% for taxpayers with
original MAGI over $50,000. Consequently, tax increases are generally
experienced by higher-income taxpayerj. In aggregate, taxpayers in the lower
brackets would also have some tax increase relative to current law, primarily
because of the loss of the low-income credit and certain subtraction
modifications. The state could compe[.nsate for this impact by providing
some simplified form of low-income tax credit, and, for example, a credit
based on taxable retirement income. L : _

Options B and C. Table 6 outlines a graduated tax on federal taxable
income (line 37 of form 1040) and another on federal adjusted gross income
(line 32). The federal personal exemptioh is incorporated in each in place of
Minnesota’s current personal credit. Eveh with tax base conformity, the state
retains control of its zero bracket amoﬂnt, which is set here at $4,000 for
single persons ($5,000 for married coup‘é’es filing jointly).

The rate schedules for the two. federal tax bases were designed to raise
virtually equivalent amounts of revenue and to be progressive. Note that the
nominal rates are lower with the broader federal base, FAGI. The rate
schedules for matried couples are baséd on eliminating any marriage penalty
or bonus for couples with income splits of eighty-twenty. All other couples
will experience either bonuses or penalties.

In Table 7, the resulting effective tax rate for the options B and C, are
compared to the effective rates resulting deer current law. It is evident that
the choice of tax base has little to do with the amount of revenue raised or
the distribution of the burden. Any level and distribution can be achieved
through rate structure adjustments once‘la tax base has been chosen.

To design a simple, well-understood individual income tax system,
conformity to some federal base and, p&ssibly, to the federal definition of

. TABLE
The Distribution of £he Burden:
Average Effective Tax Rates for Current Law,
. Option B, and o)ption C

Original Minnesota. Téxes as a % of MGI
Gross Income Class Current Law Option B "~ Option C
$ 0 - 5,000 0.4 0.6 0.6
5,000 — 10,000 1.8 . 1.4 1.4
10,000 — 20,000 4.0 34 33
20,000 - 30,000 5.3 4.6 4.5
30,000 — 40,000 6.0 5.1 5.1
40,000 — 50,000 6.4 5.5 5.5
50,000 — 100,000 6.9 6.1 6.2
$100,000 and over 6.5 6.5 6.5

Overall 5.5 4.8 4.8
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the taxpaying unit, is probably desirable. Horizontal equity may also be
enhanced by such a change and any degree of vertical equity, i.e.,
progressivity, can be accomplished in the rate structure.

RECOMMENDATION

|

INDIVIDUAL INCOME TAX REDUCTION AND SIMPLIFICATION

e To address the fact that MinneLota’s individual income tax is overly
complex, the commission recommends that the Minnesota tax base
conform to federal taxable incorﬂe. ;

e Because the deduction for fedeH taxes paid results in a regressive,
unstable, complex tax, the comuﬁssion recommends that this deduction
be eliminated. :

(The commission recognizes that, even if, on average, taxpayers are held
harmless or are benefited by these changes, some individual taxpayers will
pay more. This result will occur, since under the previous definition of
Minnesota’s tax base, some individuals had zero or negative Minnesota
taxable income and thus paid no hdiﬂnesom taxes. Under the new definition,
some of these taxpayers will have tﬁxable income and be required to pay
taxes in Minnesota. Also, those individuals who, within their income class,
had a relatively large deduction for federal taxes paid, may pay more.)

¢ The commission recommends that Minnesota conform to federal filing
status, adopting the federal deﬁnﬁion of the taxpaying unit which is the
married couple (the family). This change will result in a simpler tax
system and thus reduced taxpayer compliance costs. It also results in
equal treatment for married coﬁples with equal combined incomes
(horizontal equity based on household income). The commission
recognizes that marriage neutralit* is lost by this change.

* To avoid excessive use of the tax system to accomplish goals other than
raising revenue and redistributing income, the commission recommends
that the fuel tax credit and the small business equity credit be eliminated.
The commission recommends tha& the homemaker credit be eliminated
since under federal filing status tfle credit is no longer necessary. The
commission recommends retention of the political contribution credit, the
dependent and child care credit, thé residential energy credit, and the low-
income credit because they are effectively targeted. For simplicity, the
design of these credits should cdnform closely to the corresponding
federal credits. WJ

¢ To design an individual income that will contribute to a fair, simple,
neutral, competitive Minnesota ta’:tlystem, the commission recommends
an income tax reduction of approximately 20% which is distributed so as
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to concentrate the tax cuts in the lower- to middle-income brackets while
ensuring that all brackets experience declines in their effective rates. This
added progressivity of the income taxis explicitly recommended in order

_to use the income tax as the vehicle for offsetting the added regressivity of
the commission’s property tax proposal. In making this recommendation,
the commission stresses that the sum |of the burdens of the income tax,
property tax, and sales tax results in a|reduction of the effective tax rates
for Minnesota taxpayers across all income classes. This recommendation
clearly illustrates the point that by maidng the property tax more explicit
and redesigning the mix and structure of the big three (income, sales, and
property) taxes, Minnesota can presellve its commitment to distributing
the tax burden according to ability tokay, set in place a tax system that
removes the built-in incentives for higher local government spending (e.g.,
removal of the property tax credits) and further promote overall job
growth (through the general reduction in personal income tax burdens and
lower property taxes on commercial/iﬁldustrial property.)

e The commission is neutral regarding the issue of the tuition,
transportation, and nonreligious textbooks deductions. This decision
stems ‘solely from the fact that due to U.S. constitutional considerations,
no other remedies (e.g., credits, direct | expenditures) are available to the
state.

ENDNOTES

1. U.S. Department of Commerce, Bureau Qf the Census, State Government Tax
Collections, 1983. Table 3. J

2. The six criteria (goals) adopted by the commission are presented in chapter 1.

3. For a discussion, see chapter 4 on “Mi ‘ esota Fiscal Comparisons” in this
volume. Minnesota’s 1982 tax-effort index for tl‘ae personal income tax is 184.5, where
the U.S. average equals 100.0. Four states h?ve higher taxes: New York (213.5),
Oregon (197.9), Delaware (189.1), and the District of Columbia (185.0).

4. Sunley, Emil M. and Mary M. Walz, “Si}npliﬁcation of Minnesota’s Personal
Income Tax,” Staff Papers, vol. 2 of the Finai Report of the Minnesota Tax Study
Commission, ed. Robert D. Ebel and Theresi J. McGuire (St. Paul: Butterworth
Legal Publishers, 1985). aL

5. Data supplied by the Minnesota Dep \ ment of Revenue shows that as
taxpayers move through the very high Minnes.ota adjusted gross income (MAGI)
brackets (beginning at $100,000) the Minnesota effective rates increase and then
decline (at a MAGI $1 million and above) at Lbout the same rate under the two
scenarios of (a) current law except elimination of federal deductibility and (b) current
law except itemized deductions. In fact, the power of itemized deductions in lowering
effective rates is slightly greater than that of federal deductibility. )
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Indexation of the Individual Income Tax

INTRODUC\JTION

In 1979, Minnesota enacted a form of tax indexing, a mechanism whereby
the major items of the individual income tax code that are stated in fixed
dollar terms (the personal credit, maximum amount of the standard
deduction, and the tax bracket boundaries) are annually adjusted to allow
for inflation. The fundamental idea behind tax indexing is to prevent non-
legislated increases in tax burdens: thosé that result solely from inflation,
automatically increasing peoples’ tax |burdens even though their real
incomes—income adjusted for inflation——have not risen proportionately.

Unlike some other indexing states, Minnesota first adopted indexing in a
relatively comprehensive way.! However,| in recent years, the tax law has
become so convoluted in the attempt to accomplish other policy objectives
that Minnesota cannot now be said truly to have tax indexing. Indeed, in
applying the commission’s goals of simplicity, equity, and accountability, a
case can be made for either moving bacl‘t toward a “clean” measure or of
scrapping the idea altogether. nL

This chapter is organized in two sections. The first, the “Statement of the
Problem,” provides a discussion of thei effect of the interplay between
inflation and a progressive individual income tax as a way of laying out the
issues. The second section, “Indexing in Minnesota,” describes how
indexing operates in Minnesota.

STATEMENT OF THE PROBLEM

Under stable (noninflation) price conditions and economic growth, the
yield of a progressive personal income tax increases more than
proportionately as income increases and the burden is distributed among
taxpayers in accordance with legislated criteria of tax equity. However,
during periods of increase in the general pr}ce level of the magnitude we have
recently been experiencing in the United States, the personal income tax may
change its legislated character.2 With inﬂa‘ltion, nonlegislated tax increases
occur that produce an arbitrary redisltribution of the tax burden.

Concomitantly, real tax revenues to the| state grow more rapidly than

131
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personal incomes, thus potentially generating a larger public sector. As a
result, inflation creates a situation that subverts intended legislative tax
policy and, as a result, poses a set of policy choices that differ from those in
a world of relative price stability.

To illustrate how inflation can lead to automatic tax increases, consider a
married Minnesota taxpayer, who is part of a family of four, and had a 1983
income (wages only) of $15,000. The taxpayer files a joint federal return,
then moves to the Minnesota return using both the 10% standard deduction
and the personal credit ($68 per pérson in 1983).3 Under these conditions,
the family’s Minnesota income tax bill comes to $754, giving an effective tax
rate (tax due divided by current lncome) of 5.0%. (See Table 1).

Now, assume that the economy experlences an inflation for the next four
years of 7% per year and that the taxpayer’s income just keeps pace with
inflation—that is, the family’s before-tax real income (purchasing power
before taxes) is maintained. As Table 1 shows, the taxpayer’s nominal or
money income rises to $19,662—a 31% increase—just enough to maintain a
constant real income before taxes. But the tax bill rises by nearly 67% over
1983 levels and, as a result, the effective rate jumps by 1.4% from 5.0% to
6.4%.

Why, with no change in real inc
Minnesota tax bill be twice that of n
two key code provisions—the p
boundaries—were eroded in terms o
a result, the taxpayer’s after-state
$14,246 in 1983 to $14,307 between

INDEXATION: EFFECT ON THE

ome, might the relative increase in the
ominal income? Because in this example
ersonal credit and the tax bracket
f their real (constant dollar) value.* As
‘tax income is actually reduced from
1983 and 1987.

TAXPAYER

Full indexing eliminates this autoLnatic—inﬂation, progressive-income-tax

spiral. Under an indexed system, the
(the personal credits, the maximum
deduction and the income tax bracke
inflation as measured, for example,
With indexing, incomes that increas
automatically subject to higher effe
real income (purchasing power) afte

What would have happened had

than inflation, say by 10% per year|

* In lieu of itemizing deductions, one m:

fixed-dollar provisions of the tax code
amount allowable under the standard
ts) are increased each year by the rate of
by the consumer price index (CPI).*
e at the rate of inflation are no longer
ctive tax rates and thus, the taxpayer’s
r taxes remains unchanged.

the taxpayer’s income increased faster
to $21,961 by 1987? Under an indexed

ay claim a standard deduction equal to 10% of

Minmnesota AGI up to a maximum of $2, 250. This maximum is not reached in this example.
Were the taxpayer constrained by the maximum, the increase in effective rates would have been
even greater than provided in this illustration.
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system, the increase up to the inflation induced amount—i.e., up to
$19,662—would be held harmless in terms of effective tax rates. However,
the difference of $2,299 (i.e., $21,961 nﬁnus $19,662) would be subject to a
higher effective tax rate as the taxpayer moved into a higher income tax
bracket. But note—only that portion of the taxpayer’s increase in real
income was subject to the higher tax| bracket amounts. There was no
automatic inflation tax and thus, after taxes, the family still has a higher
purchasing power in 1987 than 1983.
Conversely, had the taxpayer’s nominal income failed to keep pace with '

inflation—i.e., to have risen to less tha_h $19,662 by 1987, full indexation
would result in a lower effective tax rate.

PUBLIC SECTOR EFFECT \

The discussion above focuses on taxpLyer burden. But, what about the
other player in the game—i.e., the Minnesota government? The answer is

TABLE |1
Inflation Induced Tax Changes®
(Change In Minnesota Income Tax Burden For A
Hypothetical Family of Four Assuming a 7% Annual
Average Rate of Inflation and Constant Real Income)

\ 1983 1985 1987

Minnesota Gross Income : $15,000 $17,174 $19,662

Less: Federal Taxes Paid 1,018 1,166 1,334
Minnesota Adjusi;ed Gross Income 13,982 16,008 18,327

Less: Standard Deduction ; 1,398 1,601 1,833
Minnesota Taxable Income 12,584 14,407 16,494
Tentative Tax Due 1,026 1,265 1,530
Less Credits 272 272 272
Total Tax Due 754 - 993 1,258
Effective Tax Rate® 5.0% 5.8% 6.4%
Percent Increase In Nominal '

Income (1983 base) - 14.5% 31.1%
Percent Increase In Nominal

Tax (1983 base) -- 31.7% 66.8%
Real Income After State-Tax \

(1983 dollars) $14,246 $14,132 $14,037
Real Income After State plus

Federal Tax (1983 dollars) 13,228 13,114 13,021

Source: Staff Calculations.

aAssumes federal income tax is indexed.
PCurrent year tax due divided by current year income.
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that unless a progressive income tax is fully indexed, the government
automatically reaps windfall tax|revenues with the legislature never even
having to discuss the topic. The equation is quite simple: without indexing,
as the taxpayer’s effective tax rise\s and thus his/her after-tax income falls,
the extra real dollars paid by the té.xpayer end up in the state treasury. In the
example in Table 1, the taxpayer’s loss of after-tax income of $209 ($14,246
minus $14,037) between 1983 and 1987 went to the Minnesota treasury.

EQUITY

There is more to the problem of the interplay between inflation and a
progressive income tax than the fact that tax burdens automatically rise in
the absence of indexation. Tax burdens not only rise, but they do so in an
arbitrary and inequitable manner.l‘ ; §

General price level increases, which result in corresponding increases in
taxpayer income, subject larger por%tions of the income to highest applicable
marginal (and, therefore, effective) tax rates. In addition, the effect on
various taxpayers is not uniform; taxpayers move from one marginal rate
bracket to another unevenly because the brackets vary in width. The bracket
effect is greatest for persons whoke taxable income rises through ranges
where tax brackets are narrow an | the increases in marginal tax rates are
relatively the largest. In general, in Minnesota, the bracket effect is larger for
the low- and lower—middle-incom)e groups than for the higher-income
groups. B

Distortions in income tax liabilities across income classes stemming from
inflation are not limited to those [created by the gradual movement into
higher tax brackets. If incomes increase from inflation while the personal
credit remains unchanged, there is| an increase in the proportion of total
income subject to tax. The concorpitant increase in tax liabilities will be
greatest for those families with low income and many dependents. In short,
not only is the term bracket creep (3ften used to describe the problém of an
unindexed tax) incorrect, since it ignbres other items of a tax code defined in
fixed dollar terms, it is also nﬁsleading because it implies that the nominal
graduated rate structure makes a progressive. Even if the Minnesota tax
had a flat rather than a graduated 1iate structure, as long as it had a fixed-
dollar personal credit (or personal exemption or standard deduction) it
would qualify as a progressive tax.

POLITICAL ACCOUNTABILITY

Politics is, or ought to be, about choice. Pressures for higher spending—
education, highways, welfare, economic development programs—make the
choices difficult and, at times, even unsavory. If current taxes do not cover
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spending plans, the legislature must |consider either tax increases or
spending cuts. .

What can be said for indexing is that it promotes honesty. What full
indexing requires—and it is as simple as this—is that if the legislature wants
to reap the benefits from the inflation taﬁ, it has to meet and vote to do so.
Indexing does not lower taxes, and it does not create revenue shortfalls. It
simply forces a governor and a legislature to make choices openly.

Conversely, what makes the repeal (‘)r lesser use of indexing or (as
discussed below with respect to the Minnesota law) so attractive to some is
that it obscures and confuses one of tho@e choices: raising taxes. Without
indexing, increases will occur again and again, automatically and
irreversibly. As one commentator has put it:5 )

“[the legislative body] assumes that it canmLt be accused of doing what it cannot
seem to be doing. This seems dishonest because it is.”

The fundamental point bears repeating: indexing does not require that
taxes be lowered. It only requires that if taxes are to be raised, the legislature
must do so visibly. ‘

INDEXING IN MINNESOTA

As noted above, Minnesota does not ncj‘w have what one could truly call
tax indexation, At first glance it certainly has something that looks like
indexing. There is, for example, an inflation adjustmient factor that may be
applied to the personal credits, standard deduction maximum, and the tax
bracket boundaries. But a closer look at the system reveals that the system is

not only complex, but that the complexit Lworks in a manner that

e results in an inflation adjustment unrelated to generally accepted
measures of ability to pay;

* tends to favor the government at the expense of the individual in his/her
role as taxpayer; r

e provides a political escape hatch whereby the inflation tax is
automatically triggered as fiscal choices become increasingly difficult;
and

e creates problems for tax administrators.

THE MINNESOTA ARITHMETIC AND ABILITY TO PAY

Because Minnesota law permits one to Lleduct federal income taxes in
computing Minnesota adjusted gross inc‘ me (MAGI), in a period of
inflation (and an indexed federal tax), MAGI will grow more slowly than
inflation. Why? Because the taxes permitted for purposes of federal
deductibility are growing faster than inflation. Accordingly, state law
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requires the commissioner of revenue estimate an adjustment factor used to
“gross up” MAGI—i.e., one designed to undo the fact that federal taxes
paid are deductible. The results are arbitrary and capricious.* This is true
for two reasons. First, it shows a ﬁasic inconsistency in the income tax law:
on the one hand, the legislature has said federal deductibility is desirable; on
the other hand, through this adjusJ\tment factor it takes part of it away. One
could argue that either federal dedﬁctibility is or is not appropriate policy. If
it is, the adjustment factor should Eo. If it is not, federal deductibility itself
can be eliminated and the adjustnlaent factor is not needed. °

Second, the adjustment factor frustrates equity. This is so because the effect
of the factor is to define the tax base for the individual so that it is neither
federal nor Minnesota adjusted gr&ss income, both reasonable measures of
ability to pay. Instead, the tax b e for the individual is a value related to
some average federal tax bill, something that for many taxpayers is unrelated

to past or present ability to pay.

MINIMIZING THE POWER OF INDEXATION

In the first part of this chapter, the point was made that what makes
indexation attractive from both an| equity and accountability viewpoint is
that it isolates the taxpayer from automatic increases in effective tax rates as
money (rather than real) income incfeases. All that is required to accomplish
this for Minnesota (or any state) would be to index all tax code items that are
stated in fixed-dollar limits by a measure of price level change—e.g., the
CPL

This would, quite simply, keep the taxpayer even with the personal income
tax, regardless of whether his/her real income rises, falls, or stays the same
over time. For example: J :

» if real income stays the same, the effective tax rate stays the same;

 if real income increases, the effecﬁive tax rate increases on that portion of
the taxpayer’s income that rose inl excess of the rate of inflation; and

e if real income falls (inflation odtpaces earning power), the taxpayer’s
effective tax rate falls.

Minnesota law, however, is desiL\ed so that the state treasury wins
regardless of the change in income. That is, it generates added real tax
revenues as Minnesotans’ real incomes rise (this is as it should be); but its
real revenues do not fall if the taxpz{yers’ real incomes fall.

* The adjustment factor applies whether inflation occurs or not. Thus, any chaﬁge in federal
taxes will be compensated for by the adjusted|factor.
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This special feature is the result of a 1?80 law (effective 1981) provision
that the inflation adjustment for purposes of indexing shall be the lesser of
the growth in the CPI or the percentage increase in Minnesota gross income
between the previous year and the current tax year. The result is that the
indexation is not symmetrical. If taxpayeﬁ’ real incomes rise faster than the
CPI, the CPI is used (as it would under tﬂue indexation), and the taxpayers
and the government share in those gains. But, if the CPI rises faster than
average Minnesota income—i.e., real income across the state falls as
inflation outpaces rises in nominal (money) incomes, the taxpayers’ effective
tax rates are not permitted to fall, since now the inflation adjustment is
based on the lower nominal income level. The result is that effective tax rates
rise and after-tax purchasing power declines while the government’s share of
total income automatically rises. And, bécause this occurs automatically,
the legislature never has to meet. In short, this complexity raises more than
an issue of simplicity. That the inflation-induced increases in tax revenue can
be obtained without ad hoc political action is in opposition to the
commission’s goals of equity and accountability.

POLITICAL ESCAPE HATCH \

Finally, there is a third special featurelof the Minnesota tax law that
minimizes the power of indexation. As a result of laws enacted by the 1982
legislature, if by September 15 of the calendar year the commissioner of
finance determines that receipts will be insﬁfﬁcient to fund appropriations,

“which include a $250 million budget reser‘ve, this triggers a full or partial
suspension of any indexation (inﬂa#ion adjustment). Taxes are
automatically allowed to rise in order to maintain the appropriations and
the reserve. Again, the legislature neet not| meet. ‘

SIMPLICITY IN TAX ADMINISTR_ATIAN

The complexity in the tax law creates difficulties for tax administrators.
This is particularly true regarding the subtle issue of what the legislature
means by “average gross income” for Minnesota for purposes of computing
the lesser of the growth in CPI or average income. The law requires that the
“best available data sources and reasonable forecasting procedures be
used.”® This requires a decision on forecasting techniques, judgments
regarding behavior of income and filer | growth, a guess as to where
Minnesota is in the present business cycle (which, in turn affects income and
number of filers) and “numerous assumptions about the relationship
between Minnesota and U.S. statistics on employment and income.”” With
all this administrative complexity and uncertainty, which must be sorted out
annually, it is not clear that the intent of |even the 1982 amendments are
being achieved.
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RECOMLV[ENDATION

COMPLETE INDE.XATION OF 'l'HE INDIVIDUAL INCOME TAX

The commission not only recognizes that inflation brings increases in real
income tax revenue and introduces distortions in tax equity, but also that
taxpayers may not readily perceiate the automatic real tax increase that
occurs from the inflation-personal-income-tax interplay. The commission
finds that the current indexing scheme in Minnesota is so convoluted that

‘Minnesota’s individual income tax cannot honestly be referred to as an
indexed tax. This is particularly ;rile];:ecause of the use of the lesser of the
consumer price index or average Minnesota income for purposes of making
an inflation adjustment to the pers&mal credits, standard deduction, and tax
bracket boundaries, and the provision that permits any form of indexation
to be suspended by the commissioner of finance in a period of fiscal stress.

Accordingly, the commission recommends that in order to achieve the
goals of equity, accountability, and certainty in taxation, personal income
taxes should not be allowed to increase automatically as a result of inflation,
but rather as a result of overt legisle{tive action. This requires that unless the
legislature convenes to suspend indexation for any one year, the Minnesota
personal credits, standard deductjoﬂ, and tax bracket boundaries:be indexed
annually by the full amount of the Eonsumer price index or some generally
accepted measure of price level change. In order to enharce the goals of
political accountability and tax eduity, the legislature should repeal the
provision that permits the commissioner of finance to suspend indexation.

ENDNOTES

1. The inflation adjustment was based on 85% of the percentage increase in the
consumer price index for consumers in the Minneapolis-St. Paul metropolitan area.
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Report to the Governor and the Minn&s&na Legislature, Report 128 (May 1982). See
especially the analysis by Daniel A. Salomone, p. 85-91.
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The Minnesota Estate Tax

INTRODUCTION

The estate tax in Minnesota is a type of tax called a transfer tax. Transfer
taxes are taxes on property left by individuals to their heirs (taxes on the
transfer of wealth from one person to another). Many kinds of such taxes
have been devised over the years. If the transfer occurs during the
transferor’s life, the tax is designated as a éﬁ’t tax. If the transfer occurs on
the death of the transferor, the tax is designaked as a death tax. There are two
major kinds of death taxes: the inheritancé tax and the estate tax.

The inheritance tax is defined as a taJl( levied upon the privilege of
receiving property from the deceased, while the estate tax is levied on the
privilege of transferring property at deatﬁ. Under an inheritance tax, a
separate tax is computed on the value of each tranisfer. Characteristically, the
amount of each transferee’s share that is ex'empt from tax and the rates of
tax for different classes of transferees |will vary depending on the
relationship of the transferor to the transferee. To illustrate, under the
former Minnesota inheritance tax, a legacy c‘;f $25,000 to a child would have
an exemption of $6,000 and be taxed at a rate of 2%, producing a tax
liability of $380. But the tax on a like gift to|a nephew had an exemption of
$1,500 and a rate of 6%, resulting in a tax of $1,410. The sum of the separate
taxes on each gift becomes the inheritance for the entire estate.

Under an estate tax, the value of the decedent’s gross estate is determined,
certain deductions and exemptions are subtracted, and the result is the
taxable estate. A rate schedule uniform to all estates is then applied to the
value of the taxable estate. Once the tax is hetermined, certain credits are
subtracted to produce the actual amount of tax due.

Transfer taxes have been criticized by those who believe that such taxes
discourage individuals’ incentives to worﬂ and save. But, in deciding
whether and how hard to work and save, kthe effect of income taxes is
probably much more important than the potential disincentive inherent in
transfer taxes. L,[

As bequests and gifts add to an individual’s (the recipient’s) economic
well-being and ability to pay, many would a ; ue that such transfers should
simply be incorporated under the income tax by including gifts and
inheritance in the recipient’s taxable incomé. Income averaging could be

141
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used to moderate the impact of the graduated rate structure of the income
tax. This alternative method of taxing transfers, however appealing, has
never been seriously considered at the federal or state level.

Perhaps the strongest jusﬁﬁc&tion for transfer taxes is as a means of
redistributing wealth. Unequal distributions of wealth, even more than
unequal distributions of income, violate generally accepted notions of
economic justice and equal economic and political opportunity. If
redistribution is the only legitimat}e goal of transfer taxes, the administration
of such taxes is possibly best left to the federal government as any attempt by
a state to affect strongly its own distribution of wealth will be exacerbated by
migration of this highly mobile set of residents. ;

Despite the appeal of transfer ta‘,xes, very little revenue is raised from these
taxes at the federal level. It u‘lay be that the preference for wealth
equalization is not strong in the us. Also, even though taxes on the transfer
of wealth are difficult to justify at|the state level (except as an easy source of
revenue), all states, except Nevada, levy some type(s) of transfer tax. Many
state taxes are designed to mitigate the competitive (migration) effects and
most are not a significant source of revenue.

Because Minnesota conforms cl“‘osely to the federal estate tax.and because
many states’ estate taxes have a special relationship to a credit allowed on the
federal tax, the federal estate tax ié briefly described in the next section. The
next section provides a descriptiox{ of Minnesota’s estate tax and last section
discussés the resulting policy implications.

THE FEDERAL ESTATE TAX

|

The federal government imposes both an estate tax and a gift tax on
wealth transfers, but only the fo‘rmer is described here. The gross estate
consists of all property owned by the decedent at the time of death,
including stocks, bonds, real estaté, and mortgages. Insurance owned by the
decedent is also part of the gros‘s estate, as are all gifts in excess of the
annual exclusion within three yeirs from death. To arrive at the taxable
transfer, the following deductions are allowed from the gross estate: funeral
expenses, estate settlement expensE:, debts, legal fees, charitable bequests,
and an unlimited deduction for property passing to a surviving spouse.
The estate tax rates (which have been unified with the gift tax rates) begin
at 18% on the first $10,000 of the taxable transfer and rise to 55% on any
amount over $3,000,000. There are|three credits that can be taken against the
tax liability figured by applying| these rates to the, taxable transfer. In
addition to a credit for any gift tax paid, two other credits that have an
important impact on Minnesota’s (as well as other states’) estate tax are
allowed. First, a credit is allowed for state death taxes paid (any type of

death tax to any state) up to a limiLt equal to 80% of the federal tax liability
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imposed by the 1926 federal tax rate schedule. This seemingly arbitrary
maximum has been in place since 1926 evén as the federal rate structure has
varied a great deal in the intervening years. Second, a credit is allowed for
both estate and gift tax purposes, called khe unified credit, which is set at
$96,300 for 1984 and is scheduled to inﬁrease to $192,800 by 1987. The
unified credit effectively exempts the first $325,000 of taxable estates in 1984
and will exempt the first $600,000 of taxable estates by 1987. '

The credit for state death taxes paid was established to discourage
interstate competition. A state would not have to fear outmigration of
residents in response to a state death tax if the entire state burden could be
used to decrease the federal burden dollar for dollar. With this credit, a
resident could not decrease his or her totalJtransfer tax burden by moving to
a state with no death taxes. Death tax evenues of the states were thus
protected from interstate competition by the federal government’s picking
up the bill. Many states -have designed their estate taxes so that the state
liability is equal to or limited to:the value of the federal credit for state death
taxes paid. When a state limits the total of its death taxes to the federal
credit, this form of taxation is called a “phre pick-up tax.”

[

THE MINNE.SOTA-EETATE TAX

In 1979, the Minnesota inheritance and gift taxes were repealed and
replaced with the Minnesota estate tax. The lgross federal taxable estate is the
basis for the computation of the Minnesota tax. The value of non-
" Minnesota property is subtracted from this base as are various exemptions
and deductions.

Minnesota conforms to federal law by allowing an unlimited deduction
for property transferred to a spouse (tﬁe marital deduction) and by
exempting a certain amount of the value of\ the estate where the amount is
equal to the effective exemption at the federal level brought about by the
unified credit. Thus, for 1984 the maximum estate deduction is $325,000
and will be $600,000 by 1987.

Despite this high degree of conformity to the federal estate tax base, there
are a few items in which Minnesota varies from federal law. For example,
employee benefits are exempt under Minnesota law but not under federal
law. . . K
In 1984, a five-step graduated rate scheJiule applied to the Minnesota
taxable estate beginning at 8% on the first $7B,000 and rising to 12% on any

|

amount over $875,000. By 1987, these rates t%will be compressed to 10% on -

the first $100,000 of taxable estate, 11% on the next $500,000, and 12% on
any remainder.

The tax liability calculated by applying thé rates above to the Minnesota
taxable estate will not necessarily be the ﬁmount of tax due from the
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taxpayer. The Minnesota estate tax

DATIONS
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and, thus, by Minnesota’s estate tax. The amount of redistribution effected
by the tax is probably not large, hOWCVCIJ; as evidenced by the small amount
of revenue raised. In 1982 Minnesota’s total estate tax liability as a
percentage of the value of all Minnesota &ross estates was 1.5%. The lack of
revenue raised and lack of redistribution effected both at the federal level
and at the state level are attributable to the generous deductions,
exemptions, and credits allowed estates and inheritances.

There is no evidence that Minnesota’s estate tax violates the commission’s
competitiveness criterion. Minnesota coﬁld completely eliminate any such
competitive concern by either eliminatiné its estate tax or adopting a pure
pick-up tax. The former option accomplishes nothing that cannot be
accomplished with the latter option, and the former would result in a
revenue loss to the state. Under the pure bick-up tax, a state simply claims
part of the tax liability (tax revenue) tha;) the estate would have paid to the
federal government. Given the similarity of the states’ transfer taxes and
given the lack of evidence with respect toLwhether the minor differences in
these taxes affect migration, the competitiveness criterion is probably not as
relevant in evaluating this tax as common perception would lead one to
believe. i
The final criterion by which Minnesota’s estate tax must be judged is
simplicity. The current structure is easy to comply with and administer,
primarily because the tax conforms quite| closely to the federal estate tax.
Determining Minnesota tax liability does require an additional set of
calculations, though, and for many |estates these calculations are
superfluous as Minnesota liability will equal the federai-state death taxes
credit. ; L :

Thus, although the current system scores well on the simplicity criterion,
a pure pick-up tax is yet simpler and the re\hrll:‘le yield would be only slightly
less than the revenue yield of the current Minnesota estate tax. It is worth
mentioning that the change to a pure pich(-up tax might have a symbolic
effect—a message would be conveyed——{hat Minnesota is interested in
encouraging its elderly to stay in Minnesota.

The only drawback of a pure pick-up tax appears to be the fact that the
Minnesota estate tax would be completely tied to the federal tax. The federal
government could, as part of its concern fo} federalism and the preservation
of the state revenue base, substantially iﬁcrease the amount of the state
death-taxes-paid credit, in which case, the revenue available to the states
would be automatically increased. At the other extreme, the federal
government could eliminate the credit or the estate tax altogether. Recent
years have seen a movement for the total elﬂmination of federal death taxes,
and legislation for this purpose has been intfoduced every year since 1981. In
the unlikely event of repeal or adoption ofj\he federal state tax, if the pure
pick-up tax were in effect, all death tax collections would cease. In that




146 FINDINGS AND RECOMMENDATIONS

event, Minnesota would want to reevaluate the purpose of transfer taxes and
consider a return to a simple tax not unlike its current estate tax.

RECOMMENDATION

ADOPT A PURE PICK-UP TAX

The commission finds that the Minnesota estate tax conforms closely to
the federal estate tax and is thus very easy to comply with and administer.
All estates valued at $325,000 or mbre are subject to the Minnesota estate tax
at rates of 10%, 11%, and 12% .;JThe federal estate tax allows a credit for
state death taxes paid, with an upper limit on the size of the credit. Many
states define their death taxes to ﬁe equal to the limit of the federal credit.
This form of state death taxation is called a pure pick-up tax. If Minnesota
were to adopt a pure pick-up tax, the revenue loss would be minimal
(especially in future years), the {)rocess of filing Minnesota estate taxes
would be even simpler than under current law, and any competitive
disadvantage relative to other states would be eliminated.

Accordingly, the commission recommends that Minnesota adopt a pure
pick-up tax equal to the federal deduction for state death taxes paid. The
result would enhance the competitiveness and ease of taxpayer compliance
with the tax law with only a small loss of revenue.
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General Sales and Use Tax

INTRODUCTION

A sales tax is a tax on part of the disposition of income (consumption, not
savings) rather than a tax at the source of income. A sales tax can be either
general or selective in its application. A general sales tax would apply to a
broadly defined, though not totally comprehensive, consumption base. A
selective sales tax would only be applied to an individual consumption good.
Selective and general sales (and use) taxes can be and often are used
simultaneously.!

A general sales tax will not be comprehensive because some items are
excluded as a result of the administraﬂive difficulty of including some
consumption goods (e.g., imputed ren{), decisions by policymakers to
attempt to reduce the regressivity of the tﬁx (e.g., excluding food purchased
for home consumption), and attempts b:y policymakers to encourage the
consumption of goods thought to be socially desirable (e.g., prescription
drugs).

The sales tax may be calculated as a percentage of the sales price, in which
case it is referred to as an ad valorem tax. Alternatively, the tax may be a
fixed amount per unit of product, that is, a unit tax. The first is a tax on the
value of sales while the second is a tax on the quantity.

A general sales tax requires the ad vélorem approach. In addition to
certain efficiency advantages, the ad valo‘ em approach is preferred to the
unit tax because the unit tax might cause Jroducers to adjust units in which
their product is sold to avoid part of the dx, This would reduce the built-in
revenue flexibility of the sales tax, since i{ would not be sensitive to rising
prices. ) i

The sales tax structure Minnesota chooses can be judged against the
several goals presented in chapter 1. Revenli.le productivity is, of course, one
of these. However, it is generally agreed t lat at least four others should be
given particularly close attention when judging the structure of the sales tax.
For now, these other criteria are simply introduced along with some
illustrations of the Minnesota policy issues involved. These issues are
examined in greater detail toward the end of this chapter.

147
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EFFICIENCY OR NEUTRALITY

Does the tax minimize unintended interference with private decisions?
There are three major implicationk of this objective as applied to the sales
tax. The first is that the sales ta{‘ be designed in such a manner that the
amount of the tax constitutes a uniform percentage of the selling price. One
way to accomplish this goal is to structure the sales tax so that it impacts the’
consumer at the final (retail) stagé‘ of production and distribution, and not
at the intermediate stages of resource extracting, manufacturing, and
wholesaling. This minimizes the likelihood of “tax pyramiding”—the
taxation of the same commodity E‘It more than one stage of production.

Two traditional state/local rules for minimizing tax pyramiding are to
exempt from the sales tax those goods and services that either become a
physical ingredient or that are directly used in the production of a taxed final
product. Minnesota’s practice of ta‘lxing the purchases of capital goods and
building and construction materials thus becomes a major concern.

A second major problem for |a state sales tax concerns changes in
consumption patterns induced by differential tax rates among commodities
that compete for consumers’ purchases. A sales tax can lose its neutrality in
either of two ways. One way occurs when the sales tax is imposed on a
narrow subset of consumer goods z‘md services. The result is that consumers
will be induced to substitute, to some degree, exempt goods for taxable.
goods. For Minnesota, which amohg the forty-six sales tax states (including
D.C.) has the fifth most narrow|retail sales tax base, this looms as an
important problem.2

The third way the Minnesota salgs tax loses neutrality is by combining use
of a narrow tax base with its high-tax-state stature, relative to all but one of
its neighboring states (Wiscon%in). Consumption patterns may be
influenced by different tax rates among jurisdictions. If some jurisdictions
do not tax a commodity as hcavilgr as competing areas, consumers will be
induced to transfer some purchases from the higher- to the lower-tax
jurisdictions. Thus, when examihing its- own general sales tax policy,
Minnesotans must also consider tﬁe possible effects on its retail sector of
getting too far out of line with its neighbors. Since Minnesota has a higher
statutory tax rate than any of its border states but a narrower base, this
suggests that consideration should be given to a lower rate for broader base
tradeoff. Unfortunately, for Minnesota such a tradeoff is not readily
achieved given the facts that (a) relative to all but one border state
(Wisconsin), Minnesota is a higher-tax state and therefore “needs” the tax
dollars (at least in the short run) and (b) the retail portion of the sales tax is
the one tax handle for which Minnesota has some excess capacity (see
chapter 4). Minnesota’s tax effort is far above most of its neighboring
jurisdictions with respect to the lother major state revenue source, the
income tax. Thus, in order to finance a given flow of expenditures, the state
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may have to rely more heavily on the s es tax at retail despite the likely
border effects.

VERTICAL EQUITY (‘““GRESSIVITY)

The traditional criticism of the sales tax from an equity point of view is
that the distribution of the tax burden bétween income classes is regressive.
This occurs because the lower the income the larger the percentage of that
income that is spent on consumer activit&. In contrast, as incomes increase,
people are able to save more (consume less) of their income and thereby pay
relatively less in sales tax. _ . :

If the desired policy is to reduce the regressivity of the sales tax, there are
three approaches to be considered. The| first is to provide an “over-the-
counter” exemption for certain consumption goods that take a larger
percentage of consumers’ budgets as. inc‘oﬂ‘ne falls (e.g., food). The second is
to tax broadly goods and services, but provide an income-related tax credit
that offsets a portion of the sales tax liaﬂ‘i.lity for lower-income families. A
third approach, which is a variant of the second, is to package a broad retail
sales tax with a personal income tax structure that offsets the sales tax
regressivity through rate reductions in the low-income classes.

HORIZONTAL EQUITY (‘“EQUAL TRlATMENT OF EQUALS”)

The equity criterion applied to a broad-"\Lased sales tax also asks whether
families in equal economic circumstances (e.g., income) pay equal amounts
of taxes. Families in the same income class will pay different amounts of
sales tax if total consumption varies betwe%n equal income families, or if the
consumption of taxable goods varies within income classes.

As was true for neutrality, the goal of horizontal equity is most likely to be
achieved by adopting a broad tax base. Thﬁt Minnesota’s sales tax is almost
entirely levied on goods and not services pr&)vides a classic case of horizontal
inequity. That a Minnesota consumer is suﬂject to the sales tax when buying
shampoo for home use but then is exempt from the tax when going to a
hairstylist is just one illustration. Similarly, a purchased watch is taxed, but
watch repair is not. And so it goes. :

EASE OF ADMINISTRATION AND TAXPAYER COMPLIANCE

The two operational criteria for tax simplification require that the tax be
established in such a manner that administration can be made effective at
reasonable cost, and compliance difﬁcultxgs and costs for the taxpaying

firms (collecting units) be minimized. Once again, the preference is for a tax
structure that promotes uniformity rather than for a tax base that is

narrowly designed.
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STATUTORY AND INSTITUTIONAL CHARACTERISTICS

Minnesota enacted its retail sales tax in 1967 and became one of the last
three of the forty-six states to adopt such a levy. Although, as already noted,
it has one of the highest nominal sales tax rates of the forty-six states,
Minnesota’s tax base is one of thé most narrow in the nation. The specific
statutory and institutional charactéristics of the tax are summarized below:

STATUTORY RATE

The general statutory rate is 6% of the taxable base.  The state also applies
a reduced rate (4%) to farm machinery and special tooling. Capital
equipment is also subject to this reduced rate, but only by refund, and only
if the equipment is for new business plants or plant expansion.

TAX BASE

The tax applies to gross receipts from the retail sales, use, storage, or
consumption in Minnesota of tﬁngible personal property. Taxable sale
includes, beyond ordinary commodity transactions, the transfer of
information and directions via éomputer software, renting, producing,
fabricating, printing, or processiné tangible personal property, preparing or
serving meals and drinks, admissions to amusements and athletic events,
furnishing transient lodgings and related services, furnishing electricity, gas,
water or steam, local exchange teléphone service and intrastate toll service,
cable and similar television servi&:es, producers’ capital equipment, and
building construction materials.

STATUTORY EXEMPTIONS

Major exemptions from the tax base include food for home consumption,
prescription and nonprescription ﬂnedicines, clothing and wearing apparel,
motor fuel, residential heating fuel (through the months from November

through April), and virtually all services to persons.

INSTITUTIONAL EXEMPTIONS

The law also exempts charitable, religious, or educational institutions if
the property purchased is used in performing charitable, religious, or
educational functions, sales to any senior citizens’ groups or associations
organized for nonprofit purposes, and property sold to a tax-exempt
organization for nonprofit use.
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TAX YIELD

The history of the Minnesota sales and|use tax reflects substantial growth,
from $113 million in fiscal 1968 to $1,388 million (estimated) in fiscal 1985.
That growth has somewhat exceeded that experienced by other tax sources,
and at present accounts for 25% of state tax collections.

A comparison of Minnesota’s 6% Qtatutow rate with other states3
suggests that Minnesota is at the top of the state sales tax ranking. Indeed,
only seven states (including the District of Columbia) are at or above the
Minnesota tax rate level. But, as was discussed above in the chapter on
“Minnesota Fiscal Comparisons,” statutory rates can be quite misleading
regardless of which tax one examines. Although a high rate may have an
initial “announcement effect,” the relevant tax policy variables are effective
tax rate and tax effort. These latter two measures explicitly bring in some
interstate common denominator of tax cabacity (e.g., the representative tax
system) measure. |

Once this adjustment of a common denominator among states is
introduced, Minnesota is found to rely less heavily on sales taxes—i.e., make
a lower tax effort—than the average of other states. As the evidence above
(chapter 4, Table 9) indicates, Minnesota sales tax effort is about 76% of the
average U.S. state. Another fact, which isjalso revealing, is that in terms of
effort, Minnesota relies more than twice as much on the personal income
than it does on the sales tax.

In sum, because of its unusually nagow base, Minnesota relies less
heavily on the general sales tax than the typical state using the tax. The high
total tax effort of Minnesota may suggesft that greater reliance should be
placed on the sales tax for revenue pu}{rposes. Whether, in fact, more
intensive utilization of the sales tax by Minnesota is desirable on tax policy
grounds (and if so, how) is the primary focus of the remainder of this
chapter.

INTERSTATE COMPARISON OF TAX BASE COMPONENTS

State sales taxes typically apply to retail transactions—that is, sales to the
final consumer. However, coverage of |consumption expenditures by
individuals is far from complete in Minnesota as well as in other states.
Detailed comparisons across states for several major expenditure categories
are provided in a companion technical report.? Patterns that are important
to note include:

e Food Exemption. Like Minnesota, tw}enty-eight states (including the
District of Columbia) exempt pur#hases of food for at-home
consumption. Although such an exemptifn complicates both compliance
with and administration of the tax, the exemption does relieve a portion
of the regressivity of the tax. An alternatii.ve direct approach, the refund of
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sales tax paid through a credit
states.
® Prescription Medicine. As of 1985 all but two states (Hawaii and New
Mexico) will exempt prescripti‘n medicine. The exemption is usually
justified on the grounds that it reduces regressivity while at the same time
it does not overly complicate cobpliance or administration.
® Nonprescription Medicine. Mihnesota is only one of nine states (plus
the District of Columbia) that extend the medical products exemption to
nonprescription items. This exemption leads to difficult interpretation
problems regarding what is and is not to be included on the exempt list.
e Clothing. Minnesota is one of only five states that exempt clothing (plus
Connecticut, which exempts onhy childrens’ clothing). Few states have
seriously considered copying the: exemption. Each of Minnesota’s
neighboring states taxes clothiné
® Items Subject to Selective Sales Taxes. Many states exempt items subject
to selective sales taxes (especially motor fuel, cigarettes, and alcoholic
beverages). This treatment has no logical position; if an item
appropriately bears the extraordinary tax burden of a special excise, there
"is no reason to relieve that burden in the general tax structure.
Furthermore, the special exemption complicates compliance and
administration. Although states almost always extend sales tax coverage
to alcoholic beverages, they do not regularly tax cigarettes and gasoline.
Ten states tax motor fuel and thiﬁy-six tax cigarettes. Minnesota exempts
motor fuel and taxes cigarettes. Alcohol is subject to an 8.5% rate.
® Residential Fuel and Electricity. \ Fewer than half the states tax residential
fuels and electricity. In Minnesota and Wisconsin exemptions are based
on time of year. Maine exempts Bnly a portion of electricity purchased,
and two states (Tennessee and U‘{ah) apply lower rates to the purchases.
e Services. Few states have extended their sales taxes broadly to services;
Minnesota is one that taxes services the least.4 Only six (including South
Dakota and Iowa) have taxed services broadly, but the remaining states
apply the tax only to services specifically noted in the law. Minnesota and
twenty-one other states tax utiliﬁes, admissions, and transient lodging
services as part of their general sales tax.

r rebate structure, is used in only eight

.

BUSINESS INPUTS

Although Minnesota conforms with a majority of states in exempting raw
materials used or consumed in agrié;:ultural and industrial production (€.g.,
fuels, chemicals, packaging products, feeds, seeds) and production of
personal property intended to be ultimately sold at retail, it levies the sales
tax at a reduced rate (4%) on farm machinery and fully taxes sales of
supplies and equipment owners, sales of building materials to contractors
and subcontractors, and computer software. As already noted, capital
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equipment may be subject to a 4% rate. This treatment of business inputs
tends to put Minnesota out of line with its border states. Iowa (fully) taxes
farm machinery at 3%; South Dakotal levies a (partial) rate of 3%, and
Wisconsin exempts farm machinery. A

EVALUATION OF ALTERNATI lE TAX BASES

Comparing the general sales tax al"ld alternative tax base structures
compels one to make judgments regar_;iihg the tradeoffs among the various
normative goals of tax policy. The p" ary issues with respect to the
Minnesota sales tax pertain to the size (breadth) of the taxable base. Once
the tax base is extended, the rate mithmeﬁcaﬂy “falls out,” given the desired
revenue yield. ‘J »

There are two general issues of tax base size in Minnesota. The first is
whether the current tax base should be broadened to include items currently
tax exempt: food for home consur‘flption, new clothing, services,
prescription and nonprescription medicine, gasoline, or some combination
of two or more of these. An equally Limportant concern is whether the
current tax base should be narrowed by providing exemption for two types
of business purchases of real capital (eguipment and machinery, building
construction materials and farm machinery).

Table 1 provides a summary of the components of the tax base
“ broadening/narrowing alternatives that were considered by the commission.
A more detailed listing is available in é‘he manual of Standard Industrial
Classification codes published by the U.S. Office of Management and
Budget. l _

Laying out these statutory changes only begins the debate. What one
needs to know in order to make an informed policy judgment is the effect
these changes will have on the revenue, Err;ductivity, equity, efficiency and
administration characteristics of the taxJ‘ These topics are examined next.

REVENUE AND EQUITY

The revenue productivity and equity implications of the current sales tax
base and its alternatives are presented in summary form in Table 2, which
provides the following information: l

Column 1 shows the FY 1985 dollar and percentage changes that would
occur, assuming the various tax base chz‘mgas listed on the left side of the
table. The addition of food adds the single largest amount to revenues.
Gasoline, business services, and clothing follow in that order. The
exemption of purchases of capital (pxcluding building construction
materials) would decrease the existing sales tax base by 15.9%.
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Column 2 provides an estimate of what the statutory rate of the sales tax
would be if the base changes shown are made, and if the total tax collections
are kept at an “equal yield” level (in the case for FY 1985, at $1,388.2
million). These rates will, of coursl;, reflect the revenue gains in the revenue
change column. Again, the revenue power of taxing food or some
combination including food is clear. ‘

Column 3 provides an indicator of the overall vertical equity
(*“gressivity”) of the sales tax. The numbers shown, which range from 0.635
to 0.588, indicate whether or not p‘ayments from a sales tax would increase
more or less rapidly than incomé. The lower the index the greater the
regressivity from the tax. The inde;k for the current Minnesota base equals
0.611. This means that a family thh income 10% highcr than another would
bear a sales tax higher by only 6.11%. Thus, the base is regressive (as

TABLE 1"
Summary of T#x Base Components
For Various Rgtail Sales Tax Bases

Current Base Plus Food for Home CoLsumption. The current Minnesota tax base
includes candy, soft drinks and bottléd water, retailer preépared sandwiches and
packaged foods; ice cream cones, ice, éum, and vendor machine foods. The option
was to add general groceries. 1

Current Base Plus Clothing. The preant tax base includes furs, jewelry, blankets,
towels, notions, billfolds, athletic, sporting, and recreational articles. Now added

are new clothing and wearing apparel in general.

Current Base Plus Services to Persons. Services are now generally excluded from the
tax base except for delivery service ges incorporated into the selling price of
taxable tangible property and photoé;raphic studios. Now added are personal
services (laundry and dry cleaning, beauty/barber shops, funeral services), and
miscellaneous repair services (auto, radio/television/phonograph, reupholstery and
furniture, welding, and air conditioning).

Current Base Plus Business Services. Legal, architectural, engineering, business,
advertising, and accounting services are added to the current base.

Current Base Plus Gasoline. Motor fuels for automobile, aviation, and special
transportation are now considered taxable. Motor fuels are now taxed by Minnesota
as part of its selective sales tax system.

Current Base Less Capital Goods. At present, the sales tax base includes capital
equipment and machinery and construction materials. The alternative tax bases
examined included exemption for all business (including farming) purchase of
capital (equipment and machinery and construction materials).




General Sales and Use Tax 155

incomes rise, relative tax burden falls). As this column-shows, the prospects
for improving that performance are not great: the regressivity index for all
“current consumption (the broadest base) is 0.588, or somewhat more
‘regressive (MR in Table 2) than the cﬁrrent system. Of the alternatives
considered, expansion of the base to cloﬂhing would reduce regressivity, but
only very slightly, and expansion to clothing and services would leave the
regressivity index virtually unchanged. JAlthough these overall indexes of
regressivity are not available for all the ﬁx base options shown in the left
column, it is possible, by comparing Emw the indexes change as one
component is added to or deleted from a tax base, to generally rank each
option as more regressive (MR) or less reéressive (LR) than the current base.
Thus, it is clear that while taxing food is the engine for revenue
enhancement, it also adds more than thé other changes to the regressivity
measure. This may suggest why broadening the base to food alone (and, for
example, at the same time exempting services and/or clothing) is often
politically difficult to achieve. v

Column 4 provides a checklist of | another important tax policy
consideration, horizontal equity—the ent to which otherwise equal
families (i.e., equal incomes) pay different effective tax rates. Since the
surest way to achieve horizontal equity of a consumption tax is to avoid
discriminating among consumers on therasis of whether they happen to
have preferences for taxed vs. nontaxed items, the tax policy solution is to
tax on as broad a base as possible. It follows that because the present
Minnesota tax base is so narrow, all of the alternatives shown lead to
improvements in horizontal equity; and, finally

Column 5 shows the dollar amount by Lwhich total collections from the
Minnesota personal income tax would b‘ reduced (the state income tax
offset) as a result of the fact that higher sales tax payments will increase the
amount of deductions taken on'itemized tax returns.$

There are three waysto improve the vertical equity of the general sales tax.
The first, and most common, is to provide|for over-the-counter commodity
exemptions as Minnesota now does for|food, prescription drugs, and
laundry and dry cleaning. However, as Tabie 2 shows, the amount of the
regressivity that is alleviated is not great, land thus the question arises: is
there another way to address the vertical equity goal without incurring large
revenue losses from the exemptions?

Intermsof a dircct on-the-spot (time of purchase) solution, the answer to
the preceding question is no. Accordingly, the practical alternative is to
make up for the sales tax regressivity by including a progressive tax elsewhere
in the revenue system. For Minnesota, as for any state, the major tool for
effecting this goal'is the personal income tax, which can be designed to
accomplish this result in two ways: ;

e Enact a progressive tax rate structure and leave it at that. What evidence

\




TABLE 2
Sales Tax Alternatives
Minnesota, 1985

P

2
g
z
1 o2 3 _ 4 5 a
; »
Offset: Additional :é
FY 1985 Vertical Equity:* Revenue Lost to :
Gross Revenue  Implications Equal Yield Overall Regressivity Horizontal Personal Income Tax 8
$ Millions (% charnge) Rate Index Equity ($ millions) é
CurrentBase  $13882 . 6.0% R 611 -0- %’
Current Base Plus . _ . ;
Food 259 18.7 5.1 MR 555 +- $76 g
Clothing 132 9.5 5.5 LR .624 + 3.9 2
Services to ' ~ '
" Individuals 54 3.9 5.8 MR 4 1.6
Business Services 172 12.4 5.4 LR + 5.0
Food & Clothing 391 28.2 4.7 MR .569 + 11.4
Clothing & Services ‘
(Ind) 186 134 = 53 same 611 + 5.2
. Food, Clothing & ‘ ‘
All Services - 617 31.6 4.2 MR 568 + : 12.8
Gasoline 169 12.2 5.3 LR .627 + 4.9

(table continued on next page)



Clothing, (Ind)

Services, Gasoline 355 25.1
Clothing & Gasoline 301 21.7
Nonprescription

Medicine 10 N

All Current Consumption --
Current Base, Exempt all
Capital (Equipment &
Machinery and Construction
Materials) -221 -15.9

———  Current Base, Exempt ' '

6.6

Construction Materials - 78 -5.6

Clothing and Personal Services;
Exempt Materials
Construction +108 7.8

4.8
4.9

6.0

7.9

5.6

LR

LR

LR

MR

LR

LR

LR

.623 + " 104
.635 + 9.0
.588 +

Source: Minnesota Tax Study Commission.

*R (Regressive); MR (more regressive); LR (less regressive)
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we have is that Minnesota does, indeed, do this more than most states. A
recent ACIR study, which compares tax burdens among fifty cities—the
largest city in each state—shows that Minneapolis residents face among
the most progressive of income (and total) taxes;’ or A

e Add to the personal income tax a special tax credit that is specifically
designed to offset (fully or partially) sales tax regressivity. The rationale
of this sales tax credit is straightforward. Rather than provide over-the-
‘counter exemptions to all consumers of an exempt item (e.g., food,
whether it be hot dogs or lobsters) and thus lose the sales tax revenues
from low- and high-income consumer activity alike, retail sales could be
taxed very broadly, and at income tax time, a refund could be provided in
the form of a tax credit targeteﬂ only to low- or Jow- and middle-income
groups. Thus, unlike the exemption, which provides tax relief to
consumers regardless of income, the credit is restricted to certain taxpayer
classes.

These differences can be illustrated as follows. The typical Minnesota
family that has an income of $35,000 spends about 8% of their income (or
$2,800) on food for home consumption. If that were taxed, this family
would pay $168 in sales taxes on food. In contrast, the family with a $7,000
income pays about 16% or $l,liO on food. With food taxes at 6%, this
family’s tax bill is $67. Although the dollar amount of tax paid by the lower-
income family is less than that of the higher-income one, the burden (tax as
a percent of income) is clearly regressive—it is about twice as much for the

~ $7,000 family.

Now assume that a special sales tax credit of $45/dependent were granted
as part of the income tax, and tﬂat this credit was available only to those
earning $25,000 or less. The $7,0d0 income family qualifies and, in effect is
refunded the taxes it paid on the hrst $750.00 ($45 divided by 6%) of food
consumed by each dependent. Itl’ this is a three-member family, the first )
$2,250 of groceries becomes sales tax free.

Who pays for this refund? Th:e people above $25,000 (in this example)
who fail to qualify for the credit. However, note that the Minnesota treasury
also gains. Here, for example, rather than losing $303 in taxes from both
families through over-the-counter exemption for all food, the state’s tax loss
is limited to $135 ($45 multiplied by three dependents).

In its policy deliberations, the commission examined several options for
combining a broader sales tax with a variable vanishing credit (the tax relief
amount declines as income increases). One of these options, extending the
base to food for home consumption in conjunction with a liberal tax credit
(388.7 million) is presented in Tabie 3. As the table illustrates, the credit is a
highly flexible policy instrumen{. Depending on the size of the credit
amount, it is possible to reduce the net tax burden for the lowest-income
groups.
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The credit vs. exemption choice has other features requiring brief
comment. First, the credit is also supérior to the commodity exemption
approach on horizontal equity ground[s. Even though families may have
equal incomes, their consumption pétterns (preferences) will vary by
characteristics such as family size, age, 1Jace, housing, tenure, and urban vs.
rural residence. ;

The credit approach also tends to be|superior to the current Minnesota
over-the-counter method on the grounds|of taxpayer compliance. Unlike the
credit, the exemption creates more paperwork for retailers, since separate
records are required for taxable vs. rxempt sales. For example, if a
supermarket sells chicken roasted on a rotisserie on the premises, the sale is
taxable. However, baked products preparl\ed and sold by the supermarket are
exempt on the basis that they are for home consumption. One eats the
chicken in the store’s parking lot and takes the doughnuts and milk home?

The major advantage the exemption has over the credit has to do with
taxpayer ease. The over-the-counter exemption requires practically no
consumer effort—the tax relief is given at the checkout counter. The credit,
however, requires the consumer either to fxll out an income tax form or make
a special disclosure of annual family income. One possible result of these
added procedures is that some of the pe&ple in the very low income groups
for whom this relief is primarily in'tendeh would be lost in the process.

TABLE
Expand Sales Tax te Food at 6% and
Provide a $88.7 Million Variable §a.les Tax Credit, FY 1985

__ Food Tax Only
Food Tax Credit Net Added Effective Effective

Minnesota Gross Paid Per Per Tax (+) Rate before  Rate after
Income Class Dependent  Dependent o Rebate (-) Credit Credit
Less than $3,000 $29 $45 $-16 3.4%
3,000 — 3,999 38 45 -7 1.5
4,000 — 4,999 40 45 -5 1.3
5,000 — 5,999 42 40 2 1.2 <.1%
6,000 — 6,999 40 40 0 1.0 0
7,000 — 7,999 53 40 13 1,3 3
8,000 — 9,999 55 40 15 1.1 2
10,000 — 11,999 57 40 17 1.0 3
12,000 — 14,999 51 40 11 .8 %,
15,000 — 19,999 50 30 10 7 3
20,000 — 24,999 44 30 14 .6 2
25,000 and above 49 0 49 S 3

Exhibit ($ millions) :
Additional Sales Tax Revenue at 6% $259
Additional Sales Tax Revenue at 5% 216

Cost of Credit $5

o

Source: Minnesota Tax Study Commission




160 FINDINGS AND RECOMMENDATIONS
EFFICIENCY

Rate differentials at Minnesota’si borders. Loss of sales along the border
of the state can be the result of its i'}eighbors applying a lower statutory sales
tax rate. For high price items, purchasers may buy in the lower tax rate area,
even though they incur travel costs to do so. Vendors in higher tax rate
jurisdictions must face reduced cus;komer traffic, or they must reduce pretax
prices, provide greater service, or make other accommodations to
compensate for the tax disadvantage.- s 3

The border circumstances in Minnesota are complicated because the
taxation of business purchases artil the narrow consumer portion of the
Minnesota tax means that, along a given border, some Minnesota merchants
will be selling at a competitive advantage, while: others will be at a
disadvantage; and, the state has international as well as state boundaries.
Furthermore, an inadequate amount of data hinders estimation of the
border effect: the high Minnesota| rate, compared to its neighbors, began
after the most recent (1977) census|of retail trade, so its distortion does not
appear in that data. .

In order to provide some answers to the border loss problem, the
commission compared sales activities in Minnesota’s border counties with
similar activities in interior counties.! Despite the complexities of the
analysis, the commission found that the higher Minnesota sales tax rate (5%
in 1982, compared with 3% in Iowa and South Dakota and 4% elsewhere)
did reduce sales levels. Apparel store sales, a category generally exempt in
Minnesota but taxed in surrounding states, were higher on the borders,
possibly the result of purchases by Eut-of—state customers. In total, the high
statutory tax rate appeared somewﬁat to discourage retail activity along the
state’s border.

Retail services to business. The imposition of the 6% sales tax on
business services has several speci‘al merits: it looks like a good revenue
producer (Table 2); however one should be warned that these numbers
assume that the size of the tax base will not change (decrease) once the tax is
imposed. Also, it can be justified on both grounds of vertical equity
(probably progressive) and, certairﬁy, according to horizontal equity.

There are, however, some practical problems respecting business services
that cause more concern than other retail sales activities. First, some

problems of tax enforcement and i dministration would be created. Some

service firms (especially the profersional firms with out-of-state offices)
could avoid the tax rather easily by billing from the non-Minnesota offices.
This practice could lead to serious questions about the reliability of the
Table 2 revenue estimates regarding this particular tax base component.
Moreover, taxing services to business would require Minnesota revenue
officials to make cumbersome case-by-case determinations of what part of a
firm’s total receipts were actually attributable to Minnesota sources and thus
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to taxation. When the Washington, D.C., study commission faced the same
issue, the professional firms were quite blunt: if they did not have out-of-
state billing facilities already in place, they would legally establish them.®
Minnesota firms could be expected to ireact in a similar manner.

Second, if Minnesota were to enact such a tax, it would put a 6% wedge
between prices of Minnesota firms -,Bnd non-Minnesotans in the same
business. Clients from out-of-state who buy computer services are likely to
be more footloose in their purchasiﬁg choices than are purchasers of
apparel, food, or personal services. )

The result is that on practical fiscal(lexpediency grounds, the practice of
taxing all business services may be self-defeating. _ o

Capital purchases. The sales and use taxation of purchases of capital
equipment has a major plus: it is a prodigious revenue producer. Moreover,
the tax may in part be shifted to nonregidents in their role of consumers of
Minrnesota-produced products or as fa&tory suppliers to Minnesota firms.

However, the equity and competitiveness characteristics of the tax law as it
now exists must be considered as negatives for tax policy:

First, the incidence is capricious. Depending on the market conditions
under which the taxed firm operates, the tax may either be paid by
shareholders (which would add to the overall Minnesota tax progressivity to
the extent the Minnesotans are shareholders) or, the more likely case, by the
final consumer (in which case the nonexported portion has a regressive
effect for Minnesota). Moreover, because the tax is levied prior to the retail
stage, tax pyramiding results for nonvehically integrated operations.

Second, when one considers the high statutory rate and the fact that most
states substantially exempt purchases of capital equipment from the sales
tax, Minnesota runs the great risk of pchtviding a disincentive to employment
growth. And, given Minnesota’s high statutory rate on capital purchases, the
problem is of genuine concern. This is s0 because the announced rate of 4%
on equipment ‘“‘purchased for new or expanding industries” can be
misleading. The lower (4%) rate applies only to capital equipment used by
the purchaser or lessee for manufacturing, fabricating, or refining a product
to be sold at retail, and it must be purchased for the establishment of a new
or the physical expansion of an existing facility in the state. Still taxed at the
6% rate is “machinery or equipment purchased or leased to replace
machinery or equipment performing sulbstamia.lly the same function in an

existing facility; repair or replacement | parts or machinery or equipment
used to extract, receive, or store raw materials.”10

Moreover, the law provides that the téx on all equipment and machinery
be initially taxed at 6%. Then, the purchaser is to file a refund claim with
the revenue department for the 2% overpayment. No more than two refund
claims may be filed per year. Given the narrowness of this partial exemption
and the relatively high Minnesota statutory rate, the. disincentive to




162 FINDINGS AND RECOMMENDATIONS

economic growth must be considered. Nevertheless, it does not necessarily
follow that the best tax policy is ¢complete exemption. As is discussed in the
following chapter, there is an optional taxation argument that some sales
taxes should be levied at different rates. For example, if the rate on all
capital were 2%, Minnesota would still generate about $100 million in
revenues and minimize the likelynegative growth effects.

Tax administration and compliance. 1t is difficult to see how the process
of taxing at one rate (6%) and then refunding to a lower rate (4%) with a
limit of two refunds per year serves either the goals of simplicity in tax
administration or tax compliance. Rather, the legislature has placed both
revenue officials and taxpayers |in a game of hide-and-seek. In short,
Minnesota has opted for complexity over simplicity, with little observable
gain.

REVENUE STABILITY

One of the goals of this commission is to promote certainty and
predictability in the Minnesota stElte/local tax system. All the intentions to
provide a well-designed package of public goods and services can be
thwarted if the financing of these public expenditures is so uncertain as to
make their delivery uncertain. Accordingly, state and local governments
must employ a mix of taxes, some of which will exhibit automatic revenue
responsiveness over the business cycle and others that will provide a more
stable or steady source of revenues as economic conditions change. The
state, however, has two major |revenue sources: income (personal and
corporate) and sales. The income taxes tend to be “income elastic” over the
business cycle—i.e., their revenues automatically grow faster (slower) than
the economy in times of economic expansion (recession). This is not an
undesirable characteristic for a tax system, if it is balanced by reliance on
other tax sources that tend to exhibit less income elasticity or stability. In
order to achieve this balance, most states turn to taxes on a stable part of the
economy—consumer expenditures.

This is where the Minnesota system has a problem. Although it utilizes a
sales tax, it is unusual in that it is narrowly based on the public component
of spending, viz, retail sales, and|broadly based on one of the most volatile
parts of the economy, capital purchases. The result is that the Minnesota
treasury automatically tends to 1ook very healthy in periods of growth (its
FY 1985 $1 billion surplus was in part due to this upward revenue elasticity);
but it can be very vulnerable during an economic downturn.

Of course, no tax system can be so finely tuned to hit the cycle just right.
There will always be a need for ad hoc tax adjustments. But if an economy is
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as provide a smooth flow of public
stability are needed.

-Minnesota has at least two ways it can achieve these goals. The first is to

make its sales tax more stable over
accomplished by either broadening the
that tend to be relatively unresponsive

the business cycle. This can be
tax base to those spending activities
or inelastic over time (e.g., clothing

and food for home consumption) and

/or reduce its reliance on the more

volatile elements of the tax base (e.g., purchases of capital equipment).

Regarding the first of these options,| the evidence for Minnesota is what
one would expect on a priori grounds. Data on behavior. of personal
consumption expenditure for various periods between 1975 and 1982
support the view that the stability of| the Minnesota sales tax would be
enhanced if food and/or clothing were added to the base.!!

A second means of enhancing the rqenue stability of the state tax system
would be to adjust the intensity to which Minnesota relies on its income
taxes vs. a broadened retail sales tax. Although there is no scientific evidence
on the quantitative nature of how [the overall responsiveness of the
Minnesota fiscal system would change if the state traded some income tax
revenues for sales tax revenues, the a priori conclusion is rather clear: at least
some move toward consumption taxés ‘and away from income taxes is
merited.

TAX ADMINISTRATION AND COMPLIANCE

|

Some aspects of sales tax administ

ration have already been discussed

above. As a general rule, the expansion of the sales tax base ranks high on

administrative considerations since

the administrative problems of

determining what is and is not an exempt item would be reduced. One
example regarding food has already been mentioned. There are many more
possible. Similarly, taxing all new clotﬂ‘ling would eliminate “linedrawing”
problems that now exist (e.g., taxable asbestos vs. nontaxable apparel
clothing; exempt bathing suits vs. taxai)]e athletic recreation suits).

Finally, a comment on the idea of a lower (e.g., 2%) rate on business
inputs is appropriate here. The use ofT differential rates can lead to very
cumbersome problems for revenue officials and taxpayers alike. The
“optimal tax” argument is theoretically attractive, but if multiple rates are
introduced into the sales tax as routinely as they have been in the Minnesota
(classified) property tax, the system ﬁmay become too complicated to
understand and too unwieldy to administer fairly. The lower 4% rate on
farm machinery sales already creates special administrative and compliance
problems since it requires that the retailer make special computation
adjustments on the sales and use tax réturn.
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RECOMMENDATION

BROADENING OF THE GENERAL SLLES AND USE TAX BASE

The commission has found that due|to the narrowness of its base, the
sales tax results in an unstable source of revenue for the state, and it can
contribute to budget uncertainty during times of economic fluctuation. The
narrow base also can pay widely different sales tax bills (and thus bear
widely different shares of the state tax bllirden) by making different personal
consumption decisions. lj ‘

In order to mitigate these problems, the commission recommends that the
sales tax base be extended to include new clothing and personal services. The
stability, certainty, and equity of the sales tax are greatly enhanced by this
change. And, the distribution of the sales tax burden is no more regressive
under this broader base than the distribution under Minnesota’s current
narrow base.

While the commission recognizes that the stability and equity goals could
largely be achieved if, as a result of this base broadening, the sales tax rate
were lowered to an equal yield amount,| it nevertheless concludes that the
present rate of 6% should be maintained. New revenues can be used to
reduce the burdens of other Minnesota taxes, which unlike the sales tax, are
utilized much more heavily in this state than in the other states with which
Minnesota must compete for jobs. A heavier reliance on the sales tax
combined with reduced pressures on these other taxes will result in a tax mix
in Minnesota that more closely approximates the tax mix of the average
state.

ENDNOTES

1. States that levy a sales tax also levy a use tax. The use tax applies at the same
rate as the sales tax when one purchases a taxable item for storage of use or
consumption in Minnesota without paying the sales tax. The use tax includes in its
base (a) items purchased outside Minnesota, (b) items initially purchased exempt for
resale but then taken out out of inventory for business or personal use; (c) purchased
exempt for use in agricultural or industrial production but then put to taxable use;
and (d) sales-taxable items purchased from a Minnesota seller who does not collect
the sales tax. Special sellers and consumer’§ use-tax forms are provided by the
revenue department. The problem with a use : ax is in its enforcement. Although 'a
revenue department can with relative ease seaEch out buyers of large items such as
boats and airplanes, auditing for less expensive items is so costly it is rarely pursued.
In order to make this problem less severe Congress must enact legislation that
requires vendors to collect use tax for states|in which they have more than some
minimum amount in annual sales.
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2. Daniel R. Feenberg and Harvey S. Rosen, ‘‘State Personal Income and Sales
Taxes: 1977-1983,”’ a paper presentea to the National Bureau of Economic Research
Project on State and Local Finance, Cambridge, Massachusetts, June 1984.

3. For state-by-state detail, see John L. Mikesell; ‘“‘Retail Sales and Use
Taxation in Minnesota,’’ Staff Papérs, vol. 2 of the Final Report of the Minnesota
Tax Study Commission, ed. Rober¥ D. Ebel and Therese J. McGuire (St. Paul:
Butterworth Legal Publishers, 1985)‘.

4. Minnesota taxes the value of producing, fabricating and processing—i.e.,
““fabrication labor.”” Examples of fabrication labor of products used for final
consumption include furniture upholstery making, matting and/or framing of art,
taxidermy, engraving, custom sawihg, cutting or milling charges by a sawmill,
woodworking shop or lumber yard, |reproducing copies of typed or printed matter
on paper stock (and collating and |assembly), pipe cutting and drilling holes in
bowling balls. Minnesota Statutes section 297A.01, subdivision 3(b).

5. U.S. Advisory Commission on Intergovernmental Relations (ACIR),
Significant Features of Fiscal Federalism (1982-83 ed.), Table 46, Washington,
D.C., 1984. .

6. These reductions in income tax revenues involve moving from a calendar year
to the next fiscal year. For example, the sales tax that is paid on CY 1985 is taken as
a deduction on personal income taxes filed and collected in FY 1985.

7. Michael Lawson, Tax Burdeﬂs Jor Families Residing in the Largest City in
Each State, 1982, ACIR Workiné Paper, (Washington D.C.: U.S. Advisory
Commission on Intergovernmental lleelations, 1984).

8. Mikesell, “‘Retail Sales and Use Taxation.”

9. Michael E. Bell and Robert| D. Ebel, Financing An Urban Government
(Washington, D.C.: The District of [Columbia Government 1978), Chapter 12.

10. Minnesota Department of Revenue, Sales and Use Tax Changes, June 1,
1984. ‘

11. From 1975 to 1978 the rate of increase in the Minnesota sales tax base declines
while spending for clothing and food nearly doubles. From 1979 to 1980, the sales
tax grew by 2%, while food plus ciothing grew five times faster. In the 1981-82
period, the current sales tax base declined by 4%, yet food and clothing expenditures
increased by 4%. Data provided by William A. Blazar, from National Income and
Product Account data. (November 1984).
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Selective Sales Taxes

In addition to employing a general sales and use tax, state/local
governments employ a range of sllnecial narrowly-based taxes on
consumption. In Minnesota the list includes the motor vehicle excise tax,
motor fuels tax, alcoholic beverage tax, cigarette and tobacco taxes, and
mortgage transfer and deed taxes. These taxes along with motor vehicle
license (registration) fees, road tolls, transient accommodations taxes, and
(borrowing an idea from neighboring South Dakota) taxes on the sale of
controlled substances are the subject ofj:lchis chapter.

These taxes can be treated as selective sales taxes. The first step in
analyzing them is to lay out the rationale|for such levies and then to evaluate
them against the normative criteria for judging the performance of state/
local taxes. Accordingly, this chapter beg‘ns with a summary of the statutory
provisions of the taxes, including data ?n their revenue performance over
time and Minnesota vs. U.S. comparisons. Following this descriptive
section, the chapter takes a look at the rationale for selective sales taxation
and then proceeds to a tax-by-tax analysis.

DESCRIPTION OF THE MINNESOTA SYSTEM

STATUTORY PROVISIONS

A summary of the statutory features of Minnesota’s major selective sales
(including motor vehicle license or regisération tax) is presented in Table 1.
The first of these taxes, the motor veh[icle excise tax, is applied when a
vehicle is first required to be registered to operate on Minnesota streets and
highways. Although the tax is statutorily different from the general sales tax
(since it is levied regardless of the age or of evidence of an actual arms-
length sale), it is essentially in lieu of the retail sales tax.! The remaining
taxes are, however, properly classified\as selective sales levies and are
examined as such. The first two of these (motor fuel and vehicle license) are
considered together in one class (highway user taxes) as are the two real
estate levies (mortgage registry and deedltransfer taxes).

Revenue yields for each of these levies are provided in Table 2. Taken
together they account for approximately|18% of total Minnesota state and
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TABLE 1
Minnesota Excise and Licenses Taxes:
Rates, Bas‘Es, and Disposition, 1984

Tax

Base ‘

Rates

Disposition

Motor vehicle excise
tax

Motor fuels tax

Motor vehicle license
tax (registration)

Alcoholic beverage
tax :

Cigarette tax

Tobacco products
tax

Mortgage registry
tax

Deed transfer tax

Lodging tax (may be
imposed by any city)

Selling price J)f any
vehicle required to
register in Minnesota

Gallons used in high-
way vehicles and air-
craft

For cars and pickup
trucks; base value of
vehicle adjusted for
age. For trucks and
buses: gross vehicle
weight

Alcoholic bevlrages
manufactured or re-
ceived for salle in
Minnesota

Cigarettes and |little
cigars sold in Minne-
sola

Tobacco products
other than cigarettes

Principal amount of
debt secured by
mortgage of any real
property in Minne-
sota

real
in-
ting

Any transfer o
estate by deed
strument, OF WT,

Sales of transient
lodging accommioda-
tions

6 %

Gasoline and special
fuels: $.17 per gallon
for highway, $.05
per gallon for avaia-
tion. Gasohol: $.15
per gallon

For cars and pickup
trucks: $10 plus 1.25
percent of base value
but not less than $25
after 1-1-85. For
trucks and buses:
statutory schedule
with tax varying by
weight, age, and use

$.04 to $1.16 per li-
ter for wine and dis-
tilled spirits; $2.00-
$4.00 per barrel for
beer. Also, tax of
21/2% of retail sales
price of ligquor and
beer with more than
3.2% alcohol

$.18 per pack of 20

20% of wholesale
price

$.15 per $100 of
principal

$2.20 plus $1.10 for
each $500 of consi-
dertion in excess of
$1,000

Up 1o 3%

To be transferred
from the general
fund to special funds

Highway fuels:
99.25% to Highway
User Tax Distribu-
tion Fund; .75% to
Dept. of Natural Re-
sources. Aviation fu-
els: State Airports
Fund :

Highway User Tax
Distribution Fund

State general fund

State general fund:
89%; Natural re-
sources: 5'/2%; Nat-
ural Resources Ac-
celeration Account:
55/2%

State general fund

State general fund:
95%; Counties gen-
eral funds: 5%

State general fund

95% must be used to
promote tourism

Source: Minnesota Department of Revegue.
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local taxes. Although direct percentage comparisons with U.S. total must be
made with caution due to the varying classifications of these taxes by the
U.S. Census Bureau, Minnesota is about at the average of all states in terms
of percentage reliance, though above the U.S. tax effort (chapter 4) in this
category. :

The relative importance of excise andl license taxes declined significantly
over the twenty-five years from 1957 to 1982. As shown in Table 3, the four
main categories of selective sales ta‘exes—motor vehicle, motor fuel,
alcoholic beverage, and cigarette and ltobacco products—accounted for
40.5% of tax revenues in 1957, but only i7.0°70 in 1982. Column 6 of Table 3
shows how the 1957-82 growth rates of these taxes compare with the growth
rate of all taxes collected by the state: each grew more slowly than all taxes,
with the tax on alcoholic beverages showing the least growth.

Revenue growth for selective sales tends to be relatively slow because
inflation directly increases the tax bases of and dollar revenues from income,
retail sales, and ad valorem excise taxes. In contrast, ‘'during periods of
inflation, revenues from per-unit taxes ( ‘igarette, motor fuel, and alcoholic
beverages) grow less rapidly than other tax revenues unless tax rates are
increased frequently.2 Although inflation often triggers the legislature to
enact rate increases, there is typically a 1 g between the inflationary impetus
and the tax rate increase, especially when the rate of inflation is rapid and/
or unexpected.

TABLE 2
Revenue from Selected Sales and License Taxes,
Fiscal Years 1981-1984

i FY 1981 FY 1982 FY 19832 FY 1984
Amount % of Amount % of Amount Amount
Taxes $000 total $000 total $000 $000
taxes 5| taxes ’
Motor vehicle excise 87,083 2.56 103,767 2.72 122,597 170,900
Motor fuels 232,871 6.86 %59,351 6.81 263,445 315,000
Motor vehicle licenses 140,845 4.15 52,889 4.01 176,919 187,400
Alcoholic beveragesc 55,803 1.64 55,465 1.46 53,336 54,302
Cigarette and tobacco 88,629 2.61 88,958 2.33 85,435 84,253
Mortgage registration 8,561 .25 10,448 .27 10,721 28.900
Deed transfer 8,514 .25 7,508 .20 8,860 ’

Sources: Data for 1981 and 1982 are from Minnesota Department of Revenue, Research
Office, Minnesota Tax Handbook, August 1982, and addendum, September, 1983. Data for
1983 and 1984 have been provided by personnel at the Minnesota Department of Revenue and
Minnesota Department of Transportation.

aTotal collections for 1983 and 1984 not available|to compute percentage shares.
bEstimated.
CAmounts do not include the 5 percent additional|retail sales tax imposed on on-sale liquor

from May 1, 1982 through June 30, 1983, nor do the‘y include the 21/2 percent retail sales tax on
both on-sale and off-sale liquog that has been levied since July 1, 1983.
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TABLE 3

Changing Importance of Excise and

License Taxes, 1957-1982
fievenue from indicated tax Percentage
as percentage of all state change in
tax revenues revenues
Tax 1957 1960 1970 1980 1982 1957-1982
1) @) 3) ) (%) 6
Motor vehicle
excise and .
license 12.45 12.25 6.40 6.86 6.66 633
Motor fuel 17.64 16.62 12.11 5.91 6.64 415
Alcoholic _
beverages 5.67 4.58 3.38 1.66 ‘ 1.43 246
Cigarettes and -
tobacco products ) 4.71 6.22 4.90 2.64 2.30 569
All four
tax groups 40.47 39.66 26.79 17.05 17.04 476
All state taxes 100.0 100.0 100.0 100.0 -100.0 1,271

Source: Tax data are from Office of th
Finances in Minnesota: A Review of

e Legislative Auditor: State and Local Government
Trends in Revenues and Expenditures, 1957-1982,

November 1983. GNP deflator is from U.S. Department of Commerce, Bureau of Economic

Analysis.

21982 revenue/4.22 (1957 revenue), wher
and local purchases with 1957 value = 1

e 422 is the 1982 value of the GNP deflator for state
00.

INTERSTATE COMPARISONS

All states levy taxes on gasoline, cigarettes, and alcohol. Table 4 shows
that Minnesota’s rates on these ﬂroducts exceed those levied in most states.

They exceed the median rates, an

ld with one exception of the cigarette tax in

Wisconsin, they also exceed the rates of surrounding states (Illinois, Iowa,
North Dakota, South Dakota, aJ}d Wisconsin). Although Minnesota’s per-
unit gasoline (motor fuel) tax is}among the highest in the nation, it is not
greatly out of line since one-half of the states levy a tax of 13 cents per
gallon or more. Moreover, unlilée eleven other states, Minnesota does not

levy additional sales or gross rec
Minnesota and most other s

liquified petroleum gas (LPG), a

states, Minnesota taxes diesel an
the same rate as gasoline (17 ce

lower rate (2 cents per gallon Io

gallon lower from July 1, 1985, t

current practice in the taxation o

eipts taxes on motor fuels.

tates also tax other motor fuels: diesel,
nd gasohol. And, like a majority of other
d LPG (when used in highway vehicles) at
nts per gallon), while taxing gasohol at a
wer until June 30, 1985, and 4 cents per
rough June 30, 1992). Table 5 summarizes
f these fuels.
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TABLE 4
State and Federal Excise Tax Rates,
January 1,/ 1984
Gasolimi Cigarettes Distilled spirits.
(cents (cents (dollars

per gallon) per pack) per gallon)
Minnesota - 17 18 4.39
Iilinois 122 12 2.00
Iowa 13 18 b
North Dakota 13 18 4.05
South Dakota 13 15 3.80
Wisconsin 16 25 3.25
Federal® 9 16 10.50
Median rate, all states 13 15 2.75
Highest rate, all states 18 26 6.50
Lowest rate, all states 5 2 1.50
Number of states using tax 51| 51 33

Source: Federation of Tax Administrators, 7Tax ‘Administrators News, January, 1984 and
Advisory Commission on Intergovernmental ﬁelations, Significant Features of Fiscal
Federation, 1982-83, Washington, D.C., 1984.

awill increase to 13 in July 1985.

bstate monopoly on retail sales, 66 percent markup on sales of spirits.

CRecent legislation increased the federal tax on dies%:l fuel used by trucks from 9 to 15 cents per

gallon, while reducing the federal highway-use taxes on heavy trucks. Cigarette taxes will
decrease as previously scheduled to 8 cents per pack on September 30, 1985; distilled spirit
taxes will increase on that date to $12.50 per gall

CONCEPTUAL FRAMEWORK

RATIONALE

There are four jurisdictions that are generally offered to support selective
sales taxes: ]

e Beneficiary Charge. If the use of a &»roduct can be easily and directly
associated with the receipt or. use of government services, this tax on the
product or service can serve as a type of beneficiary or user charge. Taxes
on motor vehicles and motor fuels, which are earmarked for highway use,
are often viewed in this manner. An interesting implication of this
benefits-received view is that selectiv% sales and license taxes can be
designed to achieve simultaneously the two goals of efficiency and equity
in taxation, two goals often in conflict with one another with respect to
other forms of taxation.

e Full Accounting for Social Costs. If the private market system operates
in a manner that causes the price one pays for a commodity to fail to take
into account all the costs associated with its use, an inefficient allocation
of resources results. In order to correbt for (or at least minimize) this
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inefficiency, taxes can be added to the market price in order to force
buyers to take into account the full social costs of their private decision to
use the product and/or reduccjthe use of that product. The classic case for
such special sales taxes are those levied on pollution activities. Also, taxes
on alcohol and tobacco produ-l:ts are sometimes rationalized that their use
generates costs for members o&' society other than the users. For example,
alcohol use can lead to autoxﬁobile accidents that damage persons other
than the users. Similarly, the costs of treating heart attacks, emphysema,
and lung cancer caused by srﬁoking are borne in. part by nonsmokers as
they pay taxes to support pri&ate and public health care. Note, however,
that it does not follow that| the revenues from such taxes should be
earmarked to pay for the damage (e.g., through specific health programs
or campaigns) caused by this failure of the market to account fully for all
costs of consumption or production of a product.

Sumptuary. Some taxes are imposed to discourage fully the use or
consumption of a particulalj commeodity. Such “sumptuary” taxation
intentionally interferes with consumer choice on the ground that
consumption of the taxed coxﬁmodity is socially undesirable for moral or
other reasons. This justifir.]*ation is frequently used to justify the
introduction of tax policy as bne tool in the control of drug trafficking.
Minimizing Interference with Consumer Decisions. As is indicated from
the above discussion, the usif:of special consumption-based taxes places
an added emphasis on the distortion of economic decisions. In some
cases, such as for the full acck)unting for social costs and the sumptuary
rationales discussed above, ll.hese distortions or interferences with the
market system are considered |desirable. Usually, however, it is the goal of

TABLE 5
Differential Taxation of Motor Fuels,
January 1, 1984

Number of states in which the fuel is:2

taxed at taxed at taxed ai not
same rate as lower rate than  higher rate than taxed®
Fuel gasoline gasoline gasoline
Diesel 38 (MN) [t} 12 1
LPG 36 (MN) 8 0 7
Gasohol 23 23 (MN) 0, S

Source: Federation of Tax Administrators, Tax Administrators News, January, 1984.

2Includes District of Columbia.

beoming levies a fee of 1.1. mills pe
LPG.

r ton-mile in lieu of a gallonage tax on diesel fuel and
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tax policy to raise revenues while at the same time minimize interference
with the private (e.g., consumer) decisions. Economists have investigated
the properties of ‘a tax system-designed to achieve this goal. The
conclusion of the optional taxation| literature most relevant to this
discussion is that the tax goal of minimizing unintended interferences with
consumer decisions of a tax is achieved by taxing most heavily those
goods having demands that are relatively insensitive to small changes in
price—i.e., those goods with the most |“price-inelastic” demands. To put
it another way, certain narrowly-based sales taxes are targeted to “pluck
the feathers of the chicken that squawks the least.”

WHO PAYS? IMPACT VS. INCIDENCE

In describing how the burden of a tax is distributed, it is important to
distinguish between tax impact (the initial distribution of tax liabilities) and
tax incidence (the distribution that prevails after all adjustments to the tax
have been made). The process that generates a difference between impact
and incidence is called tax shifting.

The impact of selective sales taxes is in/most instances on sellers, but it is
widely agreed that these taxes are shifted| to buyers. When buyers. are final
consumers, there is no further shifting and the taxes are distributed among
households (consumers) in proportion to their expenditures on the taxed
products. When buyers are businesses (for example, fuel purchased by
trucking companies), the taxes add to th  businesses’ costs and are likely to
be shifted to the consumers of the products that the businesses are
producing or distributing. The degree to which these taxes can be fully
shifted to consumers is a function of theLselIer’s specific market situation.
Here, the primary determinant is the number of other sellers who are also in
the market and who are offering a close substitute product. The less the
availability of these substitute commodities, the more easily the seller can
pass on the tax. For example, gasoline retailers near the Minnesota border
may not be able to shift fully the gasoline tax if the retailers across the
border are subject to a lower tax, in which case Minnesota’s border gasoline
retailers may face a highly price-elastic demand. Allowance is made for this
possibility in the current law. The tax rate on gasoline sold by retailers within
seven and one-half miles of the border is set so that it cannot be more than 3
cents per gallon above the rate levied in [the neighboring state. By similar
reasoning, the incidence of motor vehicle license taxes is on households.
License taxes on vehicles owned and used by households cannot be shifted,
while license taxes on vehicles used by transport operators add to their costs
and are therefore likely shifted in part to consumers of transported products.

In short, the incidence of selective salés taxes is largely on households,
even though these taxes are collected frohl and initially paid by sellers of
cigarettes, alcoholic beverages, motor fuels, vehicles, and transportation
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services. And, the burden of these taxes is generally regressive. As noted
above, households bear these talxes in proportion to their expenditures on
the taxed products, and in the|case of the commodities discussed here,

spending as a percentage of ing
Figure 1 graphically depicts this
consumers in the north central
products. With spending as a pe
income on the horizontal, the

regressive pattern of these expent

items will tend to be distributed

the tax regressivity for motor fu

with incomes below $16,000 per
proportionality) after that. In cc
for tobacco products and alcohg

HIGH

THE PRESENT STRUCTURE

Most highway administrato

ome increases as income itself decreases.
nverse expenditure-income relationship for
states for gasoline, alcohol, and tobacco
rcentage of income on the vertical axis and
downward slope of the figures shows the
ditures. Thus, it follows that a tax'on these
in a similar pattern. The figure shows that
el taxes is likely to be greatest for persons
year and then level off (but not quite to

»ntrast, the graph flattens out much faster
lic beverages.

WAY TAXES

rs and user groups agree that some

adjustments will have to be made in the next few years to increase the
amount of revenues generated frErn highway taxes (primarily gasoline taxes
and motor vehicle licenses) in Jorder to pay for rising costs of roadway
maintenance. The primary reaso}x for these adjustments stems from the fact
that as big trucks get bigger anﬁ heavier, road damage increases. Clearly,
someone will have to pay if roads are to be maintained. Accordingly, this
next discussion looks at the igsue of Minnesota’s method of highway
financing. It begins with an evaluation of the present structure and then

proceeds to examine a major refg
being considered at the federal |
discussion of several less sweepil

With the exception of the moto

on motor vehicles and motor
transportation purposes. Furthe
excise taxes will be fully transfers
to the highway user tax distribu

fund (25%). Thus, Minnesota’s t

rm, which is now used in eight states and is
evel, a weight-distance tax. Following is a -
ng alternatives available to Minnesota.

r vehicle excise tax, all of Minnesota’s taxes
fuels are earmarked (or dedicated) for
zrmore, under present law, motor vehicle
red by FY 1992 from the state general fund
tion fund (75%) and the transit assistance
axes on motor vehicles and motor fuels are

appropriately regarded and evaluated as user taxes, applying primarily to the
operation of highway vehicles irJ Minnesota.

In evaluating Minnesota’s m

questions are central:

® Are the ‘taxes distributed eq
classes? .

otor fuel and motor vehicle taxes, two

uitably among and within highway user
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FIGURE| 1
Expenditure-Income Ratios for Motor Fuel
Alcohol and Tobaccg Expenditures
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Source: U.S. Department of Labor, Bureau of Labor Statistics, Consumer Expend
Survey: Diary Survey, 1980-81, Table 9, p. 40. Data are for urban consumer units, North
Central region.

¢ Is the distribution of taxes among various classes such as to encourage
efficient development and use of the sﬂate’s transportation system?

Equity in highway-user taxation is framed in terms of the “benefits
received” criteria. This requires that taxes be distributed according to cost
generated—relatively high tax burdens on [users that generate relatively high
costs and conversely. Thus, fairness {is assessed by comparing the
distribution of taxes among users with the distribution of user generated
costs. 5

Efficiency also requires that highway users pay taxes that correspond to
the costs that they generate. That is, high\{vay taxes should accurately signal
costs to users. When they do, individugls and businesses will use and
demand provision of highways only wherj they are efficient (cost-effective)
modes of transport. Thus, when taxes understate costs, inefficiently large
highway systems will be demanded; conversely when taxes overstate costs,
too little investment will be made in roadways.

Estimating Costs. Having established|these two criteria, the practical
question arises as to how to estimate the costs for highway use. Based on the
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premise that a vehicle generates cost in (a) proportion to the distance it
travels, and (b) increasing as axel weight increases, the U.S. Department of
Transportation has recently (1982) estimated the per-mile costs of various
classes of.vehicles. These “cost responsibility” estimates are provided by
vehicle type in column 1 of Table 6. The data show that on a per-mile basis,
the heavier the load the larger the per-mile cost—i.e., where cost refers to
damages that require road repairs. These cost responsibility numbers show
that automobiles rank lowest at 47 cents per mile while the “big rigs” are
eleven to fifteen times that. In short: heavy vehicles do more damage more
quickly than light ones. A recent report by the U.S. General Accounting
Office considered that the heaviest rig—an 80,000 pound, five-axle truck—
weighs about as much as twenty automobiles but has the same impact on an
interstate highway as 9,600 cars.

At first glance, Minnesota’s highway tax system appears to be a fairly
satisfactory system of taxing highway users according to cost responsibility.
Motor vehicle license tax payments depend on weight and other vehicle
characteristics (age and use), but not distance traveled. The license
(registration) tax for automobiles and pickups are based on value. Farm
vehicles generally pay a lower tax than nonfarm vehicles. Fuel fax payments
depend on miles traveled and miles per gallon. Therefore, with this two-part
system of taxation, which is typical of most states, users of Minnesota
highways do pay taxes that are roughly related to vehicle weight and miles
traveled.

However, the system has serious limitations from both equity and
efficiency perspectives. Since fuel tax rates are the same for all vehicle types,
the per-mile user tax varies among vehicle types and weights only to the
extent that miles per gallon vars‘(. Therefore, fuel tax payments can closely
approximate cost rcsponsibilitiés only if there is a close correspondence
between fuel consumption per mile and costs generated per mile. But such is
not the case. As Table 6 also sh‘ ws, fuel consumption increases as vehicle
weight increases, but costs generated per mile traveled increase more rapidly,
so that fuel tax payments declin% as a proportion of cost responsibility (see
column 3). The result is that when between-class comparisons are made,
lighter vehicles pay a larger share of their cost than heavier vehicles. And
within classes the lighter members of the class overpay relative to the heavier
members. In économic jargon, there are cross-subsidies occurring.

This aspect of fuel taxation (Lnderpayment by relatively heavy vehicles
and overpayment by relatively light vehicles) is clearly inequitable, if cost
responsibility is the accepted basis for assessing equity. Furthermore, it
provides inefficient signals to highway users, leading to overuse by heavier
vehicles and an excessive demand (expressed through the political process)
for highways that will handle the heavier vehicles.

Minnesota’s license tax rates, shown in Table 7, increase with vehicle
weight. This tax therefore helps to correct the between-class equity problem
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TABLE 6
Estimated Cost Responsibilfty, Fuel Consumption,
and Tax Payments, Ebr Vehicle Class?

Cost Fuel Fuel tax payments
responsibility consumption as proportion of
Vehicle class (cents/mile) (miles/gallon)  cost responsibility
Automobiles and Motorcycles 47 18.0 1.06
Pickups and Vans .56 13.6 - L32
Single-Unit Trucks
less than 26,000 pounds 1.09 7.7 1.07
Single-Unit Trucks .
26,000 pounds and above 2.64 6.3 A5
Combination Trucks
less than 50,000 pounds 3.36 5.6 .48
Combination Trucks
50,000 to 70,000 pounds 4.07 5.5 .40
Combination Trucks
70,000 to 75,000 pounds 5.49 5.3 31
Combination Trucks -
75,000 and above 7.29 5.3 .23

Source: U.S. Department of Transportation, Altelmatives to Tax on Use of Heavy Trucks,
Report to Congress, January, 1984. Cost responsiﬁility is from Table I11-3; fuel consumption
is derived from column 1 of Table III-4.

2Estimates of cost responsibility are for federal higk‘xway program of $12.8 billion in fiscal year
1985. For each vehicle class, average operating characteristics are assumed. -

b Assumes federal fuel tax rate of 9 cents per gallon.

discussed above. Indeed, between-class inequity could in principle be
eliminated by setting license tax rates so|that each vehicle class taken as a
whole pays fuel plus license taxes equal to its cost responsibility. But within-
class inequities would remain because vehicles that travel fewer miles than
the class average would pay taxes in excess of the costs they generate while
vehicles that travel more than the average would underpay; high-mileage
users would be subsidized by low-mileage users.

More important, because it is stated as a fixed fee, the license tax does not
change the additional (marginal) tax costs of highway use, which are
determined by the fuel tax rate and ﬁliles per gallon. Consequently,
imposing a license tax based on vehicle \eight and type does not solve the
efficiency problem that arises when the per-mile fuel tax does not accurately-
reflect the highway costs generated by an additional mile of travel. That is, a
license tax does not reduce the incentive for inefficient overuse of the
highway system by relatively heavy vehicles.

Revenue adequacy. Table 8 shows |that from 1970 through 1982
Minnesota highway user tax revenues did not increase as rapidly as the
operation and maintenance cost index |published by the U.S. Federal
Highway Administration. Stated differently, these revenues fell 21% in real
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terms or purchasing power. The|state’s ability to finance maintenance and/
or expansion of its highway system from user taxes clearly diminished over
this period, and in this sense révenues were inadequate. Whether revenues
have been inadequate in a broader and more absolute sense must be based
on judgments about the amount that Minnesota should be spending on
highways and how that spendin& should be financed.

One consequence of the relaﬁively slow growth of user tax revenues has
been increased reliance on other revenue sources, primarily appropriations
from general funds; this pattexJn of change is common to Minnesota, its
neighbors, and the U.S. as a whl)le. Also, revenues appear to be insufficient
to fund construction and reconétmction needs to be identified and defined
by the Minnesota Department of Transportation.?

Revenues grew more slowly than costs primarily because motor fuel tax
rates did not increase in line withl costs. Tax rates increased only 86% while
costs increased 178%. Thus, thy apparent inadequacy of the system could
have been remedied by ad hoc t;x rate increases. Of course, such increases
require legislative action and, therefore, are typically imposed only with a
lag. This lag is well illustrated by the fact that the 143% increase in the fuel -

TABLE 7 ’
Minnesota License Tax Base Rate Schedule’
Total gross weight in pounds Base rate

0- 1,500 $ 15
1,501- 3,000 20
3,001- 4,500 ) 25
4,501- 6,000 35
6,001- 9,000 45
9,001-12,000 70
12,001-15,000 105
15,001-18,000 145
18,001-21,000 ‘ 190
21,001-17,000 270
27,001-33,000 } 360
33,001-39,000 470
39,001-45,000 590
45,001-51,000 710
51,001-57,000 860
57,001-63,000 © 1,010
63,001-69,000 1,180
69,001-73,280 1,320
73,281-78,000 1,520
78,001-81,000 . 1,620

plus $50 for each ten or fraction thereof
in excess of 81,000 pounds.

The license tax for each category and age of truck is calculated as a fraction of this base rate as
specified in Minnesota Statutes, Section 168. Only two other states, Oklahoma and North
Dakota, consider age in setting license taxes.
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tax rate from 1970 to 1984 was not sufficient to offset the 178% cost increase
that occurred over the shorter 1970-82 period. That is, the fuel tax rate has
increased more slowly than the cost index, even when allowance is made for
the recent sharp increase in the rate (from 13 cents in 1982 to 17 cents in
1984). J

Over the next decade, revenue adequacy will be enhanced by the
deduction of motor vehicle excise tax| revenues to the highway user tax
distribution fund. But conditions that characterized the past decade—rising
maintenance and operation costs and relatively static fuel consumption—
seem likely to persist. Indeed, from 1984 through FY 1990, fuel tax
revenues are forecast to decrease slightly, given current tax rates. A slight
increase in other traditional user tax révenues is forecast, but the rate of
increase is likely to fall short of the rate jof inflation. Thus, future increases
in fuel and license tax rates seem likely. Barring such increases or the
implementation of a weight-distance tax, an increasing fraction of revenues
will be obtained from taxes that are notl closely related to highway use.

TABLE\ 8
Increases in Highway Costﬁ,'Uscr Tax Revenues,
and Tax Rates, 1970-1984

Percentage increase:

Item? 1970-1982 1970-1984°
Index of federal highway mainteénance

and operation costs 178 n.a.
Fuel tax rate, Minnesota 86 143
Fuel tax rate, federal 0 125
Minnesota highway user tax b

collections? 120 169
Gasoline, taxable gallons, Minnesota 1 5

Sources: Index of high\;«lay costs from Federal Highway Administration, Highway Statistics,
1982. User tax collections and gasoline gallons from Minnesota Department of Revenue
publications and personnel.

2Motor fuel and motor vehicle license tax revenues.
bData for 1984 are estimated.

THE WEIGHT-DISTANCE TAX

Equity and efficiency. The equity anclJl efficiency goals of taxation could
both be enhanced if Minnesota replaced its present two-part (motor fuel
plus license tax) system with a weight-distance on trucks. This tax is
basically a mileage tax, with the tax rfte per mile of travel on public
highways an increasing function of gross vehicle weight. Equity and
efficiency would be achieved if the per- \"le tax rate for each vehicle class
were to approximate closely the costs generated when a vehicle of that class
travels a mile on public highways. At present, eight states—Arizona,
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Arkansas, Idaho, Kentucky, New Mexico, New York, Ohio, and Oregon—
have weight-distance taxes. In addition, Wyoming and Colorado have a ton-
mile tax, which is similar.4 o

Table 9 illustrates the difference between the weight-distance tax and the
two-part user tax employed by Minnesota and most other states. The
comparison, which is for an 80,000 pound, gross vehicle weight, five-axle
combination, also illustrates the|equity and efficiency problems of the two-
part Minnesota system. Cost responsibility for this type of vehicle is
estimated at 2.224 cents per mile empty and 17.14 cents per mile fully
loaded. The example is constructed on the assumption that vehicles of this
class are fully loaded for 60% of their miles and empty for the remainder,
giving an average cost responsitf.h’ty of 11 cents per mile.

As column 2 of Table 9 shows,|the weight-distance tax per mile is the same
regardless of miles traveled, and thus the marginal tax levied per mile (the
tax for each additional mile traveled) is equal to the estimated cost
responsibility per mile. Thus, the weight-distance tax is fair in that it charges
each vehicle for the costs that it| generates whether it is a low-mileage or a
high-mileage vehicle, provided that it has the assumed sixty-forty ratio of
fully loaded to empty miles. Vehicles with a higher ratio of loaded to empty
miles underpay, while vehicles with a lower ratio overpay.

From an efficiency perspective, a tax is ideal if it confronts users with a
tax per mile that accurately reflects the additional costs generated by an
additional mile of travel. The weight-distance tax does not fully measure up
to this ideal because it does not|vary with load.’

TABLE 9
Comparison of Welght-Dlsﬁmce and Two Part Tax System, 1982

Tax payments, $/mile?

Thousands of Cost ‘Weight- $1,620/year $4,000/year

miles traveled responsibility distance plus plus
per year $ per mile tax $.17/gallon $.17/gallon

1) (2) ' (3) “4)

10 .11 11 .194 ‘ 432

20 11 11 113 232

40 11 11 .073 132

50 11 11 .065 112

70 11 11 .056 - .090

90 11 11 .050 .077

100 A1 11 .049 .072

Source: Estimates of cost respcmslbxht}L are from Federal Highway Admlmstranon, Final
Report on the Federal Highway Cost Allocation Study, May, 1982.

2Columns 3 and 4 for Minnesota assume vehicle average 5.25 miles per gallon and therefore
pay fuel taxes of $.0324 per mile. The $1,620 is the fee that now applies in Minnesota.
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Column 3 shows the tax per mile for the present two-part Minnesota
system. At present, the 80,000 pound, five-axle vehicle pays a registration fee
of $1,620 per year and a fuel tax of {17 cents per gallon. With this tax
scheme, vehicles that travel less than 20,871 per year overpay (they pay user
charges that average more than 11 cents ﬁ:er mile), while vehicles that travel
more than 20,871 miles underpay.® This ‘Eame conclusion—that the vehicles
in a given class that travel less overpay and therefore subsidize the group that
travels more—would be exacerbated if the Minnesota license fee were to be
increased (see column 4). Thus, the two-ﬁart system is inherently inequitable
in that it always charges low-mileage usérs more per mile of roadway.

Moreover, note that if one ignores the between-class cross-subsidy, the
two-part system in Minnesota is also deficient from an efficiency
perspective, since it imposes a marginal E.x per mile of only'3.24 cents, far
short of the 11 cents per mile cost responsibility.

Tax yield. As the above »discussiori indicates, equity and efficiency
considerations are of primary importan\ﬁ:e in discussions of selective sales
taxation. Having established these two arguments for a weight-distance tax
as a replacement for the present Minnesota system, two other practical
issues arise: first, what is the proper yield or level of the tax, and second, can
such a tax meet the criteria for ease of administration and taxpayer
compliance. 2 :

The issue of level or yield is discussed }irst. Once one accepts the premise
that highway taxes are essentially user fées and that cross-subsidies among
users should not be continued, it follows {hat the annual yield of the weight-
distance tax should be set to cover the|total annual damage costs. This
“correct” level has not been estimated here, in part because it would entail a
major survey to learn the incidence of tﬁe use by type of vehicle on all of
Minnesota’s roadways. Accordingly, for present purposes, it is necessary to
proceed with the discussion of the pros |and cons of this tax vis-a-vis the
several other options, on the assumption that if a switch.to weight-distance
is made, the switch will be made only after an appropriate state agency (e.g.,
the Minnesota Department of Transportation) carries out a thorough study
regarding the highway damage costs associated with various vehicles. If it
turns out that the elimination of the present tax subsidy that now accrues to
the heavier and more traveled vehicleﬁ would cause some unintended
outcomes such as reduced employment,| the state has two choices: either
indefinitely continue some (perhaps the | urrent) amount of subsidy on a
vehicle class basis with the subsidy to be rrfade up out of the general fund, or
provide for a subsidy that gradually vanﬁshes over some transition period
(e.g., two to three years). Regardless of Ehich choice is made, if an equal

yield substitution is made, the result will be increased efficiency and equity
in highway tax policy and enhanced fiscal accountability since the subsidy
will be direct and explicit rather than, as ﬂresently structured, under the veil
of cross-subsidies. : '

~
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From the point of view of smaller and less driven vehicles, the result will
be an elimination of the implicit payments to the heavier vehicles and a
. reduction in relative highway tax burdens.

Administration and compliance. Assuring accurate reporting of miles
traveled on public highways is the key administrative problem and cost in
weight-distance taxation. Reporti[ng methods range from self-assessment, in
which case operators report mileage as recorded by their odometers, to
automated systems that utilize seihled meters. Such meters are now in use by
larger carriers in the U.S., and they have been used for taxing purposes in
other countries. .

Experience in Oregon, which |has employed a weight-distance tax since
1949, attests to the feasibility of administration of the tax and relative ease
of taxpayer compliance. Oregon relies on self-reporting, with the
administrative agency maintaining a separate account for each trucking
firm.

Total administrative costs, which include a share of the overhead costs of
the Oregon Public Utility Commission (the administering agency) as well as
audit and collection costs, are estimated at 5% to 7% of gross receipts.
Compliance appears to be very satisfactory, with collections estimated to be
95% of taxes due. J ,

Moreover, the information that motor carriers must report to comply with
Oregon’s weight-distance tax is typically available from records that they
keep for other purposes. Interstat;e carriers must file periodic reports in most
states (including Minnesota) giving number of miles traveled, in total and in
the specific state, and the galloni of fuel purchased in the state. They must
also supply detailed information on their operations to state and federal
income tax administrators. Thus, the recordkeeping and reporting costs
directly attributable to Oregon’s system appear to be minimal.

One final note, if a weight-distance tax were adopted as a full or partial
replacement for the present two-part system, there are still two reasons to
maintain some license (registration) fee: first, it clearly aids in
administration and regulation;| second some highway costs are fixed
(overhead) costs and thus not affected by additional use (e.g., drainage
systems and right-of-way acquisition).

DIESEL DIFFERENTIAL

A less bold alternative to weight-distance type proposals is a “diesel
differential” levy whereby diesel gasoline is taxed at higher rates than
nondiesel fuel as a way of differentially taxing heavy trucks, the main buyers
of diesel. Twelve states currently tax diesel at a rate higher than gasoline,
with rate differentials ranging from .1 cent to 3 cents per gallon. Among
nearby states, both Iowa and Illinois have diesel differentials of 2.5 cents per
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gallon. Adoption of a diesel differential by Minnesota would have the
following advantages: :

e Revenues would increase by approximately $3 million per penny
increased. Thus, if Minnesota were to meet lowa’s 2.5 cents per gallon,
highway revenues would rise by $7.§ million. Of course, an alternative
would be to use these extra dollars to reduce the motor fuel tax on smaller
vehicles such as automobiles and pici(ups, thereby maintaining an equal
yield of motor fuel revenues. 7

e Equity and Efficiency between vehicle class improvements could occur if
some (or all) the revenues from the diesel differential were used to reduce
license fees on smaller and lighter veﬂicles. However, equity would not be
served if the higher diesel rate were [used to finance a net reduction in
license taxes on heavier vehicles.

* Ease of Administration and Compliance is achieved if the differential is

simply reflected in the pump price. Ill'l contrast, attempts to differentiate

among vehicles at the pump could bé most cumbersome.

The diesel differential also has severJ‘l disadvantages:

e FEquity and Efficiency violations would remain because as vehicle weight
increases, the costs generated by highv‘.vay use rise much more rapidly than
does fuel consumption. For example,’doubling the diesel rate to 34 cents
per gallon would result in a per-mile fuel tax for fully loaded 80,000-
pound vehicles of only 6.5 cents, wellsbelow current estimates of the cost
that such a vehicle generates per mile of travel. Therefore, a diesel
differential would reduce but not eliﬁﬁnate the undertaxation of heavy
vehicles relative to light vehicles.

e Tax Enforcement problems would be aggravated because diesel oil
ostensibly purchased for tax exempt nonhighway uses can be diverted to
use in highway vehicles. A higher talx on highway use of diesel would
increase the incentive for such diversion. Enforcement would be
facilitated—but administration made more difficult—by collecting the tax
on diesel from distributors on all sales| and then having nonhighway users
file for a credit upon application.

Until the late 1970s, states increased tjuel tax rates only through periodic
legislative action. However, in response| to the rapid inflation of the late
1970s and early 1980s, eleven states and the District of Columbia have
enacted (as of January 1984) mechanisms for administratively adjusting fuel
tax rates in response to one or more indexing factors. Three of these states
and eight others levy sales or gross receipts taxes on fuel purchases, in
addition to the gallonage tax. Among neighboring states, Illinois currently
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levies a sales tax as well as a gall
will become effective in Wiscons

NDATIONS

onage tax on fuel purchases, And indexing

in in 1985.

Indexing on the basis of highway costs keeps the real value (purchasing
power) of user contributions for the financing of highway services from
eroding during periods of inflation. It is also desirable on equity and
efficiency grounds because it prevents a decline (such as occurred in 1974-80)
in the real user-tax payment for highway repair. i

If Minnesota had indexed its m
and maintenance costs since 1960
at least 4 cents higher than the cul
additional revenues of about $74
into account that at 21 cents per
an outlier in motor fuel rates (1
some gasoline sales would be rec

otor fuel tax rate on the basis of operation
, the state would have a fuel tax rate that is
rrent 17 cents per gallon, and be generating
4 million for FY 1985. This estimate takes
gallon, Minnesota would be somewhat of
8 cents is now the highest) and thus that
luced.”

A decision to recommend'iﬁdexing should address the question of

“Which index”? Several indexes ¢

index (CPI), retail price of fuel,
Highway Administration operati
of taxable fuels. States utilizing
which tax rates may vary in resp
During periods of rapid inflati
maintenance costs assures that

e available, including the consumer price
wholesale price of fuel, the U.S. Federal
on and maintenance cost index, and sales
indexing typically restrict the range over
onse to index changes.

on, indexing on the basis of operation and

revenues grow as rapidly as costs if fuel
reasing. However, this same result is not as
g based on other factors such as the CPI or
es of fuel. These indexes often move

consumption is either static or inc
likely to be achieved with indexin;
the wholesale and retail price
independently of operation and maintenance costs.

Ohio and Michigan are the only states that at present index on the basis of
operation and maintenance costs; Wisconsin will index on this basis
beginning April, 1985. Ohio and iMichigan also use a second factor, taxable

sales, to which tax rates are inversely related—when taxable sales (gallonage)
falls, the tax rate increases. This two-part indexing mechanism is superior to
other mechanisms if the objectivé is to prevent the purchasing power of fuel
tax revenues from falling duriné periods such as the late 1970s and early

1980s, when highway costs were
prices were curtailing fuel consu

INDEXING LICENSE TAXES

ili‘ncreasing in dollar terms and rising fuel

ption.

Minnesota’s motor vehicle taxes are partially responsive to inflation in

that registration fees for automo
value. That is, revenues from I
increase when the rate of in
proportionately. In contrast, res
which are based on age, weight,

iles and pickup trucks are based on dollar
cense taxes on automobiles and pickups
flation increases, although less than
renues from truck and bus registrations,
and use, are not sensitive to the inflation
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rate. License taxes could, like fuel taxeg, be fully indexed to operation and
maintenance costs or some other meas.hre of inflation, and the arguments
pertaining to indexing fuel taxes would also hold for indexing license taxes.

|

Fourteen states currently dedicate some or all of their motor vehicle sales
and use tax revenue to a road or highwe_{y fund. On July 1, 1984, Minnesota
began dedicating a part of its motor‘ vehicle excise tax revenues to the
highway users tax distribution fund (HUTDF) and the transit assistance
fund; the fraction dedicated will reach ‘a maximum of 75% to the HUTDF
and 25% to the transit fund in FY 1992.

Dedication of motor vehicle excise ‘tax revenues to HUTDF has been
supported as an offset to the failure of traditional user tax revenues to keep
pace with highway costs and funding né ds. However, as shown above, this
failure can in large part be attributed to the fact that the legislature has not
adjusted fuel and license tax rates in response to inflation. Thus, the
dedication of motor vehicle excise tax revenues to the HUTDF is essentially
a decision to substitute general tax revenues for per-unit motor fuel and
license tax revenues.

DEDICATION OF MOTOR VEHICLE EXCISE TAX

Motor vehicle excise taxes are paid
general sense they are user taxes. Howey
vary directly with highway mileage, anc
connected to costs generated by highway
therefore far from an ideal user tax and
the HUTDF can be viewed as the us
highway financing that continues the s

An alternative to dedicating motor

by highway users and in that very
er, the amount of tax paid does not
1 more important, it is only loosely
use. The motor vehicle excise tax is
the transfer of excise tax revenue to
e of general purpose revenue for
bsidy of the big rigs.

vehicle excise tax revenue to the

HUTDF would be to follow the lead of ten other states and include -fuel
purchases in the retail sales tax base ind dedicate the resulting sales tax
revenues to the HUTDF. The advantage of this alternative is that the sales
tax on fuel is more directly related to hfghway use than is the motor vehicle

excise tax.

TOLLS

Another method of financing highwz
Since tolls assess a fee for the use of
mechanism for bringing highway taxes ¢

of the highways. Most highway costs
For instance, pavement damage costs
funding this cost need not distinguish
certain costs may be uniquely assoc
instance, a toll may be appropriate

|

1y costs is the use of highway tolls.
a particular road, they provide a
loser to the costs resulting from use

a;re not specific to a particular road.

e incurred on all roads, and taxes
between different roads. However,
ated with a particular road. For
where a road or bridge requires
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particularly high costs to allow vehicles to reach certain places. Similarly, a
congested urban highway can create costs for users in terms of their time lost
due to the road’s crowded condition. Again, a toll could signal to motorists
the full costs of additional crowc#ing at that time. Such a toll could ensure
that only those who valued the time saved at or above the cost of the toll
would drive on the road then and}iecrease crowding to the appropriate level.

The advantage of tolls suggests an accompanying disadvantage. Tolls are
ill-advised on roads that cannot be uniquely differentiated. For instance, it
would be bad policy to assess é congestion toll on one road that runs
alongside and to and from the same places as another nontolled road.
Traffic would simply be diverted from the toll road to the free road for no
good reason. Similarly a toll on |a road or bridge not requiring expensive
building costs might also divert traffic or lead to under use of the road or
bridge.

Tolls also have the disadvantage of having high administrative costs and
may, to some degree, impair highway safety. Further, states are restricted
from assessing tolls on completed federal interstate highways.

* Because of the particular characteristics of Minnesota’s highway needs,

tolls do not appear appropriate for widespread adoption. Minnesota does
not have any especially dense urﬁan areas that might call for congestion
tolls, nor do there appear to be |any needs for roads or bridges that are
extraordinarily expensive. Nevertheless, the idea should not be rejected
outright. In the right circumstances—where the user and the service received
are clearly identifiable and the rJadway is easily differentiated from other
roadways—tolls provide an equktable and efficient means of at least
partially financing highway costs.|

ALCOHOL AND TOBACCO TAXES

Minnesota’s selective sales taxation of alcohol and cigarette products,
while certainly less complex than hhghway taxation, has a similar feature: the
taxes are levied on a per-unit meti‘nod.8 As Table 1 indicates, cigarettes are
taxed at 18 cents per pack, and alcoholic beverages are taxed on a per-liter
(wine and distilled spirits) and per-barrel (beer) basis. Tobacco products
other than cigarettes are taxed on an ad valorem basis of 20% of wholesale
price. L
The result of this per-unit approach is that the real value of these taxes has
fallen; the burden of the tax on thisale of a pack of cigarettes or a gallon of
liquor or beer is about 60% less than it was in 1972. As shown in Table 3,
these taxes account for a small and shrinking share of state revenue.

EQUITY AND EFFICIENCY

Excise taxes on alcohol and tobacco products are regressive in their
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incidence (Figure 1). Nevertheless, they continue to be used, presumably
because they are seen as serving other purposes. In particular, they may:

e

Reduce the use of the taxed produd
grounds: use is unhealthy for the use
(e.g., automobile accidents caused
financed treatment of health problen
and tobacco).

Force buyers to recognize full costs
whether the full costs discourage use.
Facilitate regulatory activity aimed
alcoholic beverages and tobacco.

’ts, often seen as desirable on two
r; and users impose costs on others
by intoxicated drivers and publicly
ns resulting from the use of alcohol

associated with use, regardless of

at controlling the availability of

Equity is (roughly) served because tlL external social costs that tobacco
and alcohol users impose on others, inciuding other users, are reduced. This
is true even if the taxes do not affect the amount of alcohol and tobacco
used if one views the tax as a compenéation for the cost users impose on
others. This compensation effect is easily arrived at when tax revenues are -
dedicated for programs that make restitution for bodily and property
damages caused by intoxicated persons or treat health problems associated
with alcohol and tobacco use. But the compensation is no less real if excise
tax revenues are used for general government purposes; in this case,
compensation takes the form of relatively lighter overall tax burdens for
persons who make relatively little use af alcohol and tobacco.

Efficiency is promoted in two ways. Hirst, efficiency is promoted because
the taxes serve as stand-ins for external costs that would otherwise be
ignored by individuals as they make decisions about alcohol and tobacco
use. Stated differently, in the absence of|taxation (or some other deterrent to
use), there would be “overuse” of the products because individuals would

not give full weight to the costs that th

Second, because these taxes are on i

inelasticity, the tax minimizes interferen
excess burden of the tax is minimized).

This second efficiency argument dese

since there is evidence that not all smo

eir use imposes on others.
products that exhibit relative price-
ce with consumer behavior (i.e., the

rves a bit more comment, however,
kers react to price in the same way.

Specifically, there is evidence that at led_st for teenagers, the price response

may be significant. Indeed, Minnesota
sensitive to price that an increase of 1%
actually cause an even greater (1.4%) d
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in Minnesota cigarette prices would
ecrease in cigarette consumption.?

The evidence of whether a similar d#fferential impact exists for alcohol

consumption is not available. Thus, the
for alcohol is generally unresponsive to
Minnesota tax on distilled spirits would

0.6%.1° Demand for beer tends to be ev

while wine is more responsive.

only conclusion here is that demand
price change. A 1% increase in the
reduce consumption by only about
en less responsive to price changes,
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From available evidence about price elasticities, it seems fair to conclude
that Minnesota’s excise taxes reduce consumption of distilled spirits and
cigarettes, but the decrease is not|large in relation to total consumption of
these products. Whether these relatively small reductions produce equity
and efficiency gains that justify the use of regressive taxes cannot be
determined with the information [available. At a minimum, they preclude a
firm verdict against excise taxes on either equity or efficiency grounds. Such
a verdict would seem to require solid evidence that the external costs
associated with alcohol and tobacto use generate small equity and efficiency
losses relative to the equity loss associated with the use of regressive taxes.

TAX YIELD

As noted, the importance of taxes on tobacco (particularly cigarettes) and
alcoholic beverages is shrinking d\%e to the automatic inflation erosion of the
tax rates. This erosion, in turn, is the result of the failure of the legislature to
act often enough in making periodic rate adjustments. In short, there is a
similar choice: allow inflation to continue to erode real tax: rates as
Minnesota has been permitting in recent years; or recommend some
automatic upward rate adjustment mechanism.

If the latter approach is taken, there are two possible ways to go:

Indexation. The first is to index automatically the per-unit cigarette and
alcoholic beverage taxes by an inflation measure such as the CPI. To be sure,
taxes would increase. If tax rates had been indexed in 1972 to the CPI, the
tax on cigarettes today would be 44 cents per pack, the tax on distilled
liquors would be $10.80 per gallon, and the taxes on beer would be $4.92 per
barrel for low beer and $9.84 for strong beer. If this inflation adjustment
were made for 1984’s expected 4% rate of inflation, the revenue yield on
cigarette taxes would increase éy approximately $2.3 million (to $86.5
million) and on alcoholic beverag;\es by about $9 million (to a total of $55.2
million).

The effect of indexation of the tax base would be influenced by the tax
actions of other states. If tax rateE in other states were not adjusted upward
in response to inflation, whethe} by indexation or by frequent legislative
changes, then Minnesota’s indexation would continuously push up its rate
relative to those of other states. Tf)e incentives to bootleg and to drive across
the border to purchase the taxed commodity would thereby be increased,
and any response to those incentives would mean fewer taxable sales in
Minnesota. Accordingly, if it were eventually determined that Minnesota
taxes were getting out of line over time, the index could be suspended on an
ad hoc basis. On political accountability grounds, an ad hoc suspension of
indexation, however, may be preferable to the present system of no
indexation, since it requires an explicit legislative decision to not raise rates.
Inflation erodes the tax base with no explicit legislative debate.on the topic.
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if Minnesota adopted such a “full di§closure” procedure by indexing, it
would be the first state to do so.

_ Ad valorem taxation. If alcoholic |beverage and cigarette tax revenues
were placed on an ad valorem rather than a per-unit basis (as Minnesota now
does for tobacco products other th‘an cigarettes) the same effect of
indexation would be achieved, with the added merit of easier administration
and enhanced taxpayer understanding. Legislatively, it would be a very
simple matter to accomplish—just recast the 18 cents per pack of cigarettes
in terms of a current percentage of vaﬂxc and enact that rate.

These advantages notwithstanding, $nly Hawaii employs an ad valorem
tax on cigarettes and alcoholic beveragés. The main disadvantage of the ad
valorem approach is that it would p}event inflation-induced. erosion of
revenues only to the extent that prices 5f the taxed commodities increase as
rapidly - as prices in general. Over the past fifteen years, cigarette and

alcoholic beverage prices have not doné sO.

TRANSIENT LODGING TAXES

Six Minnesota cities (Duluth, Blooangton, Minneapolis, Rochester, St.
Cloud, and St. Paul) levy 3% taxes on sales of transient lodging. Legislation
passed in 1983 allows any city at presentlnot imposing a transient lodging tax
to levy such a tax for promoting tourisnjn. The rate may not exceed 3% and
95% of the revenue must be earmarked\for tourism. To date, only Winona,
Mankato, and Moorhead have levied a tax under this legislation. At present,

local transient lodging taxes are levied in thirty states.

RATIONALE

There are a number of justifications for taxing transient accommodations
at a higher rate than the general sales tax. First, visitors generate costs which
must be borne by residents. Therefore, ﬁot only can special tourist taxation
be justified, based on the incremental variable costs attributed to their
presence, but also any additional caﬂpacity costs incurred by the local
jurisdiction. It is not unreasonable to assume that the provision of services
by the local jurisdiction is greater than rﬂight otherwise be necessary because
of the visitors’ presence. i ‘

The second justification is one of fiscal expediency. Since the tax is on
nonresidents, it provides a way to lower the taxes paid by Minnesotans.
Though perhaps a bit cynical, this export feature is at the heart of many
states’ tax levies. J

Finally, there are two revenue pr \ductivity arguments that can be
advanced in support of the tax. iirst, the demand for transient
accommodations tends to be relatively inisensitive to small changes in price.
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The demand is relatively price-inelastic. Thus, according to the economists’
optimal taxation theories, the tax is well suited for a higher rate.

The second revenue argument is based on the fact that the expenditures of
transients on hotel/motel and other tourist related services tend to be
income-elastic. That is, as the lincomes of persons in the (national or
regional) economy grow over time, family expenditures for travel and tourist
services tend to increase by even greater amounts. Thus, a tax on these
visitor-related expenditures autohxatically tends to grow as the economy
grows, thereby reducing the need| for legislative action to enact rate and/or
base changes.

YIELD

A state-level tax would be an alternative or supplement to local taxes. As
an alternative, it would prevent the inequity that arises when cities do not
levy a transient accommodations ftax, but nevertheless benefit from tourism
taxes and programs of their neighbors. As a supplement, it could apply in all

-cities or only in those cities that|do not levy a local transient lodging tax.
Funds could be returned to the cities from which they originate. The
estimated yield of a 1% state-level transient lodging tax is $2 million per
year.!!

EFFICIENCY

Would a 1% tax discourage visitors? Because of the price-inelasticity,
there would be little effect. This [is particularly clear if put in terms of the

TABLE 10 .
Mortgage Registry and Deed Transfer Tax Rates
Minnesota|and Selected States

Deed transfer tax Mortgage registry tax,
State . per $500 consideration per $100 of principal debt
Minnesota $1/10 $ .15
California 558 none
Illinois 25 none
Iowa ) 55 none
Michigan 55 none
New York 55 1.00
North Dakota none none
South Dakota J:O none
Texas none none
Wisconsin 1 %50 none

Source: Minnesota Department of Revenhe, Minnesota Tax Handbook, August 1982.
aCity or county option.
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marginal effect of the tax. For example, at the downtown St. Paul Holiday
Inn a room for two costs the users $86 |per night, maximum. This assumes
no discounts (e.g., conventions) and that the charge is not being written off
as a business tax deduction or as a reizﬂbursable expense. Add another 1%
per night tax, and the price rises by 86 cents. That is about half the price of a
beer in the lounge.

\
|
!

EQUITY

Available data on household consumption patterns show that
expenditures on hotel and motel lodginE increase roughly in proportion to
income, and they increase more rapidly than total consumption expenditures
as income increases. Hence, the incidence of a tax on sales of transient
lodging is proportional to progressive in ‘respect to income, and thus satisfies
the ability-to-pay criterion. |

EARMARKING

As noted, present legislation now permits taxes on transient
accommodations if earmarked for tohrism promotion. It is difficult,
however, to make such a user-cost link.|If the argument for earmarking is
that tourism promotes the general we]f'are (e.g., jobs), then general fund
expenditures make sense, not special funding. Similarly, the often heard
argument that the tax is justified onl}" if visitors benefit by receiving a

special set of lodging-related services los
residents also pay taxes but are general
these through the general expenditure p

ADMINISTRATION

es its power once one considers that
ly only indirectly compensated for
rOCess.

Only the Minneapolis and Rochester taxes are collected and administered

by the state revenue department; the
locally. Administration and collection ¢
latter taxes were collected by the state a

MORTGAGE REGISTRY AND

other cities administer their taxes
osts would likely be reduced if the
s it collects the state sales tax.

DEED TRANSFER TAXES

Minnesota levies a mortgage registry tax on the principal amount of any

debt that is secured by mortgage of real property situated in the state. The
rate is 15 cents per $100 of principal. ﬂt levies a deed transfer (real estate
transfer) tax on each transfer of real property by deed, instrument, or
writing. The tax is $2.20 for the first $1,000 or less of consideration plus
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$1.10 for each additional $500. The mortgage registry rate has remained
unchanged since 1945, the deed tr:ansfer rate since 1967. Table 10 compares
tax rates in Minnesota with its neighbors and selected other states.
Because they depend on the value of the real estate that is transferred or
mortgaged, these taxes are not simply fees for recording mortgages and
property transfers. They were originally imposed for revenue purposes, a
point made clear in the opinion upholding the constitutionality of the
mortgage registry tax:

There are good and sufficient reasons why a special method should be devised for
the taxation of this kind of propefty. It is a notorious fact that the owners of
securities in the forms of bonds and notes have not been in the habit of paying
their proportionate share of the taxes. This has been due in a measure to the ease
with which the existence of such prc‘>perty can be concealéd from the tax officials.
But when the owner of a note takes a mortgage on real estate as security, and
places it upon the public recordg, he exposes his ownership—at least, his
ostensible ownership—and enables the assessor to reach him.*

|

This 1908-reasoning does not hold up very well in today’s fiscal
environment. Although it may be true that owners of intangible property
evade taxes, that is an income enforcement and not a property or sales tax
issue. Moreover, since intangible property (and the transfer thereof) is
exempt under Minnesota statutes, there is no clear horizontal equity
(treatment of like activities) justification for taxing the transfer of real
property.

This leaves us with two possible justifications: administrative ease (as the
court notes, the papers are indeed publicly recorded) and administrative
cost-recovery. Regarding this second point, there is a case for a cost-of-
service tax, but no case based on real estate value.

Finally, one should note that the mortgage registry tax is essentially a tax
on loan transactions, and, as such, it is borne by borrowers and/or lenders.
Similarly, the deed transfer tax is borne by buyers and/or sellers of real
estate. Data for making a systematic estimate of the incidence of these taxes
are not available. But the taxed transactions are engaged in predominately
by persons in the middle- and upﬁer-income strata or their agents. Hence,
the taxes are likely to range from proportional to progressive in their
incidence; they are vertically equitéble. Again, however, horizontal equity is
not satisfied since equally-valued property ownership varies among persons
of a given income level. -

In Minnesota, both mortgage registry tax and deed transfer tax rates are
high relative to many of the states; however, whether the level of these two
taxes impedes efficient operation of the real estate and mortgage markets
has not been examined here.

* Mutual Benefit Life Ins. Co. v. County of Morrison, 104 Minn. 179, 182-83, 116 N.W. 572,
574 (1908).
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TAXES ON CONTROLLED SUBSTANCES

- In view of the recent concern regardi ng the “new crime” (1970s-1980s) of
drug trafficking, two states have enacted selective sales and license fees on
the sale of marijuana and other controﬂed substances. Arizona has a dealer
license fee of $100, an excise tax of $10» per ounce on marijuana and a $125
per-ounce tax on controlled substances. South Dakota takes a harder line
approach: license fees are $500 for rﬁanjuana and $1,000 for controlled
substances. Marijuana sales are taxed at $50 per ounce and controlled
substances at $5,000 per ounce. TheseJtaxes are administered by requiring
that a tax stamp be affixed to each parcel sold, and requiring each dealer to
have a valid license. l

There are three justifications for these tax laws:

® Supports System of Law. The taxes create another way to
prosecute drug dealers: they can bé charged with tax evasion in
addition to current criminal statutes %on the drug trade.

® Horizontal Equity. The levies address one part of a growing
problem, the tax evasion occurring in the underground economy. It
does not follow that because activities are illegal they have no
economic impact and their participants should therefore be
preferentially treated vis-a-vis persons who engage in legal and
taxable market transactions; and ‘

e Sumptuary.. Aslong as the dealing in these controlled substances is
illegal, one can presume that the economic objective is sumptuary
(and, thus not a revenue producer).* Although a Minnesota tax on
controlled - substances would surely not eliminate drug dealing
within the state borders, it would send out signals to prospective
dealers to trade elsewhere.

There are two additional features of] the taxes that must be recognized.
The first is, that if the Minnesota drug trade is large, the taxes may have
some negative employment effects. In some states where marijuana
production is a significant industry (e.g!/ Hawaii, particularly on Hawaii and
Maui) this has been a major policy concern.

Second, since drug trafficking is ilﬂegal there is a civil liberties issue
regarding the rights of one to be protected against self-incrimination.
Accordingly, Arizona and South Dakota provide that persons who
voluntarily comply with the tax law may do so confidentially. Given the
(laudable) zeal with which the Minnesota Department of Revenue enforces

* Actually, revenue yields may not be trivial. Arizona officials estimate that in 1982, if the tax
had been levied on the then confiscated amount|of marijuana, cocaine, heroin, and hashish,
the state would have raised $10 million. In-the first ten months of the tax system, $380,000 of
assessments have been levied and $30,000 collected.
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nondisclosure laws, one can conclude that this taxpayer confidentiality
would be maintained in this state.

RECOMMENDATIONS

AGAINST EARMARKING OF GENERAL TAX SOURCES

The commission agrees upon these findings about the procedure of
earmarking state tax revenues:

¢ In Minnesota, approximately 14% of tax revenues were earmarked in
1981. These revenues in large part went for expenditures on highways and
aids to taconite areas. \

® Since 1967, there has been a major decrease in the share of tax collections
that are earmarked. However, it cannot be demonstrated that this has had
an effect on the functional distribution of expenditures. This pattern is
similar to but more pronounced than the national average.

* Earmarking may enhance efficiency if a tax acts as a user charge for a
particular service. .

e Earmarking reduces budgetary flexibility and can remove portions of the

budget from regular review.

Therefore, the commission recommends that the practice of earmarking
revenues to specific expenditures be avoided except in the clear user charge
case. All other revenues should be deposited in the general fund. The
legislature may then do what they ‘are elected to do, namely choose how to
allocate funds among competing programs. This will make fiscal decisions

more explicit and will enhance pol;ktical accountability.

MAINTAIN SPECIAL FUND DEDICATION OF THE MOTOR VEHICLE
EXCISE TAX l

The scheduled dedication of motor vehicle tax revenues to the highway
and transit funds is a response to the failure of traditional highway user tax
revenues to keep pace with funding for infrastructure maintenance and
transportation planning. Part of tll[is funding problem can be addressed by
building in responsiveness in thei motor fuel and license fee structure.
However, additional funding from ithe motor vehicle excise is warranted in’
recognition that the benefits of a well maintained, integrated transportation
system has general benefit to Minﬁesotans regardless of where they live or
work.

MAINTAIN THE REAL VALUE OF HIGHWAY FUEL AN.D LICENSE
TAX REVENUE

Highway user tax revenue hds not grown as rapidly as highway
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levied, to earmark proceeds, is a local one. The state should not require that
these tax revenues be earmarked| for the benefit of the tourism industry.

STATUS QUO RELATING TO THE MORTGAGE REGISTRY AND DEED
LEVIES

The commission finds that the primary justification for the mortgage
registry tax and deed transfer levies stem from the ease of administration
and, to a lesser extent, revenue productivity. Accordingly, the commission
recommends that these taxes be maintained.

SALES TAXATION OF CONTROLLED SUBSTANCES

The commission views with ci:oncern the growing problem of untaxed
activities in the underground economy of illegal drug traffic. Accordingly,

both to correct for the inequities ‘fesulting from the de facto exempt taxation
of the sale of controlled substances and to recognize a time honored fiscal

tool—a sumptuary tax—as an aid to law enforcement efforts, the
commission recommends that Minnesota follow South Dakota, Arizona,
and Florida and levy steep licenjge fees on drug dealers and selective sales
taxes on the sales of controlled substances. In making this recommendation,
the commission explicitly recommends that the revenue department insure
the confidentiality of information voluntarily provided by dealers of

controlled substances.

ENDNOTES

1. The selling price is net of any trade-in value of another vehicle. In the case of a
gift or sale at nominal value, the val{xe of the tax is determined by guidelines of the
average value of similar vehicles. Veh{icles purchased for resale by a dealer or for use
of a dealer (dealer plates) are exempt. Minnesota Statutes, Section 297B-02.

2. The effect of inflation of the real value of gasoline tax revenues is an excellent
example of this general problem. The manner and pattern of recent rate increases
clearly show the lagged adjustment of rates to inflation. For an analysis of recent
changes in gasoline taxation see J. H! Bowman and J. L. Mikesell, “Recent Changes
in State Gasoline Taxation: An Anhlysis of Structure and Rates,” National Tax
Journal, Vol. 36, No. 2, June 1983, pp. 163-182.

3. Minnesota Department of Traihsportation, State Transportation Programs in
Minnesota, January 1, 1984, pp. 1I-3 through II-6.

4. U.S. Department of Transportation, Alternatives to Tax on Use of Heavy
Trucks, Report to Congress, January 1984, pp. VI-8 through VI-13 and VII-10
through VII-11. For discussion of weight-distance tax options and administrative
issues, see also John Merriss and ﬂoyd Henion, “Oregon’s Weight-Distance Tax:

Theory and Practice,” a paper pr’esented at the 24th Annual Meeting of the
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Transportation Research Forum, Washington, D.C., November 3-5, 1983; and Loyd
Herrion and John Merriss, “An Equity Assessment of Federal Highway User
Charges,” a paper presented at the 63rd Annual Meeting of the Transportation
Research Board, Washington, D.C., January| 16-20, 1984.

5. Type of roadway traveled would also influence cost responsibility. A ton-mile
tax, currently used by Colorado and Wyomiri , does not allow for load differences,
but doing so greatly complicates complianceFmd administration.

6. A weight-distance tax could, of course, be based on a different loading
assumption. For example, assuming that vehicles are always fully loaded would mean
a tax rate of 17 cents per mile, and all but full)J loaded vehicles would be overcharged.

7. These estimates are derived from Thgmas F. Pogue, “Minnesota Highway
User Taxes: Issues and Alternatives,” in Stajj' Papers, vol. 2 of the Final Report of
" the Minnesota Tax Study Commission, ed. quert D. Ebel and Therese J. McGuire .
(St. Paul: Butterworth Legal Publishers, 1985). i

8. This section focuses only on the selective sales component of these taxes. One
should note, however, that sales of tobacco \ roducts are taxed the same as other
. consumer purchases under the retail sales tax (6%) and alcoholic beverages are taxed
at a higher rate of 8.5%.

9. Elasticity estimates by Carolyn Allmon, Minnesota Department of Revenue.
See also E. Lewit and D. Coate, “The Potential for Using Excises to Reduce
Smoking,” Journal of Health Economics, VJ;. 1, 1982, pp. 121-145.

10. Estimate by Mark Misukanis, Minnesota Department of Revenue.
11. Estimate provided by the Minnesota Department of Finance.
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The Corporate Net Income Tax

INTRODUCTION: PURPOSE AND SCOPE"

This chapter focuses on the major general business tax employed by
Minnesota—the corporation income tax (enacted in 1933). Many of the
comments and issues here apply as well‘to the bank excise tax (1944). The
chapter has three purposes: ‘ ’

¢ to analyze Minnesota’s corporate income tax in relation to the entire
Minnesota tax system; l‘

® to compare the Minnesota tax to the corporate income taxes in other
states and to the federal tax on the in‘ ome of corporations; and

e to evaluate the tax on several criterig including equity, efficiency, and

simplicity.

In the next section the rationale fl the taxation of corporations is
presented with particular attention paid to the implications of having a more
open economy at the state level than the national level. A third section
contains a description of Minnesota’s tax and presents data on the revenue
yield of the tax. Section four contains co‘mparisons of the Minnesota tax to
the tax in other states in terms of the iaw and the revenue yield. Several
issues specific to the taxation of corpo\rate income at the state level are
discussed in the final part of the chapter.LThe analysis in the earlier sections
leads to conclusions about the reasonableness and effectiveness of the tax
and to implications for tax reform whichéare presented in the final summary

section. '

RATIONALE FOR TAXIIJG THE INCOME OF
CORPORATIONS

It is important to realize that ultimately people, not institutions such as
business firms, pay taxes. A tax on the iﬂ‘come of corporations is a tax that
is paid by the corporations’ shareholders, wage earners, property owners,
and/or customers. To justify a tax on the|income of corporations, then, one
must justify the tax as it affects those who actually pay it.

One rationale for the corporate income tax is that it acts as a device for
protecting the base of the individual incoTe tax. Without it, certain types of

199
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corporate source income, in particular, unrealized capital gains (retained
earnings) escape taxation. The result is that individuals can hide income
within the corporation and the t[ax base is subject to erosion. s

A corporate income tax is, nonetheless, an imperfect means of getting at
this source of income. The retained earnings are taxed at the rate applied to
corporate income which is not related to the circumstances of the potential
taxpayers (the shareholders). Also, it may result in the double taxation of

- dividends since they are taxed under both the corporate income tax and the
individual income tax. An additional problem occurs if the tax is not, in
fact, paid by shareholders in the} form of reduced corporate source income
(reduced dividends and retained earnings), but is instead shifted—passed
on—to the factors of productioﬂ in terms of lower wages or rents or on to
consumers in the form of higher prices. Then the corporate income tax does
not even imperfectly accomplish|its goal of plugging this tax loophole. The
individuals who benefit from this source of income do not, in fact, pay the
tax.

A second rationale for a corporate income tax is the argument that a state
is entitled to tax all income ehmed within its borders by residents or
nonresidents. Since a state is an bpen economy, income is likely to leave the
state. Thus, the income must bé taxed at its source. This rationale would
seem to argue for taxing immobile factors rather than the elusive income.

A final rationale for the cor;j;orate income tax is based on the benefit
principle. Corporations receive corporation-specific benefits from
government services such as roads, police and fire protection, sewage
treatment, and education for their workers. The benefit principle implies
that the taxes paid should be rélated to the value or cost of the benefits
received. It is not at all clear that the net income of a corporation is related
to the value or cost of the servicés rendered. In reality, corporate income tax
is likely to be a capricious wage jor sales tax rather than a tax on corporate
source income.

To summarize, each of the justifications for the taxation of corporate
income at the level of the corpoxj‘ation has its flaws. Eventually, all taxes are
paid by individuals and it is iﬁpossible to determine with certainty who
actually pays the corporation iﬂcome tax. Nevertheless, many states have
corporate income taxes, and thé remaining sections of this report describe
and analyze the effects of Minn%sota’s corporate income tax.

|

DESCRIPTION OF TIE‘IE MINNESOTA CORPORATE

INCOME TAX

TAX STRUCTURE

To definé the corporate income base, Minnesota begins with the federal
definition of taxable income before certain deductions. Several items are
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added to and subtracted from this federal base. Somie of these adjustments
are made with the intention of defining alstate’s net income as opposed to a
national net income. Other adjustments to the federal base are items where
Minnesota has chosen not to conform ‘fo} purposes other than determining
the state’s share of various income sources. Briefly, unlike -the federal
government, Minnesota taxes a fraction of the contributions made to non-
Minnesota charities, certain types of interest, state income tax liabilities, a
part of the federal accelerated cost recovery system (ACRS) depreciation
deduction, and domestic international sales corporations (DISC) income.
And, unlike the federal government, a fraction of the long-term capital gains
and the foreign dividend gross-up are not part of the Minnesota tax base.

If the corporate taxpayer does all of its business in Minnesota (a 100%
Minnesota corporation), a two-tiered tax|rate schedule is applied to the net
taxable income defined above to determine its tax liability. The rates are 6%
on the first $25,000 and 12% on the remainder. For multistate corporations,
the share of total net income that Minnesota can tax must first be

Corporate Net Income Tax
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burden of a tax is the share of state personal income taken up by the tax.
This share has been around 1% in recent years and was even smaller in 1981
and 1982. \

In 1982, the corporate income tax as a major tax category was the least
important tax in terms of revenue as it provided the smallest share of total
state and local revenue. This 1$w reliance on corporate income taxes in
Minnesota mirrored the average ifor the states (see Table 2). To summarize,
for Minnesota and most other states, the corporate income tax provides only -
a moderate amount of revenue and the burden relative to other Minnesota
state and local taxes is quite low.

COMPARISONS OF STATE CORPORATE INCOME TAXES
Forty-five states and the District of Columbia tax corporations on some
measure of net income. Michigan deviates from net income by employing a
consumption-type, value-added tax base. The five states without a corporate
income tax are South Dakota, Texas, Nevada, Washington (which uses a
gross receipts tax), and Wyon!1ing. Virtually all states that impose a
corporate income tax use the federal definition of taxable corporate income
as a starting point for calculating state corporate income. ,
Significant additions and deductions are made to the definition of federal
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S ] _ Corporate Net Income Tax 203

TABLE 1
Revenue From Minnesota Net Corporate Income Tax* In Absolute,
As a Share of Total State and LJcal General Revenue, and
As a Share of Total State Personal Income; For Selected Years

(.l;orporate net Corporate Net
Income Tax Income Tax
Corporate Net evenue as a Revenue as a
Income Tax j Share of Share of
Revenue otal General Total Personal
(thousands) Revenue Income
1982 $325,295 3.4% ) 5%
1981 $331,718 3.8% - .83%
. 1980 $381,217 4.7% 1.06%
1977 © $258,095 4.3% 1.05%
1976 $196,436 3.6% .86%

Source: Government Finances, Series No. 3 and No* 5, for various years, U.S. Department of
Commerce, Bureau of the Census; and Significant Features of Fiscal Federalism, 1982-83
edition, Advisory Commission on Intergovernmental Relations.

*Net corporate income tax revenues include revenues|from the taxation of financial institutions
(the bank excise tax).

TABLE ZL
Percentage Distribution of State and Local General Revenue,
1982, Minnesota and I\TT.S. Average

Minm‘?sota U.S. Average
Federal Aid 18.24% 19.1%
Property Taxes . 14.4% - 18.0%
General Sales Tax 9.1% 13.3%
Individual Income Tax 16.0% 11.1%
Corporate Income Tax 3.4% 3.3%
Other Taxes 11.5% 12.7%
Interest Earnings 6.4 5.6%
Charges and Misc. 21.1;;0 16.9%

Source: See Table 1.

STATUTORY TAX RATES

Twenty-nine states and the District of Columbia use a flat rate corporate
income tax and seventeen use a graduated| rate system. Alaska’s corporate
income tax rates are the most steeply graduated, with nine steps to a top rate
of 9.4%,_ on net income in excess of $90,

The average of the top nominal tax rates|is 7.5%. Minnesota’s top rate is
12%, which is the highest rate in the nati\ n, equaled only by Iowa. The
average level of net income at which the top rate applies is approximately
$200,000 for the sevente'en states with a graduated tax. Minnesota’s top tax
rate applies to all net income in excess |of $25,000. Thus Minnesota’s
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corporate tax combines the highest top rate applied at a relatively low level
of taxable income.

TAX CREDITS

Nearly all states use tax credits that are ostensibly intended to encourage
certain business activities. The two most common categories are credits for
alternative energy or conservatibn investments; and credits to reward job
creation, especially in econon"lically depressed areas (typically called
enterprise zone credits). _ :

There is, however, a wide vari nce in the number of credits allowed by the
states. The number of credits allowed ranges from Colorado with more than
a dozen credits that include v}irtually every form of alternative energy
technology and conservation investment to New Jersey which provides no
credits. Minnesota, in addition ti) a few minor credits, has tax credits for the
following activities: new rcsea{'ch and development expenditures, small
business investment, and investment in pollution control equipment.

TREATMENT OF UNITARY COMBINATIONS

Fourteen states, including Minnesota, require unitary combination of
groups of related corporations. Of these, ten states define the unitary group
on a worldwide basis and four|limit the group to domestic corporations.
Nine states and the District of Columbia provide an option for unitary
treatment, four use worldwide, and six domestic combinations. Twenty
states do not allow unitary treatment of related groups of corporations.

APPORTIONMENT FORMULAS

The standard formula for determining the proportion of business income
that should be allocated to a state is the simple (arithmetic) average of three
factors: percentage of total property in the state, percentage of total sales
occurring in the state, and percentage of total payroll paid in the state.
Thirty-seven states plus the Dis{rict of Columbia use the simple average of
these three factors. Iowa is the Bnly state apportioning income based solely
on the proportion of total sales occurring in the state (although Missouri
allows this as an option). Colorado allows corporations to choose the simple
average of the three factors or the average of two factors, sales and property.

Six states use a weighted average of the three factors: Wisconsin, New
York, Massachusetts, Florida, |Connecticut, and Minnesota. All of these
except Minnesota weight the factors as follows: property 25%, payroll 25%,
sales 50% . Minnesota allows corporations the option of using either the
three-factor simple average or apportioning using the following factor
weights: property 15%, payroll 15%, sales 70%.

To summa'rize, while Minnesota’s tax base is similar in most respects to
other states that use a corporate income tax, Minnesota applies the highest




Corporate Net Income Tax 205

tax rate at a net income level that is lower than average. Minnesota allows an
average number of tax credits and is one of only fourteen states requiring
unitary treatment of related corporationg. It is one of only three states that
give corporations a choice of apportiomrlent formulas and the only state to
offer 70-15-15 factor weights. - ”

RELIANCE ON CORPORATE INCOME TAXES

Interstate differences in corporate taxlbases, rates, credits, and income
allocation schemes all contribute to differences in the; states’ reliance. on
corporate income taxes as sources of revenues. On average, the fifty. states
raised 3.3% of total state and local revenues from corporate. income taxes
(including bank excise taxes). Do
Minnesota closely resembles this national average, receiving 3.4% of its
revenues from corporate income taxes. Alaska has highly profitable oil and
gas producing corporations that contriQute to its corporate income tax
revenues, giving Alaska the highest percéntage of its total taxes from this.
source at 11%. Connecticut’s corporate|income taxes are 5.7% of total
revenues, second highest in the nation. Of the states with fully operating
corporate income and bank excise taxes, West Virginia receives the smallest
fraction of its total revenues from these tzuées, 1.0%. (It should be noted that

West Virginia levies a gross receipts tax on businesses in addition to.its i = -

corporate income tax.)

Corporate income tax revenue as a percentage of total state personal
income gives an indication of the burden of the tax. On average, corporate
income taxes represent 0.62% of total state personal income. The corporate
income taxes of Alaska and New York rep resent the highest fraction of state
personal income, 11.36% and 1.17% respectively. West Virginia and Indiana
have the lowest corporate tax effort of states with fully operating corporate
income and bank excise taxes, representiﬂg 0.21% and 0.23% of personal
income respectively. Corporate income taxes in Minnesota represent-0.75%
of personal income. Minnesota’s corporate taxes as a fraction of personal
income rank ninth among the fifty states ‘L.ﬂd the District of Columbia.

In sum, although Minnesota’s corporate income tax burden is somewhat
above average, it is well below the highest states. Furthermore, Minnesota’s
fraction of total revenues from corporate income taxes is very close to the
national average. Minnesota’s overall reliance on corporate taxes is moderate
in comparison to most states.

ISSUES CONCERNING STATE TAXATION OF CORPORATE
INCOME

APPORTIONMENT OF THE TAX BASE

Because many of the corporations doing business in Minnesota are
multistate corporations, some means of \determining how much of the
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corporation’s income is to be taxed by each state must be devised. The
amount of income allocated {o each state should reflect the income
generated by the corporation’s J‘perations in that state.

SEPARATE ACCOUNTING V;. FORMULA APPORTIONMENT

One means of dividing a corporation’s income among several states is
separate accounting. Under this method, the corporation determines, for
each state, the value of gross salés, the cost of goods sold, wages, etc. Thus,
by determining the revenue generated in each state and the costs associated
with generating the revenue in each state, the corporation allocates its total
net income across the states. v

The primary problem with separate accounting is that, for many items
transferred between divisions in 5 corporation, there is no easily determined
market price. For example, consider a corporation composed of two
divisions, one which makes flomL that is then “sold” to the other division to
make biscuits, a final consumer product. What is the price? The cost to the
biscuit manufacturing division of the flour? Is it the cost actually incurred
by the flour-making division? Is‘ it the price of flour in the supermarket? If
the flour division also sells n‘o other customers, other- flour product
manufacturers, the price quoted to these customers would be a reasonable
arms-length price. But often thj sole purpose of a division is to produce an
intermediate product for another division. .

The determination of these |transfer prices between divisions of the
corporation is important because the amount of income allocated to any one

- state will vary with the level othhe transfer prices. In the example above,
suppose that the flour division is located in a high-tax-rate state, say,
Minnesota, and the biscuit division is located in a low-tax-rate state, say,
Texas. By setting a very low price (value of gross sales) for the flour, one that
just covers the cost of manufacturing the flour, the net income associated
with the flour division would be|zero and the net income associated with the
biscuit division would be relatively high given the low cost of the flour.
Thus, no income is allocated to IT«Iinnesota and no taxes are paid to the high-
tax state even though it is clear that the operations in Minnesota contributed
in a significant way to the incoﬁle earned by the operations in Texas.

Because the transfer prices are set by the corporations, and the states have
limited means to audit these figures, separate accounting can be used
purposefully to avoid paying taxes by manipulating the income associated
with one division.

This potential for tax avoidance would appear to be especially strong for
vertically integrated corporations, i.e., corporation$ composed of many
divisions, each at a different level of the production process, each
transferring intermediate products to another division with the last division
in this vertical string selling a final, finished product. But the potential for
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manipulation of income is also present for horizontally integrated
. corporations. The overhead costs of services provided by the corporation for
all divisions, services such as advertising, accounting, managerial staff,
patents, financing, and marketing can be allocated to certain divisions in
order to effect a result similar to the example above. '

FORMULA APPORTIONMENT

Because of this potential for maniﬁulation, which is: related to the
taxpayer difficulty of determining transfer prices and costing services
provided by the corporation for all divilsions, most states have abandoned
separate accounting as a means of apportioning the income of multistate
corporations. Instead, almost all states use some form of formula
apportionment. Under formula appbrtionment, the presence of a
corporation in a state is determined by|the amount of payroll, property,
and/or sales in the state. The state’s share of the corporation’s total of these
three factors determines the state’s share of the total net income of the
corporation. _

Formula apportionment eliminates the potential for the manipulation of
income across states through transfer pricing. It is a well-defined, easy to
understand method of allocating a corpo}ation’s income among the various
states in which it operates. :

Formula apportionment does have its|problems. Because the states use
different formulae, and because the determination of nexus in a state is not
equivalent to having one' of the factors in the state, what is referred to as
“nowhere-income” (income not taxed by any state) can result, as can the
double taxation of income (this is a form of double taxation distinct from
the double taxation of dividends). Nowhere—income is only a problem if
there is some presumption that every d&llar of income must be taxed by
some state.

An example. Suppose a corporation has one-half of its payroll, one-half
of its property, and two-thirds of its salestn a state that uses an arithmetic
average formula; five-ninths of the corporation’s income is apportioned to
the state. The corporation’s remaining pa‘yroll, property, and sales are in a
state that uses a sales-only formula so that one-third of the corporation’s
income is apportioned ‘to this state.| In total, eight-ninths of the
corporation’s income is apportioned to one or the other state, one-ninth
escapes taxation.

Because states employ different formulae, it is theoretically possible that
double taxation will occur, i.e., that mor% than 100% of the corporation’s
income will be apportioned to the states. If in the example above, the sales
fractions are reversed between the two states, two-thirds of the corporation’s
income is taxed in the sales-only state and four-ninths of total income is
taxed in the state with the arithmetic formula. Ten-ninths, more than 100%,
of total income is taxed in one state or another.
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A corporation can respond to the incentives inherent with the possibility
of nowhere-income and double taxation. Corporations can choose locations
for new operations that result 1ﬁ nowhere-income and can avoid locations
that produce double taxation. If this is easy to do, the potential results of
the process of apportioning incc]‘)me across states are simply a subset of the
results that corporations can effect by responding to differing rates and
formulas. These tax-induced in&entives (distortions to economic behavior)

are discussed in detail in the se&tion on the economic effects of the tax.

DOMESTIC UNITARY

Just as formula apportionment arose as a solution to a potentially large
tax loophole, so the unitary definition of the business entity (the firm) is

viewed as a solution to another means by which co;ﬁorations could transfer

income to avoid paying state c‘orporate income taxes. Without a unitary
definition of the firm, whli};h combines closely related affiliated
corporations, a corporation could potentially manipulate transfer prices of
goods and services passed between affiliated corporations located in other
states to avoid paying taxes in hiéh—tax—mte states. Separate accounting is the
culprit in both cases, in one case between divisions, in the other between
affiliated corporations. J

One can find a unitary definition of the firm appealing without having to
invoke potential tax avoidance behavior on the part of corporations.
Unitary is simply a method of Hefining the business entity, the firm. Four
vertically integrated divisions \lvithin one corporation compose the same
economic entity as four veréically integrated affiliated corporations .
operating under one parent cor‘poration. Tax policy should treat these two
firms the same. The corporatertructure of the firm should not in and of
itself, unless it affects the profitability of the firm, effect the tax liability of
the firm (or the tax rules that éovern it).

The problem for the design of a tax system that is neutral with respect to
corporate structure is that the tax-paying unit is the corporation, a legal
designation; it is not the firm or the business entity, an economic
designation. Because of this faL:t, the corporate structure of the firm will
affect tax liability. To avoid pgying taxes, the four-division corporation,
frustrated by the substitution of formula apportionment for separate
accounting, could reorganize into four affiliated corporations. The income
associated with any one of the c?orporations would again be a determination
for the corporations using sepax;'ate accounting. Through a judicious choice
of transfer prices for intermediate goods passed between the corporations or
through costing of joint services provided by one corporation (the parent) to
all four corporations, the income allocated to the corporation in the high-
tax-rate state could be small and the amount allocated to the corporation in
the low-tax-rate state could be large.
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Thus, to treat seemingly identical firms the same, regardless of their
corporate structure, and to close a sec&nd tax loophole resulting from the
corporation and not the business entity being the taxpaying unit, unitary
formula apportionment is a solution. Unitary defines the income of the
business entity (the unitary group) and\formula apportionment is used to
apportion the unitary group’s combined income not only across the states
but across the members (the corporatior\xs) of the unitary group.

The economic distortions caused by formula apportionment that will be
discussed below are the same whether th}e unitary definition of the business
entity is used or the business entity is defined to be the corporation.
Essentially, as a brief preview, formula é‘pportionment results in incentives,
not present under separate accounting, for taxpayers to open operations-or
expand in low-tax-rate states. Without unitary, these operations are called
divisions. With unitary, these operationg‘are‘ called corporations.

The definition of a unitary group. A major problem with defining the
business entity for tax purposes as a unitary group is the definition itself.
Which affiliated corporations should be members of the same unitary
group? If the rationale for unitary is based on the opportunity for
manipulation of income across corpoxLations, only corporations whose
interactions and common control woufld facilitate this type of income
transfer should be in the same unitary gr&up. This leads to a definition that
is close to how one would ideally define {he business entity (the firm) as an
economic unit. L ‘

Joint ownership and a flow of intermediate products between two
corporations would seem to form a unitar‘y group. But how much ownership
is needed for control—30%? 80%? And how strong a flow—most of a
corporation’s prodiicts? Any amount? bne set of managers for the two
corporations would probably justify a ﬁﬁding of “unity of operation” but
does the contracting out of advertising Qervices from the same advertising
agency by the two corporations constitutle “unity of use”?

These are difficult questions, which lead to two related problems for the
taxpayer. First, taxpayers often complakn that, under unitary, affiliated
corporations can be pulled into the groﬁp so that part of their income is
allocated to states that have contributed little or nothing to the generation of
that income. Second, if different states use different definitions for a unitary
group, tax compliance may be difficult and costly. With differing unitary
group definitions, a corporation may not know whether it is in a unitary
group in Minnesota, a different unitary group in California, and no unitary
group in Florida. The problem is that, evén if each state’s law is reasonably
easy to understand, it is a part of the tax code that is open to interpretation.

To summarize, if the definition is too restrictive, there is a danger that
truly related corporations will not be brought into the unitary group and tax
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avoidance will be possible. This is a problem for the tax collector. If the
definition is too all encompassing, there is a danger that truly unrelated
corporations will be brought into the unitary group. The distortions to the
taxpayers’ bills may be large and unjustified causing a problem for the
member corporations.

The Minnesota definition of |a unitary group. The Minnesota statutes
define a unitary business as follows: “Business activities or operations
carried on by more than one ﬂorporation are unitary in nature when the
corporations are related through common ownership and when the trade or
business activities of each of |the corporations are of mutual benefit,
dependent upon, or contributory to one another, individually or as a
group.” In order to be more pre&ise, the description continues to state that if
there is common ownership, def'ned as more than 50% of the voting stock,
any one of three factors can lead to a determination of a unitary business:
“horizontal type of business” (corporations whose products or services are
in the same line of business), “steps in a vertical process” (corporations who
provide intermediate products L)r services for one another), and “strong
centralized management” (executive officers of one corporation involved in
determining policies of the other corporations). .

The Minnesota definition does appear to be clear and reasonably
concrete. It may, however, be t<1)o broad. Whether it leads to corporations
being combined when they are not economically related, and thus could not
possibly manipulate income th}n’ough transfer prices and costing of joint
services, cannot objectively be determined a priori for all cases. Some states
do use a more restrictive definition of a unitary group that requires 80%
ownership, which is one of the xlules used to determine a consolidated group
at the federal level. Using this standard brings an element of conformity at
least with the federal law into the definition, at the risk of missing
important, economically relateél affiliates.

Regardless of whether the Minnesota law is acceptable to taxpayers and
tax administrators alike, one of the major compliance problems is
differences in the laws across thé states. No unilateral change on Minnesota’s
part can alleviate this problem.

In terms of the ultimate effect of unitary on tax revenue for the state or on
tax liability of a corporation, the results are ambiguous. For the state, more
or less income may be pulled into the state while the state’s share of the
factors certainly will not increase. Examples can be easily found of
corporations whose tax liabilitiy in a state will decline under unitary and
those whose liability will increase. In general, if the corporations that are
pulled into the state in a unitary group are more (less) profitable than the
taxpaying corporation in the state, then that corporation’s tax liability is
likely to go up (down).
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ECONOMIC EFFECTS OF STATE CORPORATE INCOME
' TAXES

EQUITY

Whether a state corporate income tax is horizontally and vertically
equitable will depend on who ultimately pays the tax. Since any version of
the equity criterion compares tax burdens of individuals (the ultimate
taxpayers), the equity of the corporate income tax can only be evaluated in

light of the incidence of the tax.

If the tax is not shifted. 1f the tax is paid by the shareholders in terms of
a lower after-tax rate of return, less after-tax income to be reinvested or

-distributed, the presence of the tax whether at the state or national level is

not likely to create horizontal inequities. This is the case because the
individuals who chose to become shareholders in the corporation could have
chosen another portfolio if a preferred one were available. If the
opportunities of investors are equal, we expect them to choose portfolios
with the same expected returns. One portfolio may include stock in
corporation A and the other may not, but no horizontal inequity results
because of the differential taxation of the potential items in the portfolio.
Purchasers of the stock will take the tax into account when determining
whether to include the stock as part of their portfolios. ‘

The fact that retained earnings are all taxed at the same corporate rate can
lead to vertical inequities, however, if individual income tax rates differ from
the corporate rate. For example, if the corporate income tax rate is less than
the individual rate, an individual with a significant amount of corporate-
source income in the form of unrealized capital gains may pay less in taxes
than an individual with less income all of which is noncorporate-source
income. This can result because the individuals have different abilities to
save (because their incomes are different) and savings are taxed differently

. than income used for current consumption.

If the tax is shifted. . In fact, corporate income taxes may not be paid by
shareholders. Instead, the burden of the taxes may be shifted to consumers
and the factors of production in the form of lower wages, lower rents, and
higher prices. Shifting is potentially more likely to occur at the state level
than the federal level since after-tax rates of return must be the same across
the states for investment to occur in all of the states. Investment will not
occur in a state where the after-tax rate of return is lower than can be earned
elsewhere. Thus, the fact that investment occurs in a high-tax-rate state may
be evidence that the tax is being shifted and the burden is being borne by
consumers, wage earners, and/or landowners.

To summarize, the equity of the tax must be judged in light of the
incidence of the tax. The incidence of the tax (who actually pays the tax),
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however, is difficult to know precisely. But the resulting burden is likely to be
capricious and inequitable as individuals with different occupations and
consumption patterns, but‘ equal incomes, will pay different amounts in
taxes. S

NEUTRALITY (EFFICIENCY)

A neutral (efficient) tax should have two characteristics. First, if the tax is
to be a benefits tax, which is arguably the most tenable rationale for state
corporate income taxes, the tax payment should relate to benefits received.
Second, the tax should not affect economic decisions in an unintended,
significant way. The extent to which economic decisions are changed in
order to avoid paying the tax should be small.
~ Benefits tax. A state corporate income tax is likely to be a poor

approximation to a benefits tax. This is true for two reasons. First, as
argued above, the services that are provided to corporations by the state and
local governments are not likely to be related to the net income of the
corporations. Two corporations could have very different net incomes (one
even a zero or negative income) and yet cost the state the same in terms of
the services provided. A better base for a benefits tax might be the property
value of the corporation or the payroll of the corporation or some
ccmbination of the two. (As corporations do pay property taxes they may
already be paying for benefits received (provided). ‘

Second, because businesses other than corporations benefit from state
services, there is no compelling reason to apply this approximate benefits tax
to only the corporate form of the business enterprise. Proprietorships and
partnerships are taxed as individuals under the individual income tax only.
They are thus not subject to two different taxes (one on individuals and one
on the business of an individual) as are the owners of corporations. In
summary, a state tax based on corporate income is not a good
approximation to a benefits tax, and by this criterion is inefficient.

Distortions to economic decisions. Several distortions to economic
decisions may result under a state corporate income tax based on formula
apportionment. Whether or not corporations actually respond to the
potential incentives and disincentives is not known with certainty. The
remainder of this section is a discussion of two types of decisions that are
likely to be affected. '

Under formula apportionment, firms in high-tax-rate states will have an
incentive to open operations (whether divisions or mergers with other
corporations is not relevant) in low-tax-rate states, not because the after-tax
rate of return is higher in the low-tax-rate state (we argued above that they
must be the same), but simply to avoid paying taxes to the high-tax-rate
state. By opening operations in low-tax-rate states, the apportionment factor
ratios in the high-tax-rate state drop, those in the low-tax-rate states rise, and
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the overall tax liability of the corporation falls. More of the corporation’s
- total -overall income, not just the income associated with the new
-- investment, is apportioned to the low-tax-rate state when new operations are
-added in the low-tax-rate state. This is different from the result under
separate accounting where only the taxes associated with the new investment
are affected. . . - J_;
. ‘Minnesota’s unequally weighted formula will have an effect on the type of
investment or-type. of corporation that is encouraged or discouraged by
-different tax rates. For example, a corporation in Iowa, a high-tax-rate state,
has a stronger incentive to locate its retailing divisions in low-tax-rate states
than to locate property and payroll in low-tax-rate states because of the
heavy weight put on sales in Iowa. In other words, Iowa’s formula is
conducive to exporting corporations. A similar statement could be made
regarding Minnesota’s. emphasis on the sales factor, were it not that
Minnesota .businesses -can choose .the equally-weighted, three-factor
formula.
. Under unitary a merger can result in similar beneficial tax consequences.
A highly profitable corporation in a high-tax-rate state has an incentive to
merge with a less profitable corporation in a low-tax-rate state. The tax
- liability of -the combined group will be lower than the sum of the tax
liabilities of the two corporations filing separately in their home states. To
illustrate this possibility, consider a corporation with income of $500,000
located in a high-tax rate state (say, 10%). A corporation with equal
property, payroll, and sales factors earns income of $100,000 in a low-tax-
rate state (say, 6%). Before the merger, the tax liabilities are $50,000 and
$6,000 for a total of $56,000. After the merger the combined income of
$600,000 is apportioned equally across the two states so that $300,000 is
taxed by each state. The total tax liability of the unitary group is $48,000
(830,000 + $18,000). Thus, unitary formula apportionment results in tax-
- induced incentives for mergers between corporations with different profit
margins located in states with different tax rates.
- Under separate accounting, each new investment decision stands on its
own. High-tax-rate states may be avoided if the tax cannot be shifted; such
-avoidance assumes that taxes paid elsewhere will not be affected. There is no
tax-induced incentive to merge with a corporation in another state. Under
formula apportionment, tax liability in every state in which the corporation
has nexus will be affected when a new division is opened or a merger is
accomplished. The total tax liability of the corporation will be lower if these
new operations“»open in low-tax-rate states. Because it distorts economic
decisions by providing incentives for firms in high-tax-rate states to open
operations in low-tax-rate states, formula apportionment is a source of
inefficiencies. '
The second type of inefficiency resulting solely from formula
apportionment is that the tax acts like a set of taxes on payroll, property,
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and sales. When a firm increases its payroll, property, or sales in the state
with no change in income, the taxes owed in the state increase. Since tax
liability increases when factors increase, the tax is based on the factors.
These implicit factor taxes will differ across firms. More profitable firms
will have higher tax rates on each factor since their tax liabilities are greater.
Because the implied tax rates differ across firms, all firms do not face the
same tax-inclusive costs of investment. Less profitable firms will be better
able to increase payroll, property, and sales because the implied tax rates
.associated with such behavior are lower. The result is an inefficient use of
resources as the tax-inclusive prices of the factors do not reflect the true
resource costs of the factors.

~ To summarize, a state corporate income tax is likely to be inefficient
because it does not approximate a benefits tax, it distorts decisions
concerning where to open new operations, and the implied factor taxes will
differ across firms leading to inefficient uses of resources. A state corporate
income tax is likely to be inequitable since, regardless of who actually pays
the tax, the resulting burdens may differ across seemingly like individuals
‘and may not vary with income in a fair manner.

~ ‘Whether these potential distortions are a cause for concern depends on
whether firms actually respond to the incentives and disincentives identified.
The tax-induced incentive for firms in high-tax-rate states to open
operations in low-tax-rate states may not be strong because state corporate
income taxes are, in general, relatively low and do not vary a great deal. The
other inefficiencies and the inequities result even if tax rates and formulas
are the same in all of the states. Empirical evidence on the severity of these
distortions or the incidence of the tax is practically nonexistent, so concrete
conclusions about the tax based on its economic effects cannot be made.

SUMMARY AND IMPLICATIONS FOR TAX REFORM

The Minnesota state corporation income tax is unusual for two reasons.
First, Minnesota’s current top rate of 12% is the highest in the country. Due
to certain provisions in the law, the effective rate paid by many corporations
will be lower, especially for muitistate corporations. Also, the rate will vary
across corporations as their operations vary across the states. For example,
the effective marginal tax rate for new investment in Minnesota by a
corporation with no sales in Minnesota is (.15)(.12)=.018 (the property
weight times the statutory tax rate).

Second, Minnesota is one of only three states that allow multistate
corporations a choice between two apportionment formulae. If a
corporation’s sales ratio (fraction) is less than the average of the
corporation’s payroll and property ratios, it will be to the advantage of the
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corporation (and to the disadvantage of Minnesota’s revenue) to choose the
sales-dominant formula instead of the arithmetic-average formula.

Minnesota’s corporate income tax is based on taxing the business entity.
The business entity (firm) may be a corporation composed of one or many
divisions, or it may be a unitary group composed of one or many affiliated
corporations. As already mentioned, the income of multistate corporations
is divided among the states using a three-factor formula for apportionment
rather than separate accounting. Combining the income of a unitary group
of corporations carries this reliance on formula apportionment to the
division of income among corporations.

The potential for corporations to avoid paying taxes through the
manipulation of income by setting transfer prices and costing shared
services is a strong theoretical justification for formula apportionment
based on a unitary definition of the income base. There is. little empirical
evidence, though, of the extent to which corporations actually do (or did in
states that are now unitary but previously were not) transfer income to their
affiliates or divisions in low-tax-rate states. The court cases concerning the
oil companies are specific examples where such behavior was evidenced.
Disclosure and auditing problems make the gathering of systematic evidence
very difficult, if not impossible. '

Taxing the firm (the business entity) rather than an operation within the
firm is appealing strictly in terms of common sense and economics. That is,
the corporate structure of the firm, if it truly acts as one business entity,
should not affect the way the firm is perceived by tax administrators or
corporate managers.

It would seem that unitary formula apportionment has the weight of
rational, fair taxation on its side. Unless clear evidence to the contrary is
presented, this form of state corporate income taxation is probably the best
available. Refinements to either the unitary definition or the apportionment
formula in Minnesota may be able to be justified, however. For example,
Minnesota could go to a tighter definition of a unitary group such as the
definition of a consolidated group. Or Minnesota could simplify the process
of filing by requiring only one return for the unitary group (this change may
have already been adopted). The state may want to change the
apportionment formula to encourage or discourage certain types of
corporations to open operations in Minnesota by putting a heavier weight
on one factor or another.

Although unitary formula apportionment may be the most reasonable
way to tax the income of corporations at the state level, there are compelling
reasons to believe that any state corporate income tax, no matter how well
designed, will be inequitable and inefficient. If the tax is shifted in the form
of higher prices or lower payments to the factors of production, the ultimate
burden will not be paid by the shareholders, but by consumers, wage
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earners, and landowners. Further, the distribution of this burden may well
be capricious, satisfying neither horizontal nor vertical equity.

The tax is inefficient for two reasons. It is an imperfect benefits tax since
the value or cost of the public services that benefit the corporation is
unlikely to be related to net income. Also, the tax distorts economic
decisions, decisions as to where to open new operations and decisions as to
where factors will be employed, since the implied factor tax rates vary across
firms. _

The tax is theoretically inequitable and inefficient, but there is little
empirical evidence about the extent of these distortions. As state corporate
income taxes are relatively low, even if they differ from one another, the
incentives are probably weak and the distortions are probably not great.

The incentives for Minnesota corporations to open operations in low-tax-
rate states can be completely eliminated by lowering Minnesota’s rate. But
there will be revenue consequences and the benefits of such a change are
difficult to measure. '

Eliminating the corporation tax would preclude the complexities involved
in taxing multistate operations with a state tax, eliminate the distortions to
economic decisions, potentially eliminate the inequities of the tax, and solve
the problem of attempting to rationalize the tax as a benefits tax. The tax
could possibly be replaced with a tax on some aspect of the corporation
which more closely proxies benefits received. An explicit tax on the factors
of production or sales would not be affected by the corporation’s actions in
other states, and any degree of equity could potentially be affected. A
question that would still need to be addressed is why only the corporate
form of the business entity is taxed.

It is difficult to rationalize state corporation income taxes, as they are
likely to be inefficient, inequitable and complex. But, if a tax on the net
income of corporations in Minnesota is to be continued, the tax, in order to
enhance simplicity, fairness and efficiency, should be based on unitary
formula apportionment, it should conform as much as possible to the
federal tax and other states’ taxes, and, possibly, the rate should be lowered
if the distortions to economic decisions are perceived as being large.

RECOMMENDATIONS

GENERALLY MAINTAIN THE STATUS QUO RELATING TO THE
CORPORATE NET INCOME (PROFITS) TAX

Minnesota’s top nominal corporate net income tax rate (12%) is the
nation’s highest. However, the combination of its alternative weighted
apportionment formula for multistate businesses and the state’s extensive

“use of direct taxes on individuals causes Minnesota to exhibit only average
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reliance on general business taxes when the state is comparéd to the nation
as a whole.

Two problems the commission found were (1) the tendency to treat
financial institutions different from nonfinancial businesses, and (2) some
dissatisfaction with Minnesota’s use of domestic unitary combination for
purposes of apportioning the income of multistate businesses. Accordingly,
after examining the two foregoing issues along witha proposal for reduction
of the nominal tax rate, the commission generally recommends the status
quo with respect to the corporate net income tax, and specifically that the
state subject both ‘financial and nonfinancial corporations to the same
corporate income tax in order to enhance simplicity and neutrality; and in
order to have a simple, competitive, and fair corporate tax, domestic unitary
combination be retained and worldwide unitary combination continue to be
rejected.

FUTURE CONSIDERATION OF A GENERAL BUSINESS ACTIVITIES
(VALUE ADDED) TAX*

The commission has carefully weighed the pros and cons of the value
added tax as a permanent part of the Minnesota fiscal system and finds that
the tax may be well suited for future use as part of the general business tax
structure. This will be particularly true if, in the near term, the state is
unable to reduce reliance on that part of the retail sales tax that behaves as a
“turnover levy”’—the tax on capital purchases.

Nevertheless, the commission finds that at present, there are other, more
pressing, tax policy concerns facing the state. Accordingly, the commission
recommends that the basic nature of the state general business tax structure
not be modified, and that the net income (profits) approach be maintained.
This recommendation does not preclude future consideration of a value
added tax.

* The commission also examined the alternatives of a gross receipts tax and the value added
tax. The analysis regarding the other forms of general business taxation are presented by Robert
D. Ebel, “The Value Added Tax,” Minnesota Tax Journal, 1:10 (Spring 1985): 193-204.
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Taxation of Insurance Companies

United States insurance companies earned $75,939 million in premiums for
life and health insurance in 1982, of which $1,379 million was in Minnesota.
Earned premiums for property and casualty firms in Minnesota were $2,054
million during 1980. Annuity considerations and other insurance would add
greatly to this amount indicating that the industry is a substantial economic
force in Minnesota. Any industry generating so much economic activity is a
prime target for taxation. That is particularly true of an industry which is
already regulated by the state, and where the industry is dominated by -
foreign firms. (A foreign firm is one chartered in the U.S. but outside of
Minnesota, domestic firms are those chartered in the State of Minnesota.)
Given these characteristics of the insurance industry in Minnesota, and in
every state, it is not surprising that the industry is subject to taxation
through a variety of special levies, which raised over $76 million for
Minnesota state government during 1982. That figure fell to $70 million in
1984.

THE MINNESOTA INSURANCE INDUSTRY'!

The Minnesota insurance industry can be divided into property/casualty
and life/health firms. Some basic differences arise between these categories
of firms, and these differences create difficulties in evaluating the firms in a
single study. The differences are reflected throughout the analysis that
follows. To summarize:

® [Life insurance is frequently sold through long-term contracts. Because of
this, the firms must maintain reserves to meet future liabilities, and this
situation complicates analysis of the firms and calculation of their
income. Life insurance companies tend to price their products nationally,
except for large group policies, which are experience rated. Life and
health insurance is provided by 509 firms (domestic, foreign, fraternal,
and domestic nonprofit health companies, see Table 1). Foreign firms
earn 79.2% of direct life premiums. Foreign firms are less dominant in
providing accident and health insurance; Blue Cross and Blue Shield
receive over five times more premiums than the next largest insurer. Six of

219
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TABLE 1
Minnesota Insurance Industry, 1982

Direct
Earned
Total Assets® Premiums®

Type/of Company - Number?  (Thousands) (Thousands)
Property/Casualty
Domestic property

and casualty 53 $ 5,687,834 $ 358,750
Foreign property

and casualty 498 209,920,529 1,755,981
Township mutual 129 55,419 30,492

Accident Annuity

Life Firms Life and health considerations
Domestic life insurers 26 9,662,835 98,773 78,978 132,806
Foreign life 425 553,083,065 = 618,672 597,372 213,879
Domestic fraternal 9 2,375,944 25,199 1,748 34,609
Foreign fraternal 46 8,746,312 38,362 6,371 10,165
Domestic nonprofit

health service - ’

plan corporations 3 110,758 : 337,811
Other 3 4,385 574 713

Source: Minnesota Department of Commerce, ‘‘Fiscal Year 1983 Annual Report Supplement
on Insurance Companies Authorized to do Business in Minnesota.”’

ANumber of companies licensed in Minnesota.
bAssets are the companies reported assets, and not necessarily assets in Minnesota.
€Direct earned premiums in Minnesota.

the largest eight life insurers are foreign firms. Minnesota Mutual Life and
Northwestern National Life are the biggest domestic life insurers. At least
five domestic mutual and thirty-five foreign mutual firms operate in
Minnesota and the remainder are stock companies.

¢ Noncancellable health insurance is comparable to life; and

e Property/casualty firms generally operate with shorter term contracts and
their income is more easily measured. This distinction within the industry
is less significant than it was several years ago. Property/casualty firms
are finding that litigation can often extend their liabilities well into the
future, while life companies are selling more insurance with shorter term
contracts. Unlike life companies, property/casualty companies set rates
based on experience in the area.

There are 680 firms licensed to sell property and casualty insurance in
Minnesota, including domestic, foreign, and town mutual insurers
(domestic, nonprofit, and generally small companies) (Table 1). Foreign
chartered companies receive a dominant share of premiums paid in
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Minnesota, collecting 81.9% of premiums in 1982. Seven of the ten largest
companies are foreign, led by State Farm Mutual Automobile Insurance
Company. The St. Paul Fire and Marine Insurance Company is the largest
domestic property and casualty insurer and fifth largest insurer in the state.
The property and casualty industry can be further divided into stock and
mutual firms. The stock firms are owned by shareholders who choose to
purchase an ownership share in the firms, regardless of whether the firms’
products are also consumed. Those firms which do not have mutual
ownership are stock companies. Mutual companies are owned by
policyholders, each of whom acquire ownership in the company when they
buy a policy. There are at least fifty-six foreign mutual firms, seventeen
domestic mutual companies, and 129 township mutual companies.

LEGAL ‘STRUC"TURE FOR TAXATION OF INSURANCE
COMPANIES IN MINNESOTA:

Insurance firms are directly or indirectly taxed by nearly every levy
imposed by Minnesota state and local governments, including sales,
property, and corporate income taxes. The intent here is to focus only on the

state taxes and fees levied on insurance corporations.

PREMIUM TAX

The major tax that impacts on insurance companies is the gross premium
tax. Use of premium taxes as a base for insurance companies was first begun
in 1824 when New York taxed the agents of foreign corporations. This tax,
which is statutorily levied in lieu of all other taxes except those on real
property, is paid annually at a rate of 2% on gross premiums less return
premiums. A return premium is a dividend applied to payment of premiums
and any portion of premiums returned after cancellation or termination of a
policy. Reinsurance premiums and annuities are exempt from the tax.

The tax is collected on most insurance premiums paid by Minnesota
residents to companies licensed to operate in Minnesota. Certain companies
are exempt, including nonprofit health insurance, fraternal insurance, ocean
marine insurance, and domestic mutual property and casualty companies.

CORPORATE INCOME TAX

The gross premium tax is levied in lieu of other taxes, but this limitation
| does not apply to the corporate income tax because it is regarded as an
excise. Insurance corporations are generally subject to the income tax in the
same manner as are other corporations and at the same 12% tax rate. There
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are, however, three major differences in the way the tax is imposed on
insurance corporations:

e Definition of Taxable Corporate Income. One is that under the
Minnesota corporate profits tax, taxable incomes for the insurance
companies are determined using the definitions established in the United
States revenue act of 1936. Companies generally find this troublesome
because major revisions in insurance taxation occurred nationally in 1959
and again in 1984. Thus, the calculations for Minnesota are distinct from
those necessary for tax purposes in other states and nationally. There is
also a lack of consensus as to how to interpret and implement the basic
steps in an out-of-state tax law and this is complicated further because
some of the annuity and universal life products available today did not
exist-in 1936. Compliance costs are increased and administration is made
more difficult by the use of the 1936 code.

® Apportionment of the Tax Base. Insurance companies are treated in
Minnesota so that the income for multistate corporations is apportioned
to Minnesota according to the percentage that its gross premiums bear to
total gross premiums. Other corporations use a three-factor formula
including sales, property, and employment. Special provisions of the
three-factor formula allow corporations to weigh sales heavily so the
apportionment formulas may be only nominally different in practice.

e Credits for Premiums Taxes Law. Credits allowed for insurance
companies generally preclude them from paying any state corporate
income tax. The most important credits are for the taxes paid on a
premium basis except for the firemen’s relief surcharge (see below).

OTHER TAXES

The Fire Marshall’s Tax is an additional levy on premiums applicable to
fire insurance, and is set at a rate of 0.5%. For policies that partly cover fire
hazard and partly cover other liabilities, the tax base is approximated as a
certain percentage of premiums. For example, comprehensive automobile
insurance is presumed to be 19% fire coverage.

A Fireman’s Relief Surcharge is imposed on fire insurance premiums paid
for property located in cities of the first class—Minneapolis, St. Paul, and
Duluth. The surcharge rate is 2% and the surcharge base is the same as for
the Fire Marshall’s Tax. Revenues from the surcharge are used to help
finance police and firemen’s relief associations. Legislation allows a similar
surcharge to be imposed in second class cities whenever their firemen’s relief
association trust funds fall below $50,000.

The surplus lines tax is levied on Minnesota brokers for insurance
coverage written to Minnesotans but provided by firms which are not
licensed to do business in Minnesota. Surplus line companies are only
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allowed to write insurance when no coverage is available from a Minnesota
licensed insurer. The tax is imposed at a rate of 3% on premiums less
cancellations. As in many states, the tax rate is higher than the premium tax
rate. The inability to levy retaliatory taxes against surplus lines taxes is an
important reason for the higher rate.

Ocean marine companies are taxed on the basis of taxable underwriting
profits rather than gross receipts (premiums). The tax is levied at a 5% rate.

RETALIATORY TAXES

Retaliation by one state for the insurance taxes in another is a unique part
of the overall insurance tax structure. This type of tax was first imposed by
the State of Massachusetts in 1832 and has spread to forty-seven states. A
U.S. Supreme Court opinion in 1944, which held that insurance business
could be considered to be in interstate commerce, would have eliminated
retaliatory taxes. But the McCarren-Ferguson Act of 1945 indicated the
regulation and taxation of insurance firms was in the public interest and
permitted retaliatory taxation to continue.

Retaliatory laws come into play whenever taxes (including charges, fees,
and assessments) on Minnesota domestic firms operating in another state
are higher than those which Minnesota would impose on a comparable firm
from that other state when it operates in Minnesota. Specifically, to measure
retaliation, a foreign firm must calculate the tax for which it is liable in
Minnesota and the tax that it would pay on the same basis as a foreign firm
operating in its home state. For each tax, the firm must pay the higher of
these two calculations. If the taxes it would pay as a foreign firm operating
in its home state exceed its Minnesota liability, the firm pays the amount in
excess of the Minnesota liability as a retaliatory tax to Minnesota. All
revenues collected by Minnesota under the retaliatory tax must, by
definition, be paid by foreign firms.

FEES

The most significant fee paid by life insurance companies is the valuation
fee. This charge is only collected from domestic life insurance companies
and at a rate of 1 cent per $1,000 of life insurance in force. The revenues are
intended to cover the auditing costs for the domestic life companies, though
the collections significantly exceed that amount. Also, the costs of
examining firms will not be proportional to insurance in force, so the base
for this fee is questionable.

Fees of $15 for township mutual fire insurance companies and $30 for
other companies are assessed. for filing their annual report. A number of
other fees and assessments are also collected.
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GROSS RECEIPTS VERSUS INCOME TAXATION

As discussed above, the basis for taxation of noninsurance firms is
corporate profits, while insurance companies are taxed predominantly
through premiums-based taxes. Insurance companies are also liable for the
corporate income tax, but since premium tax payments are a credit against
the state corporate income tax, few insurance firms incur any income tax
liability and little revenue is generated. Corporate income taxes for foreign
and domestic insurance companies are imposed by relatively few states, and
since the tax is a low-revenue generator, it could be viewed as a nuisance tax.
As noted below, however, it is one potential way that annuity income can be
taxed.

* Simplicity. A major attribute of premium taxation is simplicity, as ease
of compliance and administration is fostered. The base is premium
revenues received by the firm with relatively few adjustments or
deductions, and the base is simply multiplied by a flat rate to yield the tax
liability. The ease is particularly apparent in comparison with the
alternative income taxation, which requires a definition of income. Such a
definition is complicated for insurance companies by the need to measure
future liabilities, something particularly difficult for the life companies.

® Revenue Certainty (Stability). Revenues are probably the strongest
reason for using premium taxes. Premium receipts are likely to be much
more stable than insurance company income, so the revenue flow is more
consistent and predictable. Further, insurance companies are perceived as
large sources of available funds and, as noted above, since they are
frequently foreign based, they are easy targets for taxation.

® Neutrality (Efficiency). The major potential disadvantage of gross
receipts taxation for insurance firms and income taxation for other
industries is that tax neutrality can be violated as industries are taxed
unevenly. Tax neutrality exists when taxes are imposed so that no
distortions are created in the way economic resources are allocated. Taxes
that alter the decision of whether to insure, how much to insure, or by
which company to insure will violate tax neutrality. As taxes distort these
and other decisions, the likelihood is increased that the private sector will

- employ too few resources in heavily taxed industries and too many
resources in lightly taxed industries. A later section of the chapter will be
devoted to examining the effect on neutrality of the current tax structure
and the use of gross receipts taxation.

A shift away from a premium-based tax structure and towards an income-
based structure should be considered only with very careful study. Issues
such as impacts through retaliation and the way tax burdens would be
reallocated would need to be recognized. Finally, policymakers must
remember that the premium base has been used for many years, and the
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effects on economic activity are in place as the firms and consumers have
adjusted accordingly. On the other hand, rapid shifts in the structure of the
financial industries may require evenness of tax treatment across these
~ industries.

CONTRIBUTION TO MINNESOTA REVENUE NEEDS

Insurance taxes are not prominent in the overall scheme of Minnesota’s
state and local revenue system. The $70 million of revenues (taxes plus fees)
for 1984 accounted for only 1.4% of total state collections, and just over 1%
when local taxes are taken into account. Nevertheless, for at least two
reasons the issues inherent in the taxation of insurance are of particular
" interest. First, because of special institutional characteristics of the industry,
several key issues of public finance, particularly with respect to the equal-
treatment-of-equals criteria, are revealed. The second (and related) reason
stems from the special nature of the taxation of insurance. The reliance on a
gross receipts base and the presence of retaliatory taxes are both likely to

" come under increasing scrutiny in an era of financial deregulation
characterized by the growth of tax exempt activities (e.g., self-insurance
plans) and increased competition for the insurance dollar from other
financial institutions. -

Accordingly, an examination of the taxation is clearly warranted, and the
appropriate way to begin the analysis of the issues is to lay out the
characteristics of the four major types of revenue devices.

The gross premium tax generates nearly all of the tax revenues from the
insurance sector. In 1984 the premiums levy accounted for $73.7 million, or
‘nearly 97% of total insurance corporation taxes and fees collected. Revenue
from the gross premiums tax increased more than six fold from 1963 to 1982.
Another measure of the growth in premiums tax is the long-run income-
elasticity, the percentage change in tax revenues divided by the percentage
change in personal income. The premiums tax had an elasticity over the past
two decades of 1.10, meaning that revenues grew somewhat faster than
personal income. The elasticity was only 0.77 during the 1971 to 1981 time
period, possibly evidencing some slowdown in premium relative to income
growth. Shifts in the industry towards purchase of term rather than whole
life insurance and toward self-insurance would partially account for the
slowdown.2

Corporation income tax payments are the next largest category of
collections from insurance companies, amounting to $3.6 million or 5.3% of
taxes paid by insurance firms in 1981. Income taxes are relatively limited
because premium tax payments are a credit against income tax liabilities.
However, the insurance portion of the Minnesota corporate income tax with
an income elasticity of 1.5, has been the fastest rising component of
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insurance taxes and has increased dramatically from the negligible $39,000
collected in 1964,

The other insurance taxes, fire marshall, surcharge, and valuation fees,
totalled $2.6 million in 1982, though it should be noted that several other
fees and assessments are not included in these statistics. The fire marshall’s
tax is the largest one included and has increased at approximately the same
rate as the premium tax. The surcharge reported here was collected from the
three first class cities of Duluth, Minneapolis, and St. Paul.

The valuation fee is a relatively small revenue generator, but it is
important for other reasons. Only domestic life companies pay the fee, so it
is significant to this particular group of firms. Also, the tax is levied on
insurance-in-force, not premiums. The shift towards term insurance has led
to more rapid growth in insurance-in-force than in premiums, so valuation
fee collections have accelerated since 1971.

NEUTRALITY IN MINNESOTA INSURANCE TAXATION

Three major areas where tax neutrality can be violated by the Minnesota
insurance tax structure are considered in this section. One is the intra-
insurance-industry effect of exemptions from taxation for certain types of
insurance, which can lead to unequal allocation of resources within the
industry. A second is interindustry differences that arise from alternative
bases employed for taxing insurance and other industries. Finally,
differences in taxation of the insurance industry across state lines are
examined. This can influence retaliation costs and decisions about where to
locate insurance firm headquarters.

INTRA-INSURANCE-INDUSTRY DISTORTIONS?3

Tax neutrality would require that all insurance activity be taxed the same,
regardless of the legal structure of the insurer. Several significant exemptions
from taxation are permitted in Minnesota, based on the status of the
insuring entity. Blue Cross/Blue Shield, fraternal insurers, and domestic
property/casualty mutual insurers are the major groups that are exempt
from taxation. Health maintenance organizations, annuities, and self-
insurance are also untaxed. Each of these categories is discussed below
regarding the cost for exemption, the justification for exemption, and
conclusions as to whether exemption is appropriate.

BLUE CROSS/BLUE SHIELD* (4.8 MILLION REVENUE
LOSS TO MINNESOTA)

Blue Cross and Blue Shield were originally introduced as nonprofit
corporations during the Great Depression. The intent was to make low-cost
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health care available to a wide range of people by spreading the risks across
a community of individuals. Exemption from taxation was based on the fact
that the “Blues” provided substantially different coverage than did other
insurers, including some charitable services. Also, the exemption was
undoubtedly designed to permit reduced premiums.

The Blues have grown to be the dominant provider of health insurance in
Minnesota. During CY 1982 direct written premiums for Blue Cross and
Blue Shield totaled $311,511,000; Bankers Life Company, the second largest
provider of accident and health insurance (as measured by premiums),
received $56,232,000 in the same year. In fact, Blue Cross and Blue Shield
received 30.5% of all premiums paid for accident and health insurance. The
premium tax revenue lost to Minnesota through exemption of the domestic
nonprofit health service plan corporations, of which Blue Cross and Blue.
Shield are predominant, amounted to about $4.8 million in 1982. Since the
Blues are domestic corporations operating only in Minnesota, there would
be no retaliation caused by a tax on them.

Does the original structure and purpose of the Blues remain sufficiently
intact so that continued exemption can be justified? Tax neutrality would
indicate that insurance provided by the Blues should be taxed unless a
substantial public interest would be served by no taxation. Otherwise, the
tax works to raise the relative costs of profit-seeking firms and places these
firms at a competitive disadvantage vis-a-vis the Blues.

An equity concern also develops when insurance is taxed under certain
types of legal structure and not others. To the extent that the tax is shifted to
the consumer through increased premiums, some consumers pay the tax
while others are able to avoid it. Thus, because people with the same ability
to pay taxes and the same purchases of insurance could pay different taxes,
there are horizontal inequities.

At present, twenty states use gross receipts taxation for Blue Cross/Blue
Shield insurance, so that taxation of these plan n Minnesota would be far
from unique. Rates range from a low of 0.33v¢ on Blue Cross and Blue
Shield in North Carolina to a high of 2.5% on Blue Cross in neighboring
South Dakota. Fourteen states impose the same rates on Blue Cross/Blue
Shield and other domestic health insurance companies. Three states collect a
fee based on the number of contracts in force.

A decision to tax the Blues in Minnesota would likely need to go together
with reconsideration of regulations which influence their operations.
Nonetheless, the conclusion of a recent study in Illinois was ““. . . that the
advantages obtained through HCSC’s (the Illinois Blue Cross/Blue Shield
Corporation) special nonprofit status are no longer valid.”S No overriding
public interest would be served by continued exemption of the Blues from
taxation, despite some differences in the way the Blues operate. The authors
determined that they had begun to perform substantially as an insurance
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carrier and thus, should be subject to taxation and other legal conditions as
a domestic mutual insurance company.

A possible counter argument could be that the Blues are nonprofit
corporations, and, as such, should be exempt from taxation. This argument
is only potentially supportable if the premiums tax on health insurance is
meant as a surrogate for the corporate profits tax. Even then, the effects of
imposing a tax on the nonprofit Blues must be balanced against the
distorted tax neutrality from taxing other types of health insurance. If the
premiums tax is meant to be paid by consumers, or in any event is generally
shifted to consumers, then the tax is not on profit, and the fact that the
Blues are nonprofit should not preclude collection of a gross premiums tax.
It should also be noted that the tax is imposed on many mutual companies.

HEALTH MAINTENANCE ORGANIZATIONS ($§7.6 MILLION
REVENUE LOSS)

The issues relating to the taxation of HMOs parallel those above for the
Blues. Both are nonprofit health providers that compete with for-profit
operations, and both plans have a substantial insurance (risk factor)
element:

A past justification for the tax exemption of HMOs in Minnesota has
been that this is consistent with legislative policy to eliminate barriers to
their development. A counter argument—that rapid HMO growth has been
achieved, and is now making difficult the growth of competing activities
(including untaxed hospitals and clinics)—should also be considered.

FRATERNAL BENEFICIARY ASSOCIATIONS (§1.4 MILLION
REVENUE LOSS)

Nine domestic and forty-six foreign fraternal insurers operated in
Minnesota during 1982. The fraternal insurers are usually affiliated with
religious, ethnic, or occupational groups and sell insurance to members.
Life insurance premium receipts were $63.6 million and accident and health
insurance premiums were $8.1 million. The Lutheran Brotherhood and AID
Association for Lutherans dominated as they collected 68% of the
premiums. The fraternals are specifically exempted from payment of

" premiums taxes at a revenue loss to Minnesota of $1.4 million.

The effects on tax neutrality that result from exempting the fraternals are
similar to those described above for the Blues. A 2% wedge is placed
between the costs borne by fraternals and those by profit-seeking insurers.
Though it may be somewhat difficult to shift the tax on life premiums, the
tax puts the profit-seeking firms at a competitive disadvantage.
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DOMESTIC MUTUAL PROPERTY/CASUALTY INSURERS
($3.9 MILLION REVENUE LOSS)

Domestic mutual property and casualty companies are subject to the Fire
Marshall’s tax, and domestic township mutual insurance companies are
exempt from taxation. Exemption has been based upon the mutual status of
the insurers, a status that means that the policyholders are owners of the
companies and any profits are returned to the policyholders. Concern that
the larger stock companies (particularly coming from out-of-state) would
drive the smaller mutuals out of business is another justification for tax
exemption.

There are twenty domestic mutual property and casualty insurers in
Minnesota, which together had total premiums of $195.5 million in 1982.
This accounts for 9.1% of the total Minnesota property and casualty market
share (a decline of almost 1% since 1978). If the domestic mutual companies
were subject to the 2% premiums tax, they would have paid $3.9 million; as
it was, they paid only $0.6 million in taxes during 1982. This represents $3.3
million in foregone revenues. The 129 domestic township mutual companies
are generally smaller, collecting in 1982 a combined $30.5 million in
premiums. The domestic township mutual insurers would have paid $0.6
million if subject to the premiums tax.

Two practical points arise with respect to the taxation of Minnesota
domestic mutuals under the premiums tax. First, in some categories (e.g.,
auto) the industry is characterized by price leadership by the most cost
efficient of the insurance carriers, State Farm. Thus, some local firms argue
that the 2% tax would not be easily shifted, thereby placing them at a
competitive disadvantage. In this context, the policymakers must determine
if it is in the public interest to subsidize the inefficient operation. If so, one
way to accomplish this would be to continue the exemption from the
premiums tax, but subject domestic mutuals to the net income tax (which is
a path other states have chosen in' order to partially close the domestic
mutual loophole).

The second point (which furthers the argument for an income tax as a
compromise between tax exemption and premiums taxation) is that at
present the major property and casualty insurers in Minnesota are all exempt
from the premiums (but not income) tax in their home state. This includes
three Illinois firms (State Farm, Allstate, and Illinois Farmers) and one from
Wisconsin (American Family). These foreign mutuals are, however, subject
to both the Minnesota premiums and corporate net income taxes.

SELF-INSURANCE ($10 MILLION REVENUE LOSS)

Many large business firms choose to self-insure, that is, they choose to
bear the consequences of risk by setting up their own insurance plans for
their employees. These self-insurance programs may be either administered
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by existing insurance carriers (in Minnesota, Northwestern National Life is
by the far the largest firm that performs this role) or done in-house. In either
of these cases, there is no premium paid and thus no tax.

The most frequent choices for self-insurance are those for which one can
reasonably predict the probability of a loss and where there is no real
exposure to catastrophe, viz, programs for workers’ compensation, and
employee health and welfare benefit plans, and property/casualty risks.

The basic economic activity is the same, whethér self-insurance or
purchased insurance is employed, so it is difficult to determine a different
taxpaying capacity in these two instances. With insurance purchased
through a carrier, the premium tax is paid only because a particular type of
transaction occurs, not because it taxes the economic activity. The situation
is comparable to that in which a firm pays sales tax if it buys a computer
from a dealer, but no ‘sales tax is paid if the firm makes the computer.
Similarly, firms are encouraged to include self-insurance activities as part of
their operations.

The issues relating to self-insurance are becoming progressively important
ones as the frequency of such programs increases. To summarize:

Neutrality (Efficiency). Again, neutrality is a major concern not only
from a tax policy perspective but from a political one as well—namely, that
taxable insurance carriers are, quite simply, losing business. It is a problem
for the taxable firm to compete against the untaxed. In short, self-insurance
is the very kind of innovation that requires the attention of a tax study
commission charged with looking to the future.

Administration. Proposals to include self-insurance plans in the
premiums tax base present a practical and potentially very difficult problem
that leads to the conclusion that probably the only real possibility of
extending the premiums tax to self-insurance plans is to do it only for those
that provide worker compensation benefits.

In the case of self-insurance plans, the insurance is often funded by means
of union trust funds (usually set up as a result of union and management
bargaining) or some similar employer trust operation. Theoretically, these
plans should not be difficult to define and tax. For example, regarding
health plans, nearly every self-insurer establishes something like a premium
for the purpose of determining their employees’ contribution toward the
cost of their health coverage. It simply is the sum of 1) claims paid, 2) claims
reported and unpaid, 3) an estimate for unreported claims, and 4) the cost
of any stop-loss insurance plus administrative costs. It could be made the
responsibility of the self-insurer to determine a premium or cost of their
plan. There would be a tendency by self-insurers to undervalue unreported
claims and administrative expenses, but for taxation purposes their estimate
would be adequate.

Technically it could be done. But now, enter the federal government.
Congress, through the enactment of the employee retirement income
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security act of 1974 (ERISA) has enacted a comprehensive regulatory
scheme governing provision of employee benefits. As a part of that overall
statutory scheme there is preempted “. . . any and all state laws” that would
(among other goals) tax the bulk of employee benefit plans. This appears to
be true even if a state attempts to tax only benefits paid.® The result is that
unless Congress changes ERISA (which many inside and outside the
industry are urging), most self-insurance plans are probably outside the state
tax base.

Revenues. Measuring the premium tax dollar loss-from self-insurance is
very difficult since public records are not kept on premiums paid. The one
exception is workers’ compensation. The Minnesota Department of
Commerce has identified 118 firms that are self-insuring workmen’s
compensation with an estimated $92.1 million in premiums that would have
been paid in 1981 without self-insurance. Generally only large firms self-
insure workers’ compensation as only four firms had less than $10,000 in
potential premiums and twenty-seven had more than $1.0 million. In excess
of $1.8 million in premiums were lost from self-insurance of workers’
compensation.

ANNUITY CONSIDERATIONS

Minnesota is one of twenty-eight states that does not levy a tax on annuity
considerations. However, Minnesota could potentially tax profits that
insurance firms earn from annuities through the corporate income tax. Only
three states and the District of Columbia tax annuity premiums at the same
rates as foreign and domestic insurance, and the trend has been towards
declining taxation of annuities. Between 1959 and 1973, seven states
repealed their annuity tax and thirteen reduced the tax in some manner.

Minnesota’s insurance firms reported receiving $391.5 million in annuity
premiums in 1982, and an argument could be made to tax these along with
other insurance. Yet several strong arguments can also be made against
taxation of annuities. One is that insurance firms must compete with other
financial institutions which are not subject to an annuities tax but are
subject to the corporate income tax. A 2% premiums tax on annuities would
be a large percentage of the administrative fee for annuities and would place
the insurance firms at a competitive disadvantage.

Premiums taxation of annuities could also harm domestic Minnesota
firms as they seek to do business in other states. As previously noted, most
states either leave annuities untaxed or subject them to light taxation.
Retaliation could occur against the out-of-state operations of domestic
Minnesota firms because of a tax on annuities in Minnesota.

Above it was noted that insurance firms pay very little in corporate
income taxes, but are subject to taxes levied on both state income and
premiums base. One reason to continue corporate income taxation for
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insurance firms is that it is a way to retain some taxation of annuity income.
Shifts that are currently occurring in the types of products offered by
financial institutions support the need to retain the corporate income tax on
insurance firms.

INTERINDUSTRY TAXATION

Differential taxation across industries can violate tax neutrality,
particularly if the differentials exist between or within industries that are in
competition among themselves. Insurance firms compete directly with
banking, savings and loans, and stock and real estate brokerage industries,
and relatively high taxes on the insurance industry would be expected to shift
economic activity from it to another industry. Tax equity would also suggest
that tax rates should be the same for all industries, unless the benefit
principle could be used to justify different burdens.

MEASURES OF INTERINDUSTRY TAX NEUTRALITY

Evaluation of tax neutrality involves comparing tax burdens across
industries, and comparison requires an accepted basis. The ideal
denominator for comparing business taxes is value added, the sum of the
payments to all the private factors of production. Then, the ratio of tax
payment to the denominator provides a “tax cost” measure of the relative
importance of the tax to the total costs of the enterprise. Unfortunately, the
value-added data for the Minnesota insurance sector is not now available.

However, an alternative (though less satisfactory) measure, net income
(profits), is available from a sample of property/casualty and a sample of
life companies that was drawn for this report. It was necessary to collect
information from the sample of property/casualty and life companies in
order to obtain the best information on income and other data about the
insurance industry.

Comparison of taxes relative to income must begin with a definition of
taxable income. Definitions as provided by Minnesota tax law are acceptable
for industries other than insurance. Since taxable income for insurance
firms is defined using 1936 definitions, it is not possible to compare burdens
across industries directly without recalculating income for every firm. Thus,
for the current purpose, life companies’ income as reported for federal taxes
is chosen as the definition of income. This income figure is apportioned to
Minnesota by multiplying it by the percentage of the ‘company’s premiums
in Minnesota. Property and casualty companies income is defined as net
income from the Minnesota corporate income tax return.
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TAX IMPACT ANALYSIS |

Taxes relative to corporate income are presented in Table 2 for life and
property/casualty insurance and several other industries for the years 1978
through 1982. Five years of data are provided in order to avoid the problem
of an aberrant year. Both 1981 and 1982 are probably unusual years for the
insurance industry because of the slow economy. Also, modified
coinsurance agreements, which were in effect during the time the U.S.
government negotiated a new insurance tax law, led to insurance incomes
being understated.

A consistent pattern holds for 1978, 1979, and 1980. Insurance firms taxes
are a higher percentage of income than are those paid by other industries,
even when insurance company taxes are defined to include only the
premiums tax. Life insurance firms in the sample paid between 13.6% and

TABLE 2
Taxes Relative to Income for Selected Years
(percentages)

) 1978. 1979 1980 1981 1982

Life Insurance Sample? _

Premium taxes ’ 151 136 171 259 252
All insurance taxes? - \ 18.4 182 247 403  36.1
All insurance taxes for firms
with positive income - 16.1 16.8 213 33.7 26.3
Property/Casualty Sample?
Premium taxes 43.6 488 526 511 117.4
All insurance taxes® 495 553 602 59.6 142.0
All insurance taxes for firms
with positive income 45.2 55.3 58.3 59.6 86.8
Banking and Bank Holding Companiesd 12.0 12.0 12.0 120 N/A
Security and commodity brokers,
dealers, exchanges and securities 12.1 12.1 12.1 12.1 N/A
Total Corporate Taxes, All Industries 11.2 11.2 11.2 11.2  N/A

Source: Insurance tax sample and Minnesota Corporate Income Tax, Minnesota Department
of Revenue, selected years.

N/A = not available.

3All firms reported in the appendix may not have been used every year. Data omissions were
responsible for some exclusion. Property/casualty mutual companies may not be required to
calculate income, so they are excluded.

blncludes premium and corporate income taxes and life insurance valuation fees.

- “Includes premium, income, fire marshall, firemen’s relief, and ocean profits taxes and second
injury fund.

Includes corporate income and bank excise taxes.
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17.1% of income in premiums taxes. Property/casualty firms paid between
43.6% and 52.6% of income in premiums taxes. Insurance companies are
certain to pay a generally higher percentage of income through premiums
taxes than would occur through the corporate income tax because the
premiums tax is a credit against the income tax and few firms have an
income tax liability to pay. Other industries including those directly in
competition with the insurance industry, pay approximately 11% of income

“in taxes. This contrasts with an average effective rate of 9.9% on
noninsurance corporate business in Minnesota.

‘When all insurance taxes are included, the percentages of taxes to income
are even greater. The sample of insurance firms used for this analysis
appeared to be those with the greatest income, because their income tax
liability after the premiums tax credit is relatively high compared with that
paid by all insurance firms. This may have the effect of exaggerating the
percentage of all taxes relative to income. Also, the definitions of income are
not always comparable across industries, and this can distort the analysis.

Domestic life companies will tend to pay higher taxes than the foreign
companies because only the domestic companies pay the valuation fee,
though there is a tendency for foreign firms to pay greater corporate income
taxes.

Property/casualty firms appear to pay much higher percentages of
income in taxes than do life companies. However, because property/casualty
firms can more easily shift the premiums tax to consumers, a study of
ultimate incidence rather than initial impact would find that the differentials
between the two parts of the insurance industry would be much smaller.

In summary, the insurance industry pays higher taxes relative to income
than those paid by other industries. The effect is to put the life industry at a
disadvantage relative to other direct competitors such as banks, savings and
loans, and security firms.

INTERSTATE TAX DIFFERENCES

The basic insurance tax structure is similar across state lines, though some
differences do exist, particularly in such instances as whether corporate
income, Blue Cross and Blue Shield, and annuities are taxed. Considerable
diversity does exist in the tax rates.

Differences in insurance tax structures are important for two reasons.
Retaliation is the more important, as Minnesota domestic insurance firms
will be penalized when they operate in other states if the insurance taxation
is too high at home or if the structure is too different. Also, overtaxation can
potentially influence the location of insurance firms. This need not be a
- major concern because firms will make location decisions infrequently. The
1978 District of Columbia Tax Revision Commission Study did note,
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however, that the Acacia Insurance Company made a decision to locate in
northern Virginia rather than the District of Columbia in order to avoid
retaliation by other states because of the D.C. annuity tax.

"STATE TAX STRUCTURES

State-by-state comparisons by type of insurance activity are adequately
detailed in the volume of technical papers provided to the commission, and
can be summarized with respect to Minnesota as follows:

e Minnesota’s 2% premium tax rate is the mode (rate with the greatest
frequency) across the United States. Twenty-four states and the District of
Columbia tax foreign life and health insurance at 2%, and sixteen states
plus D.C. tax domestic life and health at 2%.

e Twenty states (including Minnesota) and D.C. tax foreign property/
casualty companies, and sixteen plus D.C. tax domestic property/
casualty companies, at 2%.

¢ There is a tendency to tax insurance provided by foreign companies more
heavily than that provided by domestic companies. Only. two states tax
foreign life and health premiums at less than 2%, but twenty-two tax
domestic life lower than 2%, and a similar pattern holds for property/
casualty taxation. It should be noted that in many cases of low premium
taxes, an income tax is imposed on domestic corporations. Foreign and
domestic corporations can also lower their rates in various states by
holding certain percentages of their assets in the state.

o There is a slight tendency to tax property/casualty insurance more heavily
than life insurance. This probably results because the tax can be more
easily shifted by property/casualty companies to consumers.

e Only sixteen jurisdictions, including D.C., tax annuity considerations
received by foreign companies and fifteen tax annuity considerations
received by domestic corporations. Foreign corporations are frequently
subject to higher annuity tax rates.

e Nineteen states tax some form of corporate income earned by insurance
companies, although few states actually impose the tax on all forms of
insurance income. Only domestic companies are liable in seven of these
states. Six states allow the income tax as a credit against the premium tax,
or vice versa, so there is little duplication of payments. In most of these
instances, the liability will arise from the premiums tax because its
payments will exceed the income tax liability.

MINNESOTA TAXES RELATIVE TO NEIGHBORING STATES

|

Taxation of the insurance industry relative to other industries was
described above. An alternative way to evaluate the level of Minnesota’s
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insurance taxes is to compare them with other states. Because of the
differences in tax rates and structures, the appropriate method of
comparison is based en the overall tax structure. The approach adopted here
was-to ‘calculate the tax burdens that would be imposed by other states on
the firms included in the sample described above. Iowa, North Dakota,
South Dakota, and Wiscomnsin, the states surrounding Minnesota, were used
for this purpose. :

The tax structures were simulated to the maximum extent possible. The
detailed credits and tax structures could not always be replicated, but the
results are representative of tax differences across states in the region.

Life insurance company taxes for the sample are shown in Table 3 as a
percentage of their Minnesota burden. As noted above, the income taxes
paid in Mirinesota by the sample of firms are higher than would be expected
from a random sample of Minnesota firms, so this may slightly lower the
relative values listed for other states in the table. Nonetheless, the findings
are that the firms paid higher taxes to Minnesota than they would have paid
to the surrounding states except for South Dakota. Minnesota’s taxes are
higher because of its income tax (Wisconsin has an income tax for some
domestic companies) and the valuation fee. South Dakota’s taxes are higher
in 1982 because the annuities tax was included in the calculation. Data were
not available to include the annuities tax in earlier years.

Property/casualty company taxes relative to Minnesota are listed in Table
4. Taxes are higher in Minnesota than in every other state except South
Dakota. The premiums tax rate is higher in South Dakota, leading to their
exception, but the difference in tax levels is never greater than 6.6%.

RETALIATORY TAXATION

Retaliatory taxes were first imposed in Massachusetts in 1832 and exist in
all but five states today. Retaliatory taxes are paid by a Minnesota domestic
firm to another state whenever a foreign firm operating in Minnesota would
pay higher taxes to Minnesota than a Minnesota domestic firm would pay in
the state where the foreign firm is domiciled. Foreign firms operating in
Minnesota pay retaliation to Minnesota whenever the reverse is true,
although Minnesota calculates retaliation on the basis of each separate tax
and fee. The retaliatory taxes are calculated by first determining the taxes
the Minnesota domestic firm would pay on the comparable business done in
the foreign state (the amount the Minnesota firm would be taxed if it were a
foreign insurance corporation doing business in Minnesota). The tax
liability for the Minnesota firm, using the foreign state’s tax structure, is
then subtracted from the determination of Minnesota taxes on the domestic
firm. If the result is positive (meaning the Minnesota taxes are higher than
the foreign state’s) the difference is paid in retaliatory taxes, in addition to
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: TABLE 3
Neighboring States Life Insurance Taxes
Relative to Minnesota

Premium Tax Rates
19782 19792  1980® 19812 19822 Domestic Foreign

MINNESOTA 100.0 100.0  100.0  100.0  100.0 2 2
Towab 80.5 73.5 68.6 63.5 70.0 2 2
North Dakota® 51.2 46.7 43.7 40.4 44.4 2 2
South Dakota 97.4 88.9 83.3 70 10539 225 2.5
Wisconsin 86.9 79.4 73.6 68.2 73.6 2 2

2values are taxes which would be imposed in each state relative to those actually paid by the
sample of firms in Minnesota.
bDoes not include the franchise tax which is a maximum of $3,010 per firm.
CAccident and sickness premium rate is 0.5%.
Includes annuity tax because data was not available for earlier years.

TABLE 4
Neighboring States Property/Casualty Taxes
Relative to Minnesota

‘ Premium Tax Rates
19782 1979ax 19802 19812 19822 Domestic Foreign

MINNESOTA 100.0 1000 1000  100.0 100.0 2 2
Iowab 85.8 85.6 85.5 85.1 81.1 2 2
North Dakota 2.9 4238 42.7 42.0 40.5 1 1
South Dakota 106.1 - 1060 1066 1062  102.1 2.25 2.5
Wisconsin 96.0 93.1 92.0 92.6 87.2 2 2

2Values are taxes which would be imposed in each state relative to those actually paid by the

sample of firms in Minnesota.
bDoes not include the franchise tax which is 2 maximum of $3,010 per firm.

-other taxes due to the foreign state. If the result is negative, the Minnesota
firm pays taxes due under the foreign state’s tax laws with no retaliation.

Pli‘\OTECTION OF THE DOMESTIC INDUSTRY

Retaliation has generally been justified as a means to protect domestic
firms against unfair discrimination when operating in other states. The basic
result of the system of retaliation across the U.S. is not protection. In fact,
domestic firms can be trapped in a no-win situation when pressure arises for
greater insurance tax revenues. If taxes for foreign firms rise, it costs the
domestic firms large increases in retaliatory taxes to other states. The
alternative, raising taxes only for domestic firms, reduces the competitive
position of the domestic firms in Minnesota.
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Further, retaliation is not structured to cause equal treatment of domestic
and foreign firms in other states. If structured to achieve this result,
retaliation would become effective whenever a state discriminated against
foreign firms. Instead, retaliation is triggered when taxes are higher in a
foreign state. The structure of retaliation causes states to move towards taxes
that are in line with those imposed in other states, rather than equal taxes for
domestic and foreign firms within every state.

The basic impacts of retaliation are to reduce each state’s flexibility in
taxing the insurance industry and in holding down state insurance taxes.
Indeed, the insurance industry lobby has been the primary source of support
for the U.S. legislation that keeps state regulation of the industry and
retaliation in place. Attempts in every state to increase insurance taxes are
met by the concern within the domestic industry that retaliation would
create severe penalties if tax rates were ‘increased. This concern tends to
encourage uniformity of tax treatment across states for insurance firms.

Most states include all taxes on insurance companies in determining
retaliation, though a few states, including Minnesota, retaliate on a tax-by-
tax basis. This latter form of retaliation causes even greater pressures for
uniform tax treatment. Particularly, the item-by-item retaliation discourages
any state from creating an insurance tax structure that looks radically
different from other states. If a state creates a different structure, it
encourages insurance firms to develop subsidiaries that are domiciled in
other states in order to avoid retaliation.

A strong argument.can be made in favor of eliminating retaliation across
the nation. No action by an individual state would overcome the difficulties
created by retaliation, but there are some ways Minnesota could lessen its
effects: viz,

e Provide domestic firms a credit against premium taxes for incredsed
retaliatory taxes caused by any rise in Minnesota insurance taxes. Based
on the findings below, the credit would probably eliminate the Minnesota
tax liability of many domestic companies so the revenue loss would be
substantial.

¢ Enact reciprocal legislation wherein Minnesota would agree not to
retaliate against firms from other states if those states would do likewise
regarding Minnesota firms. At least two states (New York and
Massachusetts) enacted similar legislation in the 1970s. The effect of such
legislation in Minnesota would probably be limited because there is
unlikely to be a significant trend to such legislation; and

e A shift by Minnesota from the line-by-line form of retaliation to
retaliation based on the overall tax structure of oth'er states.

RETALIATION COSTS TO MINNESOTA FIRMS

An increase in Minnesota insurance company taxes would result in higher
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tax payments for Minnesota domestic companies in every state where
Minnesota insurance would then be higher. Since premiums within
Minnesota are generally a small share of a large domestic firm’s total
premiums, the retaliatory taxes paid in other states will often dwarf their
increased payments to Minnesota.

The retaliation costs to domestic firms from a 1% increase in the
premiums tax rate was used to demonstrate the sensitivity to a tax increase.
Each domestic firm represented in the sample was asked to estimate its costs
in terms of retaliation for a 1% premiums tax increase. Eleven life insurance
companies and nine property/casualty companies provided the required
information.

Domestic property/casualty companies in the sample would pay an
additional $1,096,904 in premium taxes (based on 1982 premiums) with a
1% increase in the premium rate. Retaliation costs paid to other states would
be $12,534,891, meaning that it would cost these firms $11.42 in taxes paid to
other states for every $1 paid to Minnesota.

Life companies would not be affected as dramatically, but the basic result
remains. Firms in the sample would pay $774,925 in additional premium
taxes with the rate increased. Retaliation costs would be $5,732,164 or $7.40
per $1 paid to Minnesota.

The sample tends to be dominated by large firms with’ mgmflcant business
outside the state of Minnesota, so the relative retaliation costs reported here
may exceed those which would occur if all domestic companies were
included in this experiment. Nonetheless, it is clear that a higher insurance
tax rate in Minnesota would result in much greater increases in retaliatory
taxes paid to other states than Minnesota would receive from the domestic
firms.

RECOMMENDATIONS

STATUS QUO RELATING TO THE INSURANCE PREMIUMS TAX
BASE

The commission concludes that because of federal law prohibiting state
taxation of self-insured health plans, eliminating the present tax-exempt
status of certain health insurance carriers (e.g., Blue Cross and Blue Shield,
health maintenance organizations) would be counterproductive since it
would encourage the growth of self-insurance. This would penalize smaller
employers who cannot afford to establish self-insurance plans. Accordingly,
the commission recommends retaining the status quo relating to the
premiums tax on health insurers.

The commission also concludes that the nonneutrality violations of the
exemption of fraternal and domestic and township mutuals are minor, and
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that little would be accomplished by including these types of insurers in the
premiums tax base. Accordingly, it recommends for the continued
exemption of these firms from the premiums tax base.

UPDATING THE CORPORATE NET INCOME TAX LAW RELATING
TO INSURANCE COMPANIES

Although the revenues generated by the corporate net income tax on
insurance companies are not large at present ($5.2 million in 1984), the
commission concludes that for two reasons the state should maintain the
tax. First, since some insurance companies earn taxable income by servicing
self-insurance plans, which are not subject to the premiums tax, the income
tax indirectly taxes some of these otherwise exempt activities. Second, over
the longer term, tax neutrality (uniformity) is likely to be enhanced by the
net income tax as the state is forced to adjust to rapid changes that are
occurring in the insurance business (e.g., new types of insurance and
insurance products).

Accordingly, the commission recommends that the corporate income tax
be maintained as well as the status quo permitting taxable firms to deduct
their premiums tax payments in computing their tax liability.

The major problem with Minnesota’s corporate tax on insurance carriers
is that it is based on 1936 statutes. This not only unnecessarily adds to the
overall complexity of the entire tax structure, it also makes resolution of
legal disagreement difficult since there is little non-Minnesota case law
available for resolving disputes. Accordingly, the commission recommends
that the corporate net income tax relating to insurance companies be
rewritten to reflect present industry circumstances and to take advantage of
tax law improvements in other states.

FOR RECIPROCITY AGREEMENTS RELATING TO RETALIATORY
INSURANCE TAXATION

The commission finds that retaliation serves no public purpose, but
rather, it is a device that limits the state’s flexibility to design its own
insurance tax structure. Recognizing, however, that a unilateral decision not
to retaliate against foreign firms will only result in net losses to the treasury,
the commission recommends that Minnesota enact legislation whereby this
state would agree not to retaliate against firms from other states that enact
similar legislation.

! -
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- ENDNOTES

1. For a detailed background and analysis, see William F. Fox, “Insurance
Taxation in Minnesota,” in Staff Papers, vol. 2 of the Final Report of the Minnesota
Tax Study Commission, ed. Robert D. Ebel and Therese J. McGuire (St. Paul:
Butterworth Legal Publishers, 1985).

2. Much of the decline in the elasticity can also be attributed to the choice of 1981
as the final year (made because personal income data were available through 1981),
because premium revenue growth was so weak in that year when the economy was
hovering near recession. '

3. Estimates are provided by Fox, “Insurance Taxation.”

4. The other domestic nonprofit health service plan corporations, Delta Dental of
Minnesota and Minnesota Vision Services Plan, Inc., are also untaxed and the
substance of the arguments would apply to them as well.

5. Terry Stoica, ef al, “Blue Cross/Blue Shield: A Case for Removal of Its Special
Status in Illinois Law,” Illinois Department of Insurance, May 1982.

6. A 2.75% annual tax on benefits paid imposed by Connecticut was struck down
on the basis of ERISA in 1978 by the United States District Court in National
Carriers Conference Committee vs. Heffernan (D.C. Donn. 1978 454F Supp. 914). A
similar decision was made in 1980 in Minnesota in St. Paul Electrical Workers
Welfare Fund, A Trust, et. al. vs. Michael Markman, Commissioner of Insurance,
State of Minnesota, U.S. District Court for the District of Minnesota.
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Taxation of Minerals

Minnesota imposes three special taxes on the mining of iron ore and
taconite: the taconite production tax, the occupation tax, and the royalty
tax.! These taxes respectively replace an ad valorem property tax on taconite
and taconite processing facilities, a corporate income tax on mining net
income, and a special income tax on royalties received in connection with
the exploration and extraction of iron ore and taconite. Taconite companies
are not liable for local property taxes on taconite mining property (the ore
deposit, mine, and concentrating plant), nor are they subJect to Minnesota’s
corporate income tax.

This chapter examines Minnesota’s separate system of mineral taxation
from several perspectives, including the historic rationale for using special
taxes on mining, how that rationale has changed over time, and the
advantages and disadvantages of the existing tax structure.? It then analyzes
two important policy issues facing the state:

1. The effect of existing mineral taxes on the economic health of the mining
industry; and,

2. The treatment of mineral tax revenues for purposes of determining state
aids for property tax relief.

At the outset, it should be noted that although taconite production has
long been the major economic activity in northeastern Minnesota, the tax
revenue collected from this activity is relatively small in comparison to total
state tax revenues. In 1983, the three major mineral taxes generated $78
million or about 2% of total state tax collections in that year. However, the
bulk of this money ($67 million) represents in lieu of property tax dollars
and is therefore returned to local governments, residential property owners,
and other mandated parties on the Iron Range. Less than 15% of the total
mineral tax revenue is available for expenditures outside the Iron Range.

HISTORICAL PERSPECTIVE
The conventional rationale for the separate treatment of minerals in a tax
system stems from the special character of the mineral resource, i.e., it is a

“gift of nature” whose value reflects not only the labor and capital invested
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in its recovery, but the natural scarcity of the resource. The value of the
latter factor is often deemed to be far in excess of the former. Because the
mineral resource may be regarded in some unspecified manner and degree as
the natural heritage of the people, it may be argued that government,
through its tax system, should recapture some portion of this excess value
for the benefit of present and future generations. This natural heritage
argument has frequently been used to justify taxing mineral extraction at
heavier levels (through higher tax rates and/or additional taxes) than other
types of private business activity. While this same theory could be extended
to other gifts of nature, such as farmland, timberland, and water power
sites, minerals have been differentiated on the grounds that the private
mining activity forever diminishes the value of the resource, i.e., a mineral
deposit is a  wasting asset.

In the late 1800s, the objective of Minnesota’s mineral tax policy was to

~ encourage the development and growth of the mining industry. In an effort

to keep taxes relatively low, the state levied a special tonnage tax on the
extraction of natural ore in lieu of the ad valorem property tax. This tax was
later appealed and replaced by the property tax, which at that time applied
uniformly to all types of property. It was not until 1913 that the natural
heritage rationale first found expression in Minnesota. In that year, the
legislature enacted a property classification system in which mined and
unmined iron ore was valued at its “full and true value” (other property
classes were valued at one-third of full and true value) and assessed at a
higher ratio to such value (50%) than any other class of property. By the
1920s, a growing public opinion that mining companies were reaping large
profits from Minnesota ores led to the adoption of the occupation and
royalty taxes, which were levied in addition to the ad valorem property tax.

This same pattern was later repeated with the mining of taconite. In order
to encourage the development of the taconite industry, taconite ore and
processing facilities were exempted from the property tax in 1941, and taxed -
instead under a production tax that was imposed at the rate of 5 cents per
ton of production. Later, after substantial private investment in taconite
processing facilities had occurred, the tax rate was steadily increased to
‘provide the people of Minnesota (through its public sector) with a greater
share of revenues from their “natural heritage.”

Today, the slackening demand for steel and the enormous losses of the
U.S. steel industry have effectively diluted the potency of the natural
heritage principle. Current economic conditions suggest that there is little or
no excess value (i.e., value in excess of that earned through the investment of
labor and capital) accruing to mining companies from the production of

_taconite. Minnesota’s continuing use of special mineral taxes is now related

to reasons of administrative feasibility (simplicity) and efficient resource use
(neutrality). )

T ot



Taxation of Minerals 245
TACONITE PRODUCTION TAX

TAX STRUCTURE

Enacted in 1941, the taconite production tax is a per-unit tax on the
volume of production (tonnage) from taconite mines. It is levied in lieu of
the local ad valorem property tax. From its initiation at 5 cents per ton, the
tax rate now stands at $2.04 per ton (subject to annual adjustment by a price
index). This rate is applied to a three-year average of production. In 1983,
the tax generated about $67 million from a taxable base of 25.2 million tons.
In 1979, when the industry was at full capacity (about 60 million tons), the
tax yielded revenues of $89 million. This illustrates how the averaging
method adds stability to the tax base during a period of declining
production (i.e., revenues decline less sharply than production).

DISTRIBUTION OF REVENUES

Consistent with its role as a substitute for the property tax, the proceeds
of the taconite production tax are returned to the Iron Range and distributed
by statutory formula to all cities, towns, and school districts, irrespective of
whether the local taxing jurisdiction contains an active mine. Since 1969, a
portion of production tax revenues has also gone to the taconite homestead
property tax relief account, which funds a special homestead credit program
for owner-occupied homes and farms on the Iron Range. Since 1977, some
money has also gone to two special funds—the taconite environmental
protection fund and the northeastern Minnesota economic protection trust
fund. They are used to finance environmental and public works projects
(e.g., abandoned mine reclamation, water pollution treatment facilities,
sewer and water, libraries) and industrial development in the region.

ANALYSIS OF CURRENT TAX STRUCTURE

The advantages of the production tax are simplicity and neutrality. The
only information required to administer the tax is the number of taxable
tons produced per year. In comparison, an ad valorem property tax on
mineral property involves determining the market value of underground ore
reserves. Typically, market value is derived by estimating the present value of
the future income streams that can be generated from the development of
the resource. This requires estimating many unknown factors, such as the
size and quality of the ore deposit, the cost of future ore extraction, and
future mineral prices. Because of the difficulties involved in accurately
estimating these factors, most states have moved away from property
taxation. Moreover, an ad valorem tax on mineral property creates an
incentive to accelerate the mining schedule in order to “mine out from under
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the tax,” thereby encouraging the rapid depletion of the mineral resource.
Because the production tax only taxes the ore at the time of extraction, it is
neutral with respect to the rate of ore recovery. It also ensures that all mines
are liable at the same tax rate, regardless of location.

The production tax, however, has one major disadvantage—an unstable
revenue base. Its collections are responsive to demand in the U.S. steel
industry for domestic ore. If demand is weak, as is currently the case, the
subsequent cutback in production will lead to declining revenues just as
local governments face more severe financial pressures to assist an
unemployed populace. :

OCCUPATION TAX

TAX STRUCTURE

Enacted in 1921, this tax closely resembles a business net income tax in
that mining companies are allowed to deduct certain costs from the ore value
in order to reach the taxable value of production. The tax is payable in lieu
of the corporate income tax and in addition to the taconite production tax.

The base of the occupation tax is the value of iron ore at the mouth of a
Minnesota mine. Because there is no published market price for ore at the
mouth of the mine, its value must be approximated rather than directly set
by the market. It is determined by deducting a mining company’s costs of
beneficiation3 and transportation from the Lake Erie price for iron ore. In
order to arrive at the taxable value of the ore; additional deductions are
allowed, e.g., amortized development costs, mining costs, depreciation on
plant and equipment, royalties payable by a nonowner operator, and a

. production tax allowance. In. this manner, the occupatlon tax base

approximates the net income from mining.

Originally levied at a rate of 6% of value, the statutory rate on taconite
mining is currently 15%. Due to the presence of substantial tax credits,
however, the effective rate of the tax is far below the statutory rate. Of
greatest significance is the labor credit for high cost ores, which allows a
specified percentage of labor costs to be credited against the occupation tax
liability. This credit reduces the tax to a net effective rate of 6.75% and all
eight taconite producers are presently taxed at that effective rate.

Taconite occupation tax revenues peaked in 1979 at $23.8 million on 55.3
million tons of production. This represents an average tax of 44 cents per
ton. In contrast, taconite occupation tax revenues totaled about $6.2 million
in 1982 with production tonnage at 23.4 million, or an average tax of 14
cents per ton. The reduction in revenue reflects the higher per-unit costs
associated with operating taconite plants at levels substantially below
capacity, the reduced production tonnage, and the affect of credits due from
overpayments made:in previous years.
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LIMITATION ON TAXATION

Since 1964, the burden of the occupation tax has been limited by statutory
and constitutional (the taconite amendment) provisions, such that the sum
of occupation, royalty and excise (general sales) taxes payable by taconite-
producing companies in any of the next twenty-five years cannot be
increased so as to exceed the greater of: (a) the amount of those same taxes
payable under the laws of 1963; or (b) the amount that would be payable if
taconite firms were taxed under the corporate income and excise tax laws
applicable to manufacturing. Unless extended by legislative action, this
constitutional limitation is scheduled to expire in 1989.

DISTRIBUTION OF REVENUES

Stemming from the natural heritage argument that led to its adoption, all
proceeds from the occupation tax are constitutionally mandated to go to the
state—50% to the general fund, 40% to elementary and secondary
education, and 10% to the University of Minnesota.

ANALYSIS OF CURRENT TAX STRUCTURE

The advantages of the occupation tax were also related to administrative
convenience and efficient resource use. All taconite producers in Minnesota
are either wholly or jointly owned by the major U.S. steel and iron ore
companies. Their production is sold at market price to their controlling
owner or partnership under long-term contracts. The Lake Erie (market)
price for iron ore is established by the few independent producers that
operate in the lake states; therefore, this price is based on a very small
number of true arms-length transactions. Under these conditions, the
determination of the net incomes (profits) of taconite producers for
purposes of corporate income taxation is extremely difficult. Thus, from a
| tax enforcement standpoint, the base of the occupation tax—the value of

the ore at the mouth of the mine less certain statutory deductions—is an
acceptable substitute for taxable net income.

Because it is a tax on net taxable value, the occupation tax does not effect
a producer’s decision as to the timing, quantity, and quality of the ore
extracted. Therefore, it does not create an incentive to accelerate production
in order to mine out from under the tax. And, to the extent that it is levied at
the same rate as that on net income from other types of business activity, the
occupation tax is neutral with respect to investment in the mining sector,
neither encouraging nor discouraging it.

Like the production tax, the major criticism of the occupation tax is its
instability, i.e., revenues fluctuate with changes in production costs and
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mineral prices. Because its revenues are a very small percentage of total state
revenues, these fluctuations do not create undue hardship on the state
budget during years of decline.

EVALUATION OF REVENUE PRODUCTIVITY

OCCUPATION TAX

Given current economic conditions on the Iron Range, it is unlikely that
taconite producers would show a profit for purposes of corporate income
taxation. Therefore, it is likely that, at present, the state is receiving at least

-as much (if not more) revenue from the occupation tax than it would if

taconite producers were taxed under the corporate income tax. With
prospects for the future of Minnesota taconite uncertain, the existing
occupation tax appears to be a good compromise between a corporate
income tax and a severance tax on gross sales, both of which are difficult to
administer when there are few market transactions from which prices for the
taconite product can be obtained. The deduction of certain expenses from
the Lake Erie value of iron ore makes the tax responsive to the economic
conditions of mining firms, while continuing to provide the state with a
moderate amount of revenue when times are bad. Further, the existing tax
rate (in relation to the Lake Erie value of iron ore) is low enough that it is
unlikely that significant resources are being diverted from mining to other
investments due to tax considerations.

The major problem with the occupation tax is its administrative
complexity and compliance costs. For example:

¢ The labor credit no longer serves a useful purpose since all producers now
qualify for the maximum credit. Elimination of this credit and the
consequent reduction of the statutory tax rate from 15% to 6.75% would
eliminate the administrative burden of keeping records and auditing labor
costs for both the mining industry and the state. For purposes of
consistency, this same change should also be made to the royalty tax.

o The limitation on taxation imposed by the taconite amendment is
administratively cumbersome in that it calls for the combined occupation,
royalty, and excise tax liability to be calculated under three sets of tax laws
(laws of 1963, laws of 1974-83, and the corporate income tax laws) before
the final liability can be determined (the lesser of the three amounts). It
also inappropriately makes the state Constitution the repository of
specific tax law instead of broad, long-term goals and principles. The
occupation tax should be codified only in the statutes and payable

" according to current law without a “shadow” net income (profits) tax
test.
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PRODUCTION TAX

The taconite production tax is by legislative intent a substitute for ad
valorem taxes on mines, concentrating plants, and ore reserves in
northeastern Minnesota. This interpretation of the production tax has been
tested in the courts numerous times, and was recently reaffirmed in a ruling
of the Minnesota Supreme Court. Thus, when evaluating this tax, one
should look for consistent treatment of the revenue raised by the production
tax with that which might have been obtained through a property tax. In
terms of the equivalency of their collections, it appears that taconite
producers are paying somewhat higher taxes under the production tax.
Because the base of the property tax—market value—would be determined
according to the income approach to value, and given present conditions of
global overcapacity in the steel industry and declining demand for domestic
ore, taxable property values would likely be low (reflecting the low
expectations for future profits).

The somewhat higher burdens imposed by the production tax may be
merited. It allows for regional sharing of production tax revenues on the
Iron Range, which reduces tax rate disparities among local units of
governments and therefore distributes the benefits and costs of the region’s
economic circumstances across all those affected. Moreover, given the
present and future public costs associated with mining activities
(particularly the cessation thereof), there appears to be a continuing need to
dedicate some portion of production tax revenues for environmental and
economic development purposes.

MINERAL TAX POLICY ISSUES

The remainder of this chapter addresses two important policy issues for
mineral taxation in Minnesota:

1. Would changes in the production or occupation tax encourage additional
production and thereby assist the recovery of the state’s taconite industry?

2. Are production and property tax revenues treated in like manner for
purposes of determining state aids for property tax relief?

TAXES AND THE ECONOMIC HEALTH OF THE TACONITE
INDUSTRY

Mineral taxes present an unusually clear-cut problem for Minnesota tax
policy, i.e., given the substantial cutback in taconite production over the
past few years, would a reduction in taconite taxes encourage additional
production in the mining industry? This study concludes that the net result
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of a tax cut would probably be a loss to the state treasury since both short-
and long-run decisions to operate or close taconite plants depend more on
the demand for domestic steel than on tax considerations. For example:

¢ To the extent that the occupation tax is levied at the same rate as that on
net income from other sources, it is unlikely to have any impact on plant
closings in either the short or long run. Even if its rate is slightly higher
(lower), the occupation tax is still unlikely to influence a decision to keep.
operating or to shutdown, since its rate on a per-ton basis is less than 1%
of the delivered price for iron ore.

¢ The reduction of the production tax would not sufficiently lower the price
of Minnesota taconite so as to increase its demand significantly; thus, it
would not help the Minnesota mining industry to enlarge its market share.
Even the complete elimination of the tax is not likely to make Minnesota
ores competitive at Pittsburgh or at east coast steel mills. Ores from
Australia, Brazil, Labrador, Quebec, Liberia, and Venezuela can be
delivered to eastern seaboard locations at substantially lower costs than
can Minnesota taconite.* ) ,

¢ All eight Minnesota taconite plants sell nearly all their output to the
major U.S. steel and iron ore companies. These companies are obliged,
under long-term “take-or-pay” contracts,-to cover their taconite mine’s
production expenses, even if they cannot use the output. During the
1970s, they spent an estimated $2.5 billion to expand their taconite
production capacity and to bring their plants into compliance with
pollution control laws. The subsequent slowdown in the domestic demand
for steel has not only left the steelmakers with excess iron ore capacity, but
also with an obligation to service the debt used to finance the expansion.

Their decision to keep operating or to shut down is complicated by several
practical considerations such as: (a) the terms of their partnership
agreements; (b) their obligation to assume the debt of their taconite firms in
the event of closure; and (c) the difficulty of selling their interest in a mine
when the market is plagued with excess capacity. These factors are likely to
outweigh the tax considerations of the shut down decision.

EQUAL TREATMENT OF PRODUCTION TAX REVENUES

Minnesota’s use of the production tax in lieu of the property tax creates a
complex interplay between production tax distributions and state aids for
. purposes of property tax relief. The goal of equal treatment of equals
requires that for purposes of computing state aids, revenues received from
the taconite production tax should be treated in the same manner as
revenues received from the property tax. In analyzing the relationships
between the production-tax-supported taconite homestead credit and the
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state-paid homestead credit, this study finds that for purposes of
determining state aid for property tax relief, production tax revenues are not
treated as are property tax revenues elsewhere in Minnesota. Moreover,
current practices place an upward pressure on state spending, and therefore
on state revenue-raising. Specific findings are:

¢ The 1984 legislative action that reversed the order in which the taconite
homestead credit and state homestead credit are subtracted from gross
residential property taxes on the Iron Range has the effect of increasing
that portion of the total property tax reduction paid for by the state
homestead credit and decreasing that portion paid for by the taconite
homestead credit- (with no change in tax relief to the Iron Range
homeowner). In short, the effect is to use state general fund revenues to
help pay for special property tax relief on the Iron Range.

* At present, the special property tax relief that is provided to homeowners
and farms on the Iron Range is not limited to the available production tax
revenue in the property tax relief account. Instead, this account has an
open and standing draw on the economic protection trust fund. In a
period of low growth or declining production tonnage, the revenues
generated by the production tax are likely to be insufficient to fund the
mandated annual increase in the level of property tax relief. This may
necessitate the use of the statutory draw down at a time when using the

- fund for economic development purposes is more important than ever.
Although the change in the subtraction sequence for the taconite
homestead credit alleviated this fiscal pressure, it did so at a cost to all
state taxpayers.

RECOMMENDATION

SIMPLIFICATION AND ACCOUNTABILITY OF MINERALS
TAXATION

The commission concludes that a reduction in occupation and production
taxes is unlikely to encourage additional production and thereby assist a
recovery in the state taconite industry. It therefore restricts its
recommendations to actions that will simplify the tax structure and improve
the political accountability of Minnesota’s system of mineral taxation.

With respect to the occupation and royalty taxes:

® The commission recommends eliminating the labor credit and lowering
the current statutory rate (15%) to the current effective rate of 6.75%.
This enhances simplicity (all firms are now taxed at the effective rate) and
neutrality (a potential penalty to those firms that lower their labor costs is
removed). The commission also recommends lowering the statutory rate
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\

of the royalty tax (15%) to its present effective rate of 6.75%, consistent
with the occupation tax rate.

® The state Constitution should define broad, long-term goals and
principles, rather than be a repository for specific tax law. Therefore, the
commission further recommends that the taconite amendment be allowed
to expire in 1989, and thereafter, the occupation tax should be based on
statutory law and adjusted so that its burden is similar to that imposed on
net income (profits) from other business sources.

With respect to the productionbtax:

¢ The commission recommends maintaining the existing statutory rate and
base, including the scheduled phaseout of the iron content escalator.

® The commission did consider abolishing the production tax and replacing
it with an ad valorem property tax on taconite and taconite processing
facilities. Although this alternative might provide Iron Range local
governments with a more certain revenue source (particularly in uniform
tax treatment of mineral and commercial/industrial property), it was
rejected because it would add considerable complexity to the tax system
(mineral property is valued according to the income approach, whereby
the present value of future net income streams must be determined). It
would also produce low taxable values because of the present global
overcapacity in the steel industry and low demand for domestic ore, and
substantially alter the existing shared tax base of Iron Range local
governments.

-® As part of its recommendation to eliminate the present complex system of
property classification and multiple property tax credits and, in its place,
adopt a three class/no credit system, the commission recommends
abolishing the taconite homestead credit and distributing those
production tax revenues directly to Iron Range local units of government.
This eliminates using state general fund monies to provide special
property tax relief to Iron Range homes and farms.

At present, the financing of the taconite homestead credit is not
explicit. The credit, which provides property tax relief to Iron Range
residential and farm property owners above and beyond that available
through statewide property tax relief programs, is partially funded by
state general fund monies. In addition to violating political
accountability, the credit places upward pressure on state spending since
its maximum automatically increases each year.

ENDNOTES

1. This paper is a shortened version of a more detailed report which examines the
economic status of Minnesota’s Iron Range in addition to an analysis of mineral
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taxation. The larger report, “Minnesota Taxation of Minerals,” was presented to the
commission by Lisa A. Roden, September 12, 1984.

2. In addition to taconite, Minnesota has other ore bodies (copper-nickel,
semitaconite, and gold) that, if developed, would be subject to the state’s special
mineral taxes and/or the local property tax. This report does not address tax policy
in relation to the development of these resources.

3. Beneficiation (or concentration) is the process of separating particles of iron
ore from the surrounding rock and compressing such particles into pellets for
shipping.

4. For further discussion and empirical analysis, see Lisa Roden, “Minnesota
Taxation of Minerals.” A recent U.S. Congressional Research Office analysis puts the
1981 variable cost of production of one ton of iron ore pellets (exclusive of
acquisition cost of the resource) at $18 per ton in Brazil and $30 per ton in the U.S.
When transport costs are added in and the Brazilian government subsidy to its
industry is eliminated, the variable cost of a ton of Brazilian pellets delivered to
Chicago is about $30.50; and for U.S. pellets, about $40.50.
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Overview of the Property Tax

INTRODUCTION

The property tax, although the largest state/local tax nationally, is the
second most important source of tax revenue in the Minnesota state/local
fiscal system. While the state no longer levies a property tax,! local
governments generated $1.7 billion’—95.6% of their tax revenue—from the
property tax in FY 1983. In an effort to hold down property tax burdens, the
state allocates nearly 35% of its total expenditures to direct and indirect
property tax relief programs.3 Property tax issues, therefore, were an integral
part of the commission’s work, and they were among the most complex and
controversial issues faced during these deliberations.

This overview chapter treats several key aspects of property taxation,
including what role the tax plays in financing state and local governments,
what types of property. are included in the tax base, what administrative
arrangements are used in estimating tax base values and setting tax levies,
and on whom the tax burden falls. Because this overview sets the stage for
several other chapters that take up specifics of the Minnesota system, the
treatment here tends to be somewhat general and comparative rather than
Minnesota-specific. -

Subsequent chapters deal in detail with Minnesota property tax law and
assessment administration, property tax relief, and the distribution of the
tax burden. The discussion on property tax relief is further divided into
direct and indirect categories; direct relief is provided through adjustments
of individual tax bills—usually in a manner that changes the relative as well
as absolute scope of the bills for various properties (i.e., classification,
credits, and refunds)—while indirect relief reduces the overall property tax
levy (i.e., local government aids and levy limits).

FINANCING ROLE OF THE TAX*
Property taxation has long been the dominant feature on the state/local
fiscal landscape in the United States. In FY 1983 it yielded $89.3 billion to
state and local governments. This amount, equal to 31.4% of state and local

tax revenue, made property taxation the largest of the state and local taxes.’

255
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It also is the only one of the three basic forms of taxation—income, sales,
and property—that is in use in all fifty states and the District of Columbia.

STATE AND LOCAL ROLE

The dominance of the property tax, however, is becoming less over time.
Between 1960 and 1980, for example, the tax fell from 32.5% of all state/
local general revenue to 17.9% (Table 1). In part, this decline reflects the
sharp increase in federal aid over the period. However, a similar drop in the
relative significance of the property tax is revealed even when we ignore
federal aid, and express property tax revenue as a percentage of state/local,
own-source general revenue (Table 2). By this measure, property taxes fell
from 37.7% to 22.8% of state/local, own-source revenue between 1960 and
1980. Other state and local taxes, user charges, and other nontax revenue
sources simply have grown more rapidly than the property tax.5

The decline has been sharp, not only for the state/local governments as a
group, but also for Minnesota and each of its contiguous states (Iowa,
North Dakota, South Dakota, and Wisconsin—Tables 1 and 2). In fact, the
financing role of the property tax in the Minnesota state/local fiscal system
has fallen even more rapidly than in the nation as a whole. Property taxes as
a percentage of total Minnesota state/local revenues declined from 37.6% in
1960 to 16.4% in 1980—falling from 115.7% of the national average in 1960
to only 91.6% of the national average by 1980 (Table 1). Similarly, the share
of total state/local, own-source revenues generated by the property tax has
fallen from 115.1% of the national average in 1960 to 89.9% in 1980.

It is important to stress, however, that the property tax has declined only
in relative terms. The per capita figures in Table 3 document the growth in

_absolute amounts over the same. period for which Tables 1 and 2 show
relative decline. In Minnesota, per capita property taxes increased from $117
in 1960 to $324 in 1980—an increase of 177%. Nationally, per capita

TABLE 1
Property Tax as a Percent of State/Local
General Revenue, Selected States, 1960-80

State 1960 1965 1970 1975 1980
MINNESOTA 37.6 36.3 25.1 18.6 16.4
Iowa 37.5 39.9 335 25.6 22.1
North Dakota 30.0 26.6 25.8 16.2 14.1
South Dakota 36.2 34.5 336 26.4 219
Wisconsin 40.3 34.8 31.9 24.6 19.9
U.S. Average 32.5 30.8 26.1 22.6 17.9

Source: U.S. Bureau of the Census, Statistical Abstract of the United States, Washington
D.C., Government Printing Office, various editions.
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TABLE 2
Property Tax as a Percent of State/Local
- Own-Source General Revenue, Selected States

1960-80
State 1960 1965 . 1970 1975 1980
MINNESOTA ‘43,4 42.5 29.8 23.2 20.5
Iowa 44.3 46.2 39.1 31.9 27.4
North Dakota 38.2 33.0 31.7 20.6 18.2
South Dakota 45.5 45.8 42.8 36.5 30.6
Wisconsin 45.1 38.5 36.1 30.1 25.2
+ U.S. Average 37.7 36.2 313 28.5 22.8

property taxes increased from $91 in 1960 to $302 in 1980—an increase of
232%. Per capita property taxes in Minnesota have Qecﬁned from 129% of
the national average in 1960 to 107% in 1980. During this period,
Minnesota’s per capita property taxes grew at a slower rate than did all those
of its neighbors, except North Dakota.

The Table 3 data show that, on nominal terms, per capita tax bills
increased nearly threefold over the past two decades. This is, at first glance,
quite startling. But, once one recognizes that those figures build in an
income period of rapid inflation, a somewhat different conclusion emerges.
Indeed, Table 4 shows that once one deflates the per capita property tax
burdens (that is, eliminates the effect of the inflation over the 1960-80
period), in real terms per capita tax burdens in Minnesota not only have
fallen, but have fallen significantly, when compared to the U.S. average and
neighboring Iowa, North Dakota, and Wisconsin.

Finally, a look at the real per capita burden changes for just the 1975-80
period reveals that Minnesota’s tax burden continues to fall and remain
below that of all its neighbors, other than South Dakota; however, this
recent decline is less than half what has occurred for the nation as a whole.

TABLE 3
Per Capita State/Local Property Taxes,
Selected States, 1960-80

(Dollars)

Percent
State 1960 1965 1970 1975 1980 Change 1960-80
MINNESOTA / 117 158 171 231 324 176.9%
Iowa 109 155 213 263 360 230.3
North Dakota 113 140 219 267 351 210.6
South Dakota 105 123 175 192 269 156.2
Wisconsin 114 140 221 271 361 216.7
U.S. Average 91 118 168 242 302 231.9

Source: See Table 1.



258 FINDINGS AND RECOMMENDATIONS

TABLE 4
Per Capita State/Local Property Taxes,
Selected States, 1960-80

(Real Dollars)*

Percent Percent

change change
State 1960 1965 1970 1975 1980 1960-80 1975-80
MINNESOTA 131.9 167.2 147.0 143.3 131.3 - 0.5% - 8.4%
Iowa 122.9 164.0 183.1 163.2 1459 +18.7 -10.6
North Dakota 127.4 148.1 188.3 165.6 142.2  +11.6 -14.1
South Dakota 118.4 130.2 150.5 119.1 1090 - 7.9 - 8.5
Wisconsin 128.5 148.1 190.0 168.1 146.3 +13.9 -13.0
U.S. Average 102.6 124.9 144.5 150.1 1224 +19.3 -18.5

Source: See Table 1 and Economic Report of the President, February 1984, Table B-52, p. 279.
*1967 was used as the base year. The Consumer Price Index for all items was the index card.

ROLE IN LOCAL FINANCE

Local governments derive about three-fourths of their taxes from the
property tax. This amounts to about 48% of local, own-source general
revenue, a figure matched in Minnesota in FY 1983 (Table 5), but only with
the help of a substantial, one-time gain from a change in the tax collection
cycle. Even so, Minnesota is the only state among its neighbors where the
property tax accounts for as small a share of local, own-source general
revenues as the average for the nation as whole. One might conclude,
therefore, that the Minnesota Miracle, that group of innovative property tax
relief initiatives undertaken in 1971 by the governor and state legislature, is a

" success story in terms of its goal of reducing dependence on property taxes
for funding local services.

TABLE 5
Property Taxes as a Percent of Local Own-Source
General Revenues by Type of Government, 1982

Local School Special

Total County City Townships Districts  Districts
MINNESOTA 479 58.3 25.4 81.1 75.3 13.9
North Dakota 55.7 5719 21.9 100.0 81.3 49.4
South Dakota 62.3 62.1 30.9 66.0 86.5 4.8
Iowa 60.2 57.8 39.2 - 82.0 . 37.8
Wisconsin 64.1 41.0 58.8 62.7 86.5 12.0
U.S. Average 48.0 45.8 32.2 75.8 79.7 14.4

Source: Governmental Finances in 1982-83, U.S. Department of Commerce, Bureau of the
Census, Government Printing Office, Washington, D.C., October 1984. Table 23.
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The property tax, however, is not equally important to all types of local
governments; nor are all types of local governments given equally significant
ranks in the division of the property tax. As tables 5 and 6 indicate:

¢ Nationally, independent school districts derive a larger portion of their
own-source general revenue from property taxation than does any other
type of local government. In Minnesota, only townships derive a larger
share of their own-source revenue from the property tax than do school
districts. However, the share of school district, own-source revenue
coming from property taxation in Minnesota is well below the national
average (75.3% in 1982-83 versus 79.7%). Alternatively, the share of the
property taxes in Minnesota raised by school districts exceeds the national
average share for school districts: 47.3% of property tax revenues in
Minnesota went to schools in 1982-83, compared with 43.5% nationally
(Table 6);

e School districts in neighboring states raise a larger share of property taxes
than do school districts nationally or in Minnesota, and they are more
dependent on property taxes as a source of revenue than are school
districts nationally or in Minnesota;

e Counties in Minnesota raise an above-average share of property tax
revenues—29.0% in 1982-83, compared with 22.5% nationally—(Table 6).
At the same time they place a well-above-average reliance upon the tax for
own-source revenue—58.3% compared with 45.8% nationally—(Table 4);
and

* Municipalities in Minnesota, like school districts, are below the national
average in both respects. Counties, cities, and school districts account for
95% of property tax revenues in Minnesota compared with 91%
nationally.

TABLE 6
Percent Distribution of Property Taxes Raised by
Each Level of Government, 1983

School Special

County City Townships Districts Districts
MINNESOTA 29.0 19.2 2.0 47.3 2.5
North Dakota 235 12.7 3.9 56.1 3.8
South Dakota 19.3 14.7 23 63.5 0.3
Iowa 26.5 22.8 — 50.6 0.1
Wisconsin 16.2 33.1 2.4 47.9 0.4
U.S. Average 22.8 24.4 6.4 43.5 2.8

Source: See Table 4.
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THE TAX BASE

The property tax can be either general or selective in its application. A
general tax applies broadly to all types of property and treats the various
types uniformly. A selective tax, by contrast, is levied only on certain types
of property.

For the last several decades, property taxation in the United States has
become increasingly a tax on real property. The importance of personal
property, both tangible and intangible, has dwindled substantially. The
changes have been motivated by both practical and philosophical
considerations. Intangibles are very difficult for the assessor to locate and,
assuming success in discovering such properties, often difficult to value.
Moreover, noting that intangibles—particularly stocks, bonds, mortgages,
and the like—are merely claims on real and tangible properties that also are
generally part of the tax base, many have argued that the taxation of
intangible property constitutes an undesirable form of double taxation.

Taxation of tangible personal property also has declined, again for both
administrative and philosophical reasons. Given the movable character of
many forms of tangible personal property—e.g., inventories and railroad
cars—tax avoidance often is relatively simple. Moreover, the tax,
particularly as applied to inventories, is perverse in its effect: it rises when
inventories rise (generally during an economic downturn). Popular and
political unwillingness to take the administrative steps necessary to discover
and list household personal property in general, together with the
difficulties inherent in valuing such items, resulted in many states exempting
such property; where it remains legally taxable, enforcement and
compliance often are quite lax. Many states exempt at least some types of

: TABLE 7
Percent Distribution of Net Assessed Property Values*
Subject to Local General Property Taxation, by Major
Category of Property, Selected States, 1976

State Locally Assessed
State Total Assessed Total Real Personal
MINNESOTA 100.0 5.2 94.8 94.4 0.4
fowa 100.0 8.4 91.6 85.5 6.1
North Dakota 100.0 9.1 90.9 90.9 —
South Dakota 100.0 7.0 93.1 71.9 21.1
Wisconsin 100.0 — 100.0 84.9 15:1
U.S. Average 100.0 71 92.9 80.6 12.2

Source: 1977 Census of Governments. Volume 2, U.S. Department of Commerce, Bureau of
the Census, U.S. Government Printing Office, Washington, D.C., November 1978, Table 2.
*Net assessed values are gross values less partial exemptions, such as homestead exemptions.
Wholly exempt properties are excluded from gross assessed values.
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agricultural personal property, and even more exempt motor vehicles, often
for political reasons rather than administrative considerations.
. By 1981, complete exemption from the local property tax was accorded
these major categories of tangible personal property by the number of states
_ shown for each:” motor vehicles, thirty-one; household personal property,
thirty-four  (up from twenty-eight just two years before); agricultural
personal property, seventeen (up from twelve in 1979); business inventories,
twenty-two; and other commercial and industrial property, eight. These
numbers include eight states® that exempted all tangible personal property—
up from five states in 1979. As a result of these trends, the personal property
share of locally assessed taxable property declined nationwide from 15.7%
in 1961 to just 9.6% in 1981.

The data in Tables 7 and 8 reveal that in Minnesota and its neighboring
states—even more than nationally—the practice of eliminating personal
property from the tax base has been -dramatic. In 1976, locally assessed
personal property was 12.2% of net assessed property values nationwide;
however, Minnesota and North Dakota had essentially eliminated personal
property® from their net tax base, while South Dakota and Wisconsin had
personal property shares that exceeded the national average by 73% and
23.8%, respectively. By 1981, all the states in the area had personal property
shares of net tax base less than the national average, with Minnesota, North
Dakota, and South Dakota essentially exempting all personal property.

~ REVENUE STABILITY

The responsiveness of property tax revenue to economic growth, when
such growth is measured by income growth (i.e., the income elasticity of the

TABLE 8
Percent Distribution of Net Assessed Property Values
Subject to Local General Property Taxation, by Major
Category of Property, Selected States, 1981

State Locally Assessed
State Total Assessed Total Real Personal
MINNESOTA 100.0 6.0 94.0 93.8 0.2
Iowa 100.0 8.3 91.7 87.3 4.4
North Dakota 100.0 7.0 92.8 92.8 —
South Dakota 100.0 5.6 94.4 94.4 —
Wisconsin 100.0 — 100.0 96.1 3.9
U.S. Average 100.0 5.6 94.4 84.8 9.6

Source: 1982 Census of Government, Volume 2, Table 3.
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revenue), depends upon (1) the responsiveness of real estate market values to
economic growth and (2) the ability of the local assessing jurisdiction to
capture changing market values through the assessment process.!? A stable
tax typically will generate revenues that change relatively more slowly than
income—i.e., revenue is income inelastic.!!

In general, depending on assessment procedures and the extent to which
increased market values are reflected in the property tax base, the property
tax is characterized as being a ‘“‘unitary elastic revenue source.”!? If a
jurisdiction relied totally on the property tax as a source of revenue, it would
continually face a fiscal gap as the economy grew because the demand for
services is income-elastic, but property tax revenues are not. The resulting
fiscal gap would create constant pressure on local officials to increase the
property tax rate. Alternatively, to the extent a jurisdiction diversifies its
revenue structure by deemphasizing the property tax in favor of more
income responsive revenue sources—e.g., an income tax—this problem
becomes less critical.

EQUITY CRITERIA FOR DISTRIBUTING THE
TAX BURDEN

The property tax, in part, is consistent with both the ability to pay and the
benefit principles of taxation. From the standpoint of ability to pay, the case
for a property tax rests largely upon imperfections in the taxation of income.
The preferred measure of income is a very comprehensive one.
Comprehensiveness is desirable to promote neutrality (economic efficiency);
if there is no escape from the tax, the tax is not a factor in economic choices.
This requires that all contributions to income—whether in the form of
money income, imputed income (i.e., nonmonetary benefits, such as the
value of housing services from owner-occupied housing), or increases in
assets values—be taxed alike. But this is not standard income tax practice, in
part for practical reasons. Whenever the flow of benefits from property
totally or partially escapes income taxation, equity (implementation of the
ability to pay approach) and efficiency concerns require that the asset which
creates the benefits be subject to the property tax. The value of the asset is
taxed because it represents the capitalized value of the stream of benefits.

An example may help to illustrate this notion. Suppose that Warren and
O’Leary each have wages of $30,000 and assets of $100,000; the only
difference is the form in which they hold their assets. Warren owns the
$100,000 home in which she lives, while O’Leary has a $100,000 bank
account. Both assets generate benefits, and an ideal income tax of the sort
discussed above would tax both benefit streams equally. In practice,
however, O’Leary’s bank account yields interest payments that are subject to
income taxation, while Warren’s house provides her with a nonmonetary
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stream of housing services that are not subject to income taxation. This
difference in income tax treatment produces a horizontal inequity that can
be redressed by property taxation. ‘

In general, the foregoing reasoning suggests that the case for property
taxation (or for relatively high property taxes) is strongest in the case of
owner-occupied residences, the benefits from which completely escape
income taxation. The inequity from the failure to tax the imputed value of
owner-occupied . housing services is exacerbated by the allowance of
deductions from other income of the costs of generating these tax-exempt
benefits—i.e., property taxes and mortgage interest.

Many argue that the property tax also is consistent with the benefits
principle of taxation. Here the point is that property tax revenues tend to be
used to finance local government expenditures—police, fire, sewer, water,
etc.—that are site oriented services benefitting local property owners, and
thereby increasing the value of their properties.

This argument, however, implicitly assumes that the benefits are
distributed across properties in proportion to their property tax liabilities
(and under the usual standard of tax uniformity, this implies benefits are
distributed across properties in proportion to market value). This, in turn,
implies that expenditure benefits are, in fact, capitalized in (add to) the
value of the properties. Thus, the property tax on two homes of equal value
and in receipt of equal service benefits must, for equity under the benefits
principle, be the same. Any tax nonuniformities tend to depart from the
theory underlying the benefits-received case for the property tax, as they
cause tax shares to diverge from benefit shares. Nonuniformities can arise
from either extralegal differences in tax treatment (e.g., assessment error) or
intentional differences (e.g., classification which exempts homeowners from
a portion of the tax with no comparable break for rental properties.)

The assumptions underlying the benefits principle may not be true for all
goods and services provided by local government. For example, the direct
benefits of education are not likely to be distributed across all properties in
proportion to property taxes, but rather according to the number of public
school children in the household. This does not suggest, however, that

“property owners without children in public school should be exempt from
the school portion of their property tax. Why? Because public education not
only provides direct private benefits to those attending school, but also
provides some indirect benefits to those living in the community. To the
extent there are such community-wide benefits, it follows that everyone in
the community should contribute to funding local public education.

WHO PAYS THE PROPERTY TAX?

Each year property owners pay local governments an amount equal to
their net property tax liabilities. This transfer of funds—from property
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owner to the local government—represents the initial burden of the property
tax. However, the property owner may be able to shift all or part of the net
property tax to others through changes in the prices of things sold and/or
purchased. This tax shifting may be either forward to users or backward to
suppliers. The ability of the property owner to shift the property tax will
depend upon both the type of asset taxed and market conditions. The type
of asset is important because the mechanism by which shifting occurs is
supply reduction, and the feasibility of this differs across asset clauses. In
any event, the ultimate burden (incidence) of the property tax is likely to
differ frequently from.the initial burden. ;
It is important at this juncture to clarify some of the language used here

and in subsequent property tax chapters. When discussing the distribution
of the tax burden, or the incidence of the tax, the tax liability is expressed in
relation to income. Alternatively, if the concern is with the tax liability in
relation to the value of the property, the appropriate concept is the effective
tax rate. The following example illustrates these concepts. From the example
it is clear that even though the effective tax rate is increasing (from 0.5% to
0.8%) as income and home value rise, the tax liability relative to income is
declining (from 1.7% to 1.0% of income). This tax would be regarded as a
regressive tax when measured against income. But some ambiguities are
present.

. CASES
' A B C
INCOME $11,250 $32,500 $60,000
VALUE OF HOME 40,000 62,500 70,750
Tax Levy, No Relief 1,227 1,922 2,373
Less: Deductibility 162 512 828
Classification 475 586 534
Homestead Credit 318 444 423
Circuit Breaker 83 -=0- -0-
Equals: Net Tax $ 189 $ 380 $ 588
Tex Basler et Tax 1.7% 1.2% 1.0%
Income
Effective Rate Net Tax
_— 0.5% 0.6% 0.8%
Home Value

In particular, the ratios of net tax to income and to home value are
affected significantly by the treatment of income tax deductibility of
property taxes, a provision that many may wish not to consider as a property
tax feature. While ignoring deductibility does not change the basic patterns
across the three cases—as income and home value rise, the net tax still falls
as a percentage of income and still rises as a percentage of home value. But
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in the tax-to-income comparison, the gap narrdws to a ratio of high-to-low
of 1.3:1 rather than 1.7:1; and in the tax-to-value comparison, the gap
widens to a ratio of hig'h-tq_-low of 2.2:1 rather than 1.6:1.

CASES
A B C
Net Tax Before Deductibility ' 3.1% 2.7% 2.4%
Income
Net Tax Before Deductibility 0.9% 1.4% 2.0%
Home Value

Is deductibility a property tax feature or an income tax feature? Both sets
of numbers may be useful, but in different circumstances. If dramatic
income tax simplification of the sort often proposed in recent years were to
be adopted, deductibility could be ended, or at least limited, without
touching the property tax; from this perspective, it seems preferable to treat
deductibility as a feature of income tax, not of property tax. Under current
law, deductibility is a fact of life that helps shape the distribution of any
state or local property tax increase or reduction.

The question of tax incidence is a very important consideration in shaping
tax policy. Many states have adopted property tax relief policies, at least in
part on the basis of a belief that the tax is quite regressive. Since the last
major Minnesota tax study and the advent of the Minnesota Miracle,
however, professional opinion on the distribution of property tax burdens
has undergone significant change. The basis for the change is outlined
below, and the upshot is that most economists now believe that the property
tax is substantially less regressive than previously was believed.

The entire tax, whether imposed initially on business or not, ultimately
becomes a burden on people (i.e., it reduces their real incomes). The
question is whether the burden falls on people in their role as consumers of
business products, in their role as suppliers of factors of production, or in
their role as the owners of the taxed properties. The answer no doubt is that
it falls on all these activities, with differences in market conditions
determining which activity bears the heaviest burden.

The property tax base includés a variety of property types—Iland,
improvements, and personal property. The assumptions about the potential
for shifting that portion of the property tax falling on each component
differ.

The supply of land is considered to be fixed. As a result of the fixed
supply of land, potential users need bid no more for the land than they did
before the imposition of the property tax. Indeed, since the owners of the
land must pay the tax, the increased tax will lead prospective land buyers to
offer less after the increase than before because the higher annual tax
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payment—to the extent it does not increase services to the property—
reduces the net return to land ownership. In this case, therefore, the initial
and final burden coincide and fall on the owners of land at the time of the
tax increase.

The tax on improvements and tangible personal property owned by
business is more complicated. Because the supply of improvements, unlike
that of land, is not fixed over time, shifting of the tax is possible. But the
nature of any shifting—forward to consumers or backward to resource
suppliers—and the degree to which it occurs will depend upon the nature of
the product and resource markets. Therefore, the outcome is uncertain and
may vary across properties. According to the traditional view, the property
tax on improvements is shifted forward in the form of higher rents. The
property tax is viewed as reducing the rate of return on capital
improvements, thereby slowing the rate of investment in taxed capital (e.g.,
new structures, rehabilitation, and maintenance). This restriction on supply
will continue until the after-tax rate of return is equal to the rate of return
existing before the imposition (increase) of the tax. Therefore, rents will
increase by the amount of the tax and the property tax on the improvements
will be shifted forward to the renter.

The renters or users of the improvements, in turn, may be able to shift the
tax either forward or backward. The ability of the business to shift that
portion of the property tax falling on improvements and personal property
depends on 1) the market structure of the industry, 2) the availability of
substitutes for the product, and 3) the degree of influence the firm has in
determining factor input prices.

As opposed to this traditional view of property tax incidence, a new view
starts from the premise that there is some level of property taxation that is
common to all types of property and all jurisdictions. The analysis treats
this portion of the tax as a uniform general property tax. For this level of
tax, the initial and ultimate burdens against coincide and fall on the owners
of capital since all forms of capital are subject to a uniform rate and there is
no nontaxed sector to which capital can be shifted.

The second dimension of the new view of property tax incidence is an
analysis of the effects of that portion of the tax which is not universal—i.e.,
a tax applied at different rates for different property types (e.g., commercial
vs. agricultural properties) and/or in different jurisdictions. It is argued
that, in response to these tax differentials, resources shift from high- to low-
taxed sectors in an effort to maximize the after-tax rate of return, much as in
the traditional analysis. The standard new view analysis, however, assumes a
fixed supply of capital in the aggregate; as this capital moves around in
response to tax differentials, therefore, the net return on all capital is
reduced by the tax (whereas the traditional analysis suggests capital out-
migration will take place until the after-tax return equals the before-tax
return).
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The differential tax rate feature of the new view can also be presented in a
spatial context. In this case the differential tax rates do not differ between
various sectors ({types of property) of the economy, but differ on a
geographic basis. That is, the situation is analogous to the case of a uniform
property tax levied at different rates in different jurisdictions. The high
interregional mobility of capital will equalize the after-tax rates of return to
capital in ventures of similar risk by reducing supply in high-tax regions and
increasing supply of capital in low-tax jurisdictions. In areas where the tax
rate is relatively high, taxpayers will have to pay high before-tax prices to
owners of capital, while the reverse is true in low-tax regions.

Also, because of the high mobility of workers, households, and shoppers
within any given metropolitan region, it follows that intraurban property tax
differentials will be borne by land owners in the form of capital losses. That
is, the movement of capital (workers, households, and shoppers) out of the
high-tax area depresses land values and rents because of the reduced
demand. If labor and capital are perfectly mobile, one would expect land
rents in the high-tax area to be reduced by the full amount of the tax.

In summary, the new view leads to a number of implications which extend
those associated with the traditional view. First, that portion of the property
tax common to all property across jurisdictions falls on the owners of
capital in the form of lower rates of return than would be expected in the
nontax situation. Second, in addition to their share of the average
nationwide property tax burden, property owners bear a portion of the
above-average tax rate differentials, particularly in urban areas. In those
areas with below-average tax levels, property owners tend to benefit from the
low taxes and, therefore, to be able to absorb some increase in taxes without
depressing their returns to investment below national norms. Third, that
portion of the property tax which is shifted to consumers is much less
important than believed according to the traditional view.

Table 9 expresses the ultimate property tax burden, under different
assumptions of tax shifting, as a percentage of annual income by income
class. Under the traditional view (middle column), the tax is regressive for
most of the bottom half of the income distribution and for the top 5%, but
most significantly for the bottom 25%. The pure new view conclusion that
the tax does burden capital income (last column), however, shows the tax to
be regressive only for the lowest 10%; beyond that, it is essentially
proportional until the upper fourth of the income distribution where the
share of income going to property taxes increases to 5.6%.

It should be emphasized that the new and traditional views are
complementary, not competing. If the concern is a change in the national
average property tax, the new view is most appropriate and leads to the
conclusion that the tax change is primarily borne by the owners of capital.
If, however, the concern is the relative change in a local property tax or
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differentials between sectors and/or regions, the traditional view provides
the appropriate framework for analysis focusing on the excise effects of
local differentials.

The incidence of the property tax on Minnesota homeowners is analyzed
in chapter 17. The findings of this limited analysis confirm the more general
national results. Specifically, the Minnesota property tax on homeowners is
regressive at the low end of the income scale and essentially proportional

TABLE 9
Alternative Estimates of the Incidence of the
Property Tax, by Income Percentiles, 1975

Effective rates of tax,
assuming property tax on
improvements is borne in

proportion to
Household Housing Income
income expenditures from
‘percentile? and consumptions capita.lb
0-5 11.4 1.8
5-10 .50 0.9
10-15 3.7 1.0
15-20 3.6 1.1
20-25 3.2 1.3
25-30 2.9 1.4
30-35 2.9 1.3
35-40 29 1.4
40-45 2.9 1.5
45-50 3.0 1.7
50-55 2.9 1.7
55-60 3.0 1.9
60-65 3.0 1.9
65-70 3.1 1.9
70-75 3.1 2.0
75-80 3.1 2.2
80-85 3.1 2.2
85-90 33 2.5
90-95 33 33
95-99 3.2 4.3
99-100 2.8 5.6
All classes® , 3.2 2.4

Source: Joseph A. Pechman, Federal Tax Policy. 4th ed. (Washington, D.C.: Brookings
Institution, 1983), p. 265.

2Ranked from low to high incomes. Income is defined as money factor income plus transfer
payments, accrued capital gains, and indirect business taxes.

bit is assumed that the property tax on land is borne by landiords.
CIncludes negative incomes.

dThe average burden of the property tax is lower because, under these assumptions, part of the
tax is borne by the tax-exempt sector and is not included in the household sector.
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through most other income categories. Deductibility of the tax from state
and federal income taxes makes the property tax more regressive.
Classification and credits offset the effect of deductibility and the circuit
" breaker makes the tax essentially proportional.

ENDNOTES

1. The state does tax the flight property of air carriers engaging in air commerce.

2. This is the net levy amount actually paid by property owners in Minnesota and -
does not include property tax liabilities paid to the local governments by the state
through the various credit programs.

3. US. Department of Commerce, Bureau of the Census, Governmental
Finances in 1982-83, Washington, D.C., Government Printing Office, October 1983,
Table 13. This figure represents state aid to local governments, which includes
property tax credits but excludes the circuit breaker refund.

4. In order to put the role of the property tax in a perspective vis-a-vis other
states, it is necessary to use data provided by the U.S. Bureau of the Census. Census
data is the most comprehensive set of standardized state/local financial data
available. Each state and local government has its own accounting convention so that
interjurisdictional comparisons are not possible without some standardization of the
data; census provides this standardization. Census revenue and expenditure
numbers, therefore, may not directly correspond to numbers prepared by a given
state/local government. One of the most important differences is that census uses a
broad definition of general fund revenues and expenditures. Thus, census numbers
indicate that property taxes are a smaller percentage of municipal own-source
revenues in Minnesota than do the general fund data prepared by the state auditor’s
office; the numbers are not comparable.

5. U.S. Department of Commerce, Bureau of the Census, Government Finances,
1982-83, (Washington, D.C.: Government Printing Office, October 1984, Table 5.)

6. Ibid.

7. U.S. Department of Commerce, Bureau of the Census, 1982 Census of
Governments, Volume 2, (Washington, D.C.: U.S. Government Printing Office,
February 1984, Table E.)

8. South Dakota, Pennsylvania, North Dakota, New York, New Hampshire,
Illinois, Hawaii, and Delaware.

9. In Minnesota, 0.2% of the net tax base was locally assessed personal property.
This amount included mobile homes and some personal property of public utilities.

10. Actual property tax collections usually do not grow as rapidly as implied by
the growth in market values, in part because assessments do not keep pace with the
growth in market values, and new exemptions and/or exclusions have the direct result
of reducing the base. On the other hand, property taxes can be responsive to
inflationary pressures, especially when assessments are made on a timely basis using
modern techniques. See David Greytak and Bernard Jump, “The Effect of Inflation
on State and Local Government Finances, 1967-74,” occasional paper #25, Syracuse
University, I975.
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11. This is the standard definition used in the economic literature of revenue
stability. Recently, Fox and Campbell have refined this definition by distinguishing
between the short- and long-run stability of tax revenue. They argue that the income
elasticity of a tax is an endogenous variable that varies over the business cycle, i.e.,
no consistent relationship need hold between short-run and long-run elasticities over
the business cycle. Given this view, a tax is regarded as being relatively stable if the
short-run elasticity rises during recessions and falls during expansions so that tax
revenues fluctuate less than income. See Fox and Campbell, “Stability of the State
Sales Tax Income Elasticity,” National Tax Journal, June 1984, pp. 201-12.

12. Because of the frequent changes in Minnesota’s property tax laws it is difficult
to isolate the change in property tax revenues due solely to economic growth. Staff
calculations for the 1975-78 period, a relatively stable period for the property tax,
estimated the income elasticity of property tax revenues in Minnesota was .73. In
general, the various components of the real property tax base have different income
(GNP) elasticities which, over the years, have been estimated to fall in the following
ranges: Nonfarm residential ranges from .8 to 1.2; nonfarm nonresidential, .5 to 1.8;
farm property .6 to 1.0; weighted averages for all real property .7 to 1.4. An income
elasticity of 1.0 indicates a proportional revenue source where the base increases at
the same rate as income, a value greater than 1.0 indicates an elastic revenue source
and a value of less than 1.0 indicates an inelastic revenue source..
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Property Tax Law and Administration

INTRODUCTION

Minnesota has the most complex property tax system in the nation. The
result is taxpayer confusion, misunderstanding, and distrust. Accordingly,
the purpose of this and subsequent papers is to unravel the threads that
intertwine to form the confused tapestry of property taxation in Minnesota.

The next section begins with a review of the process followed to determine
individual property tax liabilities. The following section discusses
traditional techniques used to value property and how they are employed in
Minnesota. A final section discusses differences in assessment quality across
counties in Minnesota.

DETERMINING PROPERTY TAX LIABILITIES

In Minnesota, local and county assessors, the county auditor, the
township, city, or county board of commissioners, the county treasurer, and
the Minnesota Department of Revenue all play vital roles in determining
individual property tax liabilities. This section briefly reviews the legal
responsibilities of each of these actors in the property tax system.

ROLE OF THE COUNTY ASSESSOR

Each county is required by law (Minnesota Statutes section 273.061,
subdivision 1) to have a county assessor, appointed by the county
commissioners and approved by the commissioner of revenue. The county
assessor estimates the market value of each property, assigns it a
classification, and multiplies the estimated market value by the percentage
set by law for its class. Thus, the assessed value. The market and assessed
values are determined as of a specific date. For example, assessed values
certified for January 2, 1984, serve as the base for taxes levied in 1984 and
paid in 1985. After the values are established, the assessor sends to the
owner of each property notification of its class and estimated assessed
value.

273
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Towns and cities often have the option of hiring their own town/city
assessor who is then appointed by the town board or city council. At
present, there are approximately 900 town and city assessors in Minnesota.
The duty of the local assessor (or the county assessor in counties with
county-wide assessment) is to view and appraise the value of all property in
his jurisdiction. The assessor must visit each parcel listed for taxation, and
estimate its market value at least every four years.!

The county assessor is required to

* maintain the assessment books provided by the county auditor;

e prepare and maintain all assessment cards, charts, maps, and other forms
prescribed by the commissioner of revenue;

® search each year for property, real and personal, which has been omitted
from the assessment roles and report all omissions to the county auditor;

* make all property classifications and assessments, based upon the
information reported to him by the local assessors or his assistants;

e view and appraise all property that may be too difficult for local assessors
to appraise;

e determine the eligibility for certain property tax credits from property
declaration cards used to apply for homestead, native prairie, and
wetlands credits; and

® act as a liaison between the commissioner of revenue and local assessors.

While the primary responsibility of the county assessor is to establish a
reliable estimate of the market value for each parcel of real property in the
county, this job is made more difficult by several additional administrative
responsibilities imposed on the assessor. For example, in addition to
estimating market value, the assessor is responsible for determining which
properties are homestead properties for purposes of classification. This
determination does not affect the assessor’s estimation of the property’s
market value, yet substantial time and effort may be required. Several pieces
of information not required to value the property may be required to
determine homestead-class eligibility. These include: (1) where the taxpayer
is registered to vote; (2) where the taxpayer has his mail delivered; and (3)
where the taxpayer’s children attend school; and (4) the address on the
taxpayer’s driver’s license.

The classification process can become even more complicated in the case
of a homestead property whose owner dies. To determine whether the
property maintains its homestead classification, loses it entirely, or gets a
fractional homestead classification, the assessor must determine: if the
house is only occupied by all the heirs; if the surviving spouse retains a life
interest and resides in the property; or what share of the heirs live in the
property so a fractional homestead could be extended according to the
extent of ownership of the heirs in occupancy.
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COUNTY VS. TOWNSHIP OR CITY ASSESSMENT

Any county in the state has the option of deciding that the assessment of
taxable property in the county will be done by the county assessor (section
273.052). Any election to exercise this option must be made by the county
board of commissioners by resolution. If such a resolution is adopted, the
offices of all township and city assessors in that county will be terminated
(section 273.055). Currently, thirteen counties have exercised this option and
have full county assessment of all property.

If the county board of commissioners does not exercise its option to
establish countywide assessment, individual townships and cities have the
option of contracting with the county assessor to assess the property in their
jurisdictions. The contract may or may not abolish the position of local
assessor. The township or city entering such a contract will pay the county
for these services so that, contrary to a countywide assessment system, the
cost of assessment comes out of the local levy, not that of the county. At
present, ten of Minnesota’s eighty-seven counties have responsibility for
assessing virtually the entire respective counties because of contracts with
individual local governments. In these cases, assessment is essentially a
countywide assessment system. ‘

Countywide assessment has several advantages over assessments by
individual local jurisdictions. The larger the assessment jurisdiction, the
greater the potential benefits from economies of scale—e.g,, the more likely
the jurisdiction is to benefit from computerized recordkeeping and/or
computer-assisted. assessment techniques. In addition, larger assessment
jurisdictions will have more comparable sales data available to use in the
valuation process. Also, a larger assessment jurisdiction is in a better
position to afford a full-time, professional assessor. The net result of
consolidating many small assessment jurisdictions with part-time assessors
into a single large jurisdiction may provide more uniform treatment of
property and, perhaps, more accurate assessments.

THE APPEALS PROCESS

As a result of 1984 legislation, the appeals process is explicitly laid out.
First, the aggrieved property owner must appeal the assessment to the local
board of review. The local board of review is composed of the town board in
each town, or the council in each city. The county assessor establishes a time
for the local board of review to meet sometime between April 1 and June 30
(section 274.01). The county assessor or a delegated assistant attends the
local board of review meetings and enters all changes made by the board in
the assessment books.

If the property owner fails to appeal the assessment or classification to the
local review board, he has no further avenues of appeal. Prior to the changes
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made in 1984, a property owner could bypass the local board of review and
appeal his assessment directly to the state tax court.

If the property owner is not satisfied with the decision of the local board

- of review, that decision may be appealed to the county board of
equalization. The county board of equalization is composed of the county
commissioners plus the county auditor or his delegate. The county board
may appoint a special board of equalization to fulfill its obligations. The
board reviews the classification and assessment of individual properties and
the aggregate value of each class of property. The board can make changes
in either the classification or the assessed value of individual properties;
however it may not reduce assessed values in the aggregate by mo_re than 1%
of the total value. v

The county assessor is then required to correct all the changes made by the
county board of equalization and send a copy of the corrected abstracts to
the commissioner of revenue to review in his capacity as the sole member of
the state board of equalization. The final list of all assessed values in the
county is then sent to the county auditor’s office.

While the assessors are determining the property tax base, local
jurisdictions are deciding on the type and level of services to be provided.
After deciding on service levels, local authorities prepare budgets reflecting
the cost of those services. When the budget is prepared, local officials
decide what portion of the budget will be financed by the local property
tax—subject, of course, to local levy limitations, when applicable. By
October 10, local authorities forward to the county auditor’s office the final
budget and the share to be financed by local property taxes.

The county auditor finally has both the list of properties in the county
and their assessed values and the local property tax levy amounts
determined by local authorities. By dividing the property tax levy by the
total assessed value, the auditor determines the mill rate necessary to
generate the required property tax levy. For each individual property the
auditor then multiplies the assessed value by the mill rate to calculate each
property owner’s gross property tax liability. The auditor also subtracts any
applicable credits to determine each property owner’s net property tax
liability. Finally, the auditor forwards the list of all properties and their net
tax liability to the county treasurer, who prepares the individual property tax
bills that are mailed to each property owner in January of the year the tax is
payable. Property owners can contest the amount of their tax liability in
district court or tax court until May 15 of the year in which the taxes are
payable. The first half of the property taxes are due by May 15 and the
second half are due by October 15. As the county treasurer receives the tax
payments from the property owners, the money is distributed to each of the
taxing jurisdictions.
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THE ASSESSMENT PROCESS

Section 272.01, subdivision 1, of the Minnesota Statutes provides that

All real and personal property in the state, and all personal property of persons
residing therein, including the property of corporations, banks, banking
companies, and bankers, is taxable, except Indian lands and such other property
as is by law exempt .

Real property includes “the land itself and all buildings, structures and
improvements or other fixtures on it.”2 For the purpose of taxation,
personal property includes “all goods, chattels, money and effects” plus
boats; all stock of nurserymen; public stocks and securities; shares in
foreign corporations; certain public utility personal property like water
mains, pipes, conduits and poles; and other items. (section 272.03,
subsection 2). Certain real property is exempt from property taxation by
statute including cemeteries; public schools, hospitals and colleges;
wetlands; native prairie; and other property in certain specified uses.
Similarly, Minnesota law explicitly exempts certain personal property
including all agricultural personal property (livestock, tools, implements
and machinery) and business personal property.3 ‘

The property tax is the only major tax whose base must be estimated,
rather than observed. Thus, by its very nature, the valuation of property is
subjective. Assessing property requires the talents of highly trained and
experienced personnel. However, since no two individuals have exactly the
same experiences, individual assessors differ in the weights they assign
different abstract factors—e.g., view, neighborhood quality—which may
influence the value of a particular property.

Since there is no objectively discernible, true market value for an
individual property, the goal of the assessor is to provide what can only be
_characterized as a best guess of what the property would sell for on the open
market at a given time. Innumerable studies document the variation in
assessed values which different assessors assign a specific property, many of
which may deviate significantly from what may be a consensus estimate of
true market value. Therefore, written procedures, establishing the
parameters or rules governing subjective judgments that an individual
assessor must make, will help reduce the variation in estimated market value
between different assessors. This would result in less variation in property
values, thereby minimizing some of the confusion on the part of both
practitioners and the general public. However, this can be attained only if
procedures are spelled out with a high degree of specificity.

The commissioner of revenue traditionally issued an Assessor’s Manual
for the guidance of assessing officials.* Vhile the commissioner does
provide frequent communications to county assessors addressing particular
issues that are of concern at that time, no formal Assessor’s Manual has



278 FINDINGS AND RECOMMENDATIONS

been published since 1977. One obstacle to regularly publishing such a
document is the frequent changes the legislature makes in the property tax
laws. For example, even though legislative leaders agreed in advance of the
1984 mini-session not to revise the property tax, the 1984 omnibus tax bill
contained thirty-six specific property tax changes. Previous legislatures have
been even more aggressive in modifying provisions in the property tax laws:
e.g., the 1983 legislature made 125 changes in the property tax law; in 1982,
sixty-seven changes; in 1981, eighty-one changes; and in 1980, seventy-seven
changes. To the extent that the legislature continues frequent alteration of
the property tax laws, it will be difficult for field assessors to obtain,
assimilate, and put into practice all of the changes necessary to perform
their responsibilities. This type of uncertainty results in confusion and
inconsistent application of the law, and, invariably, unequal assessments.

Whatever the exact provisions of assessment law, assessors generally
employ three common approaches to the valuation of property endorsed by
the American Institute of Real Estate Appraisers:

1) Cost approach—the current cost of reproducing a property minus
depreciation from deterioration or functional and economic
obsolescence;

2) Income approach—the value which the property’s potential net earning
power will support, based on a capitalization of net income; and

3) Market data approach—the value indicated by recent sales of comparable
properties in the market place.

Typically, each of these traditional approaches to valuing property is
applied to a specific, well-defined subset of property use types. However, as
the 1977 Assessor’s Manual recognizes, “. . . each approach to value, if
accurately carried out should give approximately the same answer (value).”
Thus, the other approaches should not be considered mutually exclusive;
rather, alternative valuation techniques may be used to verify the results of
the traditional approach of valuing each property type (commercial,
residential, etc.)

COST METHOD

The cost method is used frequently in the appraisal of new construction
and special purchase properties. Information is obtained from developers as
well as national sources and is used to estimate the cost of new construction.

In using the cost method, the assessor first determines the value of the
land by examining sales of comparable land. Next, the assessor estimates the
cost of replacing a building at the time of his reassessment based on the
available cost data. Thus, as construction prices increase or decrease, so will
the estimated cost of replacing a building. When applied to existing
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buildings, this replacement cost is depreciated according to the building’s
age and functional or economic obsolescence.

The loss from physical deterioration and functional obsolescence is the
estimated cost of curing curable defects or deficiencies plus the estimated
loss in utility and remaining useful life of the building, due to incurable
defects. In this approach, economic obsolescence is observed and estimated
according to the way it strikes the property. If a loss in rental income or
occupancy is the result, the extent of the loss in value is the capitalized loss
in income. Similarly, if excess space is the result of economic obsolescence,
this space is discounted down to its value for some other likely use. If a loss
in salability or desirability is the result of the economic influence, this loss is
measured by judgment based on comparison with properties that have sold.>

The first appraisal of property is made when there are any improvements
on the land as of January 2. At that time, it is appraised by the cost
approach and placed on the records at the percentage and placed on the
records at the percentage that its stage of completion bears to its estimated
full value at completion.

A comparison may also be made with the builder’s cost. In cases where
there is a large discrepancy between the two figures, an analysis is made of
the builder’s cost for reconciliation of the two figures. As construction
progresses; the property is revalued. The change in value reflects the stage of
building completion at the time of revaluation. When the building is
completed and occupancy has begun, it is again revalued—perhaps using the
income approach.

It is something of a misnomer to refer to “the” cost approach. Depending
on the property and the circumstances, the assessor may use the
reproduction cost approach, as outlined above, or the historical cost
approach. The reproduction cost approach values the current cost of
reproducing exactly the existing structure, less accrued depreciation. The
historical cost method produces an estimate of the improvement value by
determining the original cost of construction and applying trending factors
to that data. A third approach—replacement cost—may also be used. This
approach seeks to estimate the cost of replacing a structure with one that
would serve the function, but using current building technology and
materials.

INCOME METHOD

Generally, the income method is used to value investment properties, e.g.,
large and heavy commercial and industrial properties and apartments of
“more than four units. The income method may be applied in any of several
specific ways, but whatever the exact approach, determination of a
capitalization rate is necessary. A fundamental relationship involved in the
income method is:
value X interest rate = income.
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Thus, if one year’s information is representative, and if the going average
(market) rate of return on investment—i.e., the interest or yield rate—is
10%, a property costing $1,000,000 would have to produce at least $100,000
annual income to be an attractive investment [$1,000,000 x .10 = $100,000],
a lesser annual income would offer a below-market return.

This same relationship can be used to determine value when the market
interest rate and the (potential) income from a given property are known.
Rearranging the above equation, we have:

value = income/interest rate.

Thus, if a property can yield an annual income of $1.5 million, and if the
going interest rate is 12%, the value of that property is $12.5 million [$1.5/
12 = §12.5]. :

The application of the income approach requires information on income
and operating expenses for the property being valued. In some instances,
this information is readily available from schedules sent to the property
owner. In other cases, general income and expense information may be
obtained from standardized tables available to assessors. Both income and
expenses per foot may vary substantially depending on the type of property
being valued—apartment, retail store, warehouse, etc. In addition to
operating expenses, a vacancy factor and a bad debt expense are allowed,
which also may vary according to the type of business. A vacancy factor may
range from 2% to 10% for apartments whereas a 40% vacancy factor, or
‘higher, may be allowed for transient accommodations. Two expenses not
allowed as deductions are mortgage payments and depreciation.
Depreciation as such is not estimated by the appraiser because income
accounts for depreciation. All the appraiser must determine with refererice
to depreciation is the estimated remaining productive life of the
improvements so that allowance for capital recovery (depreciation) can be
made in capitalization rate. The federal accelerated cost recovery system
(ACRS) of 1981 has complicated the assessor’s work.

An examine may help to illustrate this process. A one-hundred-unit
apartment building renting each unit at $150 per month would generate
$180,000 gross income per year. Assume that 54% of the gross income is
allowed for expenses.® Assume also that this property has a 6% vacancy
rate. Thus, in this example:

Actual Gross Income = $180,000 x .94 = $169,200
Estimated Expenses = $169,200 x .54 = $91,368
Estimated Net Income = $169,200 - $91,368 = $71,832

The next step in the valuation process is to capitalize the estimated net
income at a rate of return prevalent in the market at the time of valuation.
Just as fluctuations of construction costs may influence the valuation of
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property under the cost method, market trends in the rate of return on
money invested, vacancy factors, rent controls, or other lease agreements
~and other variations in cost variables may influence the valuation of
property under the income method.

The mortgage equity technique is one means of calculating the interest
rates which reflects the return the mortgage holder and property owner
expect to receive. For the property owner, the interest rate must be high

" enough to compensate for the risk involved in the investment and at least
equal to the rate that could be received by placing the money in a guaranteed
savings account or long-term deposit. The interest rate, in other words, must
equal the investor’s opportunity cost of investing the capital in another
project of the same risk. Similarly, the lender will provide capital for the
mortgage only if the rate received equals the rate available from other
investments. of the same risk. One must be able to realize a rate of return
equal to or greater than the opportunity cost or the mortgage will not be
made. For example, if there were a 25% equity in the building, the
applicable interest rate would be determined as follows:

Mortgage: 75%  (amount of investment)
x 12% (opportunity rate of return equal to
what could be obtained in the long-

term bond market) = .090
plus
Equity: 25% (amount of investment)
x 10% (opportunity rate of return equal to
what could be obtained in alternative
investment, e.g., money market
account) - = .025
Interest Rate A15

There are two subjective factors which compromise the usefulness of the
estimates generated using the income approach. The intent of this approach
is to estimate the value of the property (land and permanent improvements),
as distinct from the value of entrepreneurial and other factor services used
along with the property to generate the observed level of net income. Ideally,
these other influences should be filtered out through use of property income
figures that reflect some norms, rather than actual outcomes for a specific
property; to do otherwise is to reward inept operation with low property
valuation and to penalize extraordinarily efficient operation.

The first source of error, then, is that where there is a significant variation
of managerial skill among property owners. The net income that a property
can potentially generate is a direct function of the entrepreneurial skill of the
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owner in combining factor inputs. A limited check on this source of income
variation is obtained by referring to the economic rent and expenditure
schedules discussed above. However, even this fails to acknowledge explicitly
and allow for differences in managerial skills. An additional check would be
an increased reliance on comparable sales, perhaps even if the sale does not
lie within the same assessment jurisdiction.

A second inherent weakness of the income approach is “goodwﬂl ” Two
motels of identical construction in similarly desirable locations may differ in
their income producing capacity simply because one is named Holiday Inn
and the other is named Economy Motel. 1t is difficult to place a specific
value on the extra income potential associated with an established brand
name.

COMPARABLE SALES (MARKET DATA) METHOD

The comparable sales or market approach to valuation involves a
comparison of the property being appraised with properties that have sold
recently in arm’s length sales—i.e., exchanges between a willing buyer and a
willing seller who are unrelated. All differences, minor and major, are
enumerated and evaluated according to the judgment of the appraiser. The
value of the property being appraised is thereby related to the prices of
comparable properties that have sold. Depreciation in this approach is not
measured by the appraiser. The result of his appraisal is market value in
which all depreciation has already been determined by the market itself.
This method is used generally for valuing residential and small apartment/
commercial properties. It is based on the principle that the value of a
property tends to be set by the cost of acquisition of an equally desirable
substitute property.

Minnesota law requires that a certificate of value must accompany the
deed or instrument of conveyance whenever the title to real property is
transferred. The certificate of value should be the amount of the full
consideration paid -or to be paid including any assumed lien or liens.
Beginning in October 1984, the certificates also are to contain data on
financing terms so that a cash equivalency price can be calculated for any
sales with creative financing. If the property being transferred or any
fraction thereof is exempt from taxation, the certificate should specify the
reasons for the exemption. The register of deeds or registrar of titles is not
required to record the certificate of value but is to forward two copies of it to
the county assessor. The assessor is to record the estimated market value and
the classification of the transferred property on both copies of the cemflcate
of value and then send one copy to the state.’

It should be noted that a certificate of value must be filed when a contract
for deed is recorded. According to the department of revenue, the
compliance with this provision of the law is very lax. As a result, nearly half
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the sales of residential property that take place are not listed, and, therefore
are not included as potential comparable sales.

To complete the process, comparable sales are examined to determine the
factors and trends which influence value. Appropriate units of comparison,
such as price per square foot of building, price per room, and price per
apartment unit may be employed by the assessor. The assessor may be
required to make adjustments to the comparable sales data based on the
factors and trends which influence or affect value. These may include
physical and economic conditions, location and time of sale, financing, etc.
The adjustments may be expressed on a lump-sum or percentage basis and
- are applied to the property under review.

It is essential to have a defensible mechanism for determining which sales
are arm’s length transactions and can be used as comparable sales. The
criteria for determining whether a sale should be classified as arm’s length
are often too subjective. As a result, a number of sales may not be classified
as such with little, if any, justification.

MEASURING ASSESSMENT QUALITY

Section 273.11 of the Minnesota Statutes requires that

All property shall be valued at its market value. In estimating such value, the
assessor shall . . . value each article or description of property by itself, and at
such sum or price as he believes the same to be fairly worth in money.

Market value, then, is the target for the assessor and represents the usual
selling price which could be obtained from an arm’s-length sale. Since the
actual market price is observed only when a sale takes place, the question
arises: How well does the assessor estimate the market value of property in
his jurisdiction? To what extent does the assessor’s estimated market value—
which is the product of the assessment process described above—reflect the
true market value as indicated by actual sales data?

One of the primary objectives in property tax administration is the
assessment of property in a uniform manner. It is important that uniformity
be attained not only among local property owners but also between taxing
districts since property valuations serve as a basis for:

1. tax levies by overlapping governmental units, i.e., counties, school
districts, and special districts;

2. determination of net bonded mdebtedness restricted by statute to a
percentage of either the local assessed value or market value;

3. determination of authorized levies restricted by statutory tax rate limits;
and

4, apportionment of state assistance to local governmental units, i.e., school
aid formula or local government aid formula.
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The consequence of nonuniform assessment is an unwarranted shift in the
tax burden elsewhere to the detriment of some property owners. An
equitable distribution of the tax burden is achieved only if built upon a
uniform assessment.

Uniformity. is obtained most easily where all properties are assessed at
their full market value. Full value assessment is preferred to the alternative
of fractional assessment for many reasons. Specifically, full value
assessment:

¢ reduces the possibility of sloppy, politically oriented, or corrupt
assessments, which may benefit particular property owners or classes,
since comparisons between properties can be made in a more meaningful
manner;

® increases uniformity, thereby improving the horizontal equity of the
property tax, so that similar properties face similar tax liabilities;

e eliminates ‘“‘undervaluation illusion” associated with fractional

~assessment that covers up the apparent inequities;

* promotes taxpayer understanding since the taxpayer is likely to be familiar
with market values in his particular area; and

¢ assigns political responsibility for increased property tax burdens to the
elected officials who set the tax rate, and allows the assessor to
concentrate on estimating full market value—a difficult task even when
unencumbered by political pressures associated with fractional
assessments. '

Because of its classification system, Minnesota relies heavily on
“fractional assessments” whereby different classes of property have
different ratios of assessed market value (e.g., Minnesota has three statutory
ratios of assessed value to market value for nonagricultural homesteads).
The result, however unintentional, is that the government creates a fiscal
illusion, or plays a fiscal trick, on the taxpayer—an outcome that violates
the goal of accountability in fiscal matters. This fiscal illusion occurs for
two reasons:

® Fractional assessments may lull homeowners into a false sense of well
being. For example, a person who knows his home is worth about
$80,000 may feel that he has no basis for complaint if his home is assessed
at $40,000—even though on average homes may be assessed at 40% of
market value. This illusion could be eliminated if assessments were at
100% of value (and the mill rate proportionately decreased); and

o Assessment errors are obscured. Under fractional assessment any error
seems smaller than it really is. If the assessment standard is 10%, for
example, a $60,000 house should be valued at $6,000; while a $500 error
might seem small (e.g., valuation at $6,500 instead of $6,000), it would
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!

amount to a $5,000 overstatement of home value, or more than an 8%
error. Similarly, any rounding carried out by the assessor becomes more

 significant under -fractional assessment. However, because these errors
seem small, they tend to go unchallenged.

ASSESSMENT/SALES RATIOS

In order to evaluate the degree of uniformity across properties and
jurisdictions, accurate and acceptable statistical measures are needed. The
technique most commonly used to measure -the degree of assessment
inequality is that of determining assessment/sales ratios, or the relationship
. of the assessor’s estimated market value to the sales price of a particular
property that sold. In Minnesota, if perfect assessment uniformity existed in
an area, the assessor’s estimated market value for a property that sold would
be 100% of the actual sales price, and no ratio would deviate from that level.
In practice, however, it has been observed that in most areas, the individual
assessment/sales ratios range from 50% - 120% of the sales price, or actual
market value. _

One important way of describing a group of individual assessment/sales
ratios for an area, or for a class of property, is by the use of averages.
Usually three averages are considered: the mean, median, and the aggregate
average ratio. These averages, or measures of central tendency, provide a
simple numerical description of how closely a group of individual
assessment/sales ratios approach the prescribed statutory level.

The assessment/sales ratio for an individual parcel of property sold is
simply the relationship expressed as a percentage between the assessor’s
estimated market value and the sale price. For each parcel of real estate sold,
the assessment/sales ratio is found by dividing the assessor’s estimated
market value by the full consideration paid. For example,

. Assessor’s ' Sale

Property Market Value Price Ratio
1 $ 20,900 $ 19,000 110.0%

2 28,500 30,000 95.0

3 22,950 . 25,500 90.0

4 33,200 41,500 80.0

5 31,200 52,000 60.0

$136,750 $168,000 435.0

The mean, or arithmetic average, is a measure of central tendency and
provides a simple numerical description -of a group of individual
assessment/sales ratios. The mean is derived by first computing the
assessment/sales ratio for each parcel sold, adding those ratios, and
dividing this sum by the total by the number of items.
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In the previous example the mean is 87%:

@ = 87 Mean

The mean is the most commonly used, easily understood average, but the
fact -that it may be substantially affected by one or a few extreme
assessment/sales ratios can lead to serious consequences. Only if the sales
data collected are accurate and representative should extreme individual
assessment/sales ratios be allowed to affect the average.

The median, like the mean, is a measure of central tendency used to
describe a group of individual assessment/sales ratios. The median is found
by arranging the individual assessment/sales ratios in order of magnitude
from highest to lowest, then selecting the middle ratio in the series. For
example, in the previous example, the median is 90.0 and given by the third
parcel.

The median, unlike the mean, is not so readily affected by an extreme
individual assessment/sales ratio. The median for a group of assessment/
sales ratios depends upon the position of items in the distribution rather
than their magnitude, therefore undue influence is not given to unusually
high or low ratios. This important feature is desirable due to the difficuity in
excluding sales that might, if all the facts were known, be discarded as
unusable.

The aggregate, or weighted average, is an alternative measure of central
tendency. This measure is computed by dividing the total assessor’s market
value for the properties sold by the total sales prices of those properties. For
example, from the previous example, total market value was $136,750 and
total sales value was $168,000 so the weighted average ratio was 81.4:

136,750
168,000

In the aggregate average ratio, unlike the mean, each property sold is
given a weight according to its sale price. Higher-priced properties, of
course, play a more important role than lower-priced properties in the
average so determined. This effect is justified if the sale of higher-priced
properties bear the same relationship to all properties in the sample as those
properties bear to all properties in the taxing district. Because of its
statistical properties, the aggregate ratio generally is accepted as the most
appropriate measure to be used in the equalization of aids.

Section 124.2131 of the Minnesota Statutes authorizes the equalization
aid review committee® (EARC) to review the assessed values of each school
district. If there is evidence that the estimated market values do not
accurately reflect actual market values, the EARC must direct the
department of revenue to adjust the estimated market values to offset
inequities in the assessment levels across the state.? The law, however, does
not specify the particular measure of central tendency that should be used to

81.4 Aggregate average ratio
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make the adjustment. In practice, the department of revenue computes all
three measures of central tendency and uses the mean to make. the actual
adjustments to estimated market values.

Performance of Minnesota assessors in valuing residential properties
(both homestead and nonhomestead, and including apartments with fewer
than four units) is summarized in Table 1. Only residential properties are
represented because they account for most real property sales and,
therefore, the ratios are most reliable for this type of property. Because of
the greater amount of sales for residential properties, it is often argued that
assessors can be expected to perform better in valuing such properties;
focusing on residential assessment performance, therefore, should place
assessors in a relatively favorable light.

While the standard is 100% assessment (i.e., Minnesota law requires that
the assessor’s estimate of market value be equal to full market value),
Minnesota counties’ average residential assessment level for 1982 (taxes
payable in 1983) ranged from 62% to 88%; the mean level for the eighty-
seven counties was 75% (Table 1, column 1). Attainment of any specific
standard is not likely, given the general rise in property value over time and
the fact that assessed value figures are for a particular date (in this case
January 2, 1982) while the sales data reflect prices paid in a later period.
Falling as far below the assessment standard as Minnesota counties have is
not unusual; still, the state reasonably could hope for somewhat better
performance.

DISPERSION OF ASSESSEMENT RATIOS

The second dimension of the quality of assessment that needs monitoring
is the degree to which actual assessment ratios are dispersed around the
measure of central tendency. For example, for any particular taxing
jurisdiction, the median assessment ratio may equal 1.0, indicating that the
estimated value of the median property exactly equaled its actual selling
price. However, this provides no information about the variation in the
other ratios in the jurisdiction: how closely clustered around the median are
the other ratios? The concern here is with the variability of assessment
ratios. While any of several measures is conceptually appropriate to measure
the uniformity of assessments, the coefficient of dispersion is perhaps the
most commonly used measure of assessment uniformity. It measures the
deviation of individual parcel ratios from the average ratio, as a percentage
of that average ratio. The higher the coefficient, the less uniform are the
assessments.

An example may help to clarify the nature of the coefficient of dispersion.
Presented below are data (also used in illustrating the sales ratio) for five
hypothetical homes that have recently sold—sales prices, estimated market
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values, assessment-sales price ratios (calculated), and absolute deviations of
the individual parcel ratios from the median ratio:

Absolute
Property Sales Price  Assessed Value = A/S Ratio Deviation
1 $20,900 $19,000 110.0% 20
2 28,500 30,000 95.0 5
3 22,950 25,500 90.0 0
4 ) 33,200 41,500 80.0 .10
5 31,200 52,000 . 60.0 30

. The assessment/sales ratio for each home is subtracted from the median
ratio, and the difference is recorded without regard to its sign (absolute
deviation from the median). These absolute deviations are summed and
divided by the number of homes in the sample (65/5 = 13). Finally, this
_ average absolute deviation is expressed as a percentage of the median ratio:
(13/90) x 100 = 14.4%. Thus, the value of the coefficient of dispersion in
this case is 14.4%.

The coefficients of dispersion—Ilike the assessment sales ratios—also
overstate the error in assessments because there is essentially no trending of
values. For example, assessments are established as of January 2, while the
actual sale could take place up to twelve months later. To the extent values
increased over that period, the actual sale will be more than the assessment
because the assessment is not inflated for time differences.

Just as Minnesota’s assessment performance is not out of line with
national experience with regard to average level of assessment, neither is it
out of line in terms of uniformity. The coefficient of dispersion for 1982
ranged across counties from under 11% to over 41%, and averaged over 19%
(Table 1, column 2). Nationally, the state average in 1981 was over 21%.10
While this figure compared with the Minnesota Department of Revenue
figure shows Minnesota assessment performance to be somewhat better than
the national“average, the national report shows Minnesota’s average CD to
have been above the national average, at 26.8%.!! A difference between the
state and the national exercises may help to explain their different results for
Minnesota: the department of revenue study pertains to the broad category
of residential property in 1982 while the census bureau study pertains only to
single-family residences in 1981.12

ENDNOTES

1. There is no formal requirement that the three-quarters of a jurisdiction’s
property not subject to onsight review in any one year have their values increased
each year. There is wide disparity across assessing jurisdictions regarding the manner
and extent of trending up values of properties not actually visible.
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2. At an early date, railroads were subject to a tax on gross earnings in lieu of
property taxes. Other kinds of transportation and communication companies are
also subject to gross earnings taxes. Similarly, the mining industry is subject to a
production and occupation tax, based on the quantity and value of ore produced.

3. A review of the Commerce Clearing House State Tax Reporter and the
Minnesota Statutes dealing with property taxation turned up no explicit language
exempting household personal property from taxation. Section 272.02, subsection
1(8) does provide a maximum $100 exemption for household property. The
Commerce Clearing House State Tax Reporter states that

“According to a December 19, 1980, communication from the Department of Revenue,
Property Equalization Division, the only property accessible as personal property are the
following categories: )

(1) Mobile homes (Section 273.13, Class 2a property);

(2) Structures on leased public (federal and state) lands, such as cabins constructed by
lessees of the public land (Section 273.13, Class 3 property);

(3) Structures on railroad operating rights of way (Section 273.32);

(4) Owner occupied residences on leased land or railroad lands;

(5) Real estate leased under Minnesota Statutes Section 272.01, Subdivision 2;

(6) Tools, implements and machinery of an electric generating, transmission or-

- distribution system or a pipeline system transporting or distributing water, gas or

petroleum products or mains and pipes used in the distribution of steam or hot or
chilled water for heating or cooling buildings, which are fixtures (Section 273.13,
Class 3 property); and

(7) Systems of electric, gas and water utilities.”

And that

“Notwithstanding this broadening of the exemption of personal property from tax, the
provisions of the law defining personal property, subjecting personal property to tax, and
specifically exempting only certain types of personal property from tax were not repealed
but remain a part of the property tax law. Therefore, where personal property is
concerned, caution must be exercised in reading and applying the provisions of the law.”

Representatives from the department of revenue said that household personal
property has been exempt by local option at the county level and that the 1984
legislature brought the language of the law into conformity with actual practices. No
specific legislative references were available at the time this draft was printed.

4. Commerce Clearing House State Tax Reporter, p. 2071.

5. Minnesota Assessors’ manual, 1977.

6. This is an estimate used for illustrative purposes only. In the absence of actual
expense data, the assessor must make a determination of the average costs associated
with each type of property so that a net income figure can be calculated.

7. Minnesota Assessors’ Manual, op. cit.

8. The committee is composed of the commissioners of education,
administration, agriculture and revenue. )

9. Because school districts are not coterminous with local government
boundaries (e.g., townships, cities, counties), different jurisdictions are responsible
- for assessing portions of each school district’s property base. The resulting
differences in assessment practices between school districts make it necessary to
conduct assessments/sales ratio studies in order to describe the variations in
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assessment levels to (1) ascertain prescribed statutory levies, and (2) permit
" compensating adjustments in state equalization aid.

10. U.S. Bureau of the Census, Census of Governments 1982, Vol. 2, Taxable
Property Values and Assessment/Sales Price Ratios (Washington, D.C.:
Government Printing Office, February 1984), Table 18.

11. Ibid.

12. Statistical analysis of the coefficients of dispersion in Minnesota counties was
undertaken using a model similar to one employed with Virginia data. [John H.
Bowman and John L. Mikesell, “Uniform Assessment of Property: Returns from
Institutional Remedies,” National Tax Journal, 31 (June 1978), pp. 153-63.] The
model did not perform as well with the Minnesota data. While it accounted for more
than two-thirds of the differences in Minnesota county CDs, only six of twelve
independent variable were statistically significant; the most important of these was
the assessment ratio. Other variables representing features of the Minnesota property
tax administration structure—e.g., county-level assessment rather than city, town, or
township assessment—generally were not significant. An exception was CAMA, a
dummy variable for computer-assisted mass appraisal, which was marginally
significant and, on average, helped to improve assessment quality. Simply using a
computerized records system, however, had no significant impact on assessment
quality.
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Direct Property Tax Relief

INTRODUCTION

Direct property tax relief directly reduces the tax bills for individual parcels.
Examples of direct relief include homestead exemptions, circuit breakers,
deferrals, and classification. Direct property tax relief reduces the tax bills
for individual property parcels but may not affect total property tax levies of
governments. In contrast, indirect property tax relief provides local
governments with alternative revenue sources, thereby permitting property
tax levies to be lower—and/or services to be higher—than they otherwise
would be. This chapter analyzes direct property tax relief programs in
Minnesota.

Minnesota provides direct property tax relief through three basic
approaches:

1. Classification alters the tax base by assessing different types of property
at different percentages of market value;

2. Credits make the net property tax bills that certain property owners must
pay less than their gross property tax bills; and

3. Tax refunds, of which the circuit breaker is by far the most important,
return (refund) a portion of the local tax payments to certain taxpayers.

The classification system is the first layer in the three-tiered Minnesota
direct property tax relief system; under it, the tax base is determined. The
assessed value adjustments under classification are, in effect, like partial
exemptions, and—as is generally the case with adjustments to the base—any
revenue loss is borne locally. The state, however, bears the costs of the credits
(paid to the local taxing units) and of the circuit breaker (paid to the
taxpayers). These programs are discussed below in the order listed here.

CLASSIFICATION
Within the category of real property, uniformity across the board was the
almost universal legal requirement for many decades; it continues to be the
standard in the majority of states, although twenty-one states plus the

District of Columbia have adopted real property classification. Among

291
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Minnesota’s neighboring states, only Wisconsin does not classify real
property for taxation; the other states, however, all have considerably
simpler systems than Minnesota’s.

Minnesota’s is the oldest real property classification system in the nation,
dating from 1913. It also is one of the most complex, if not the most
complex. In terms of the number of classes, Minnesota has no close rival—
though it is not clear exactly how many classes exist in Minnesota.

Persons familiar with the Minnesota property tax have estimated the
number of classes anywhere between twenty and seventy, in part because
some persons consider “classification” to include only the assessment level
differences, while others also include the differentiation introduced by the
various credits. But even under the traditional, narrower definition, it is not
clear how many classes exist. The Minnesota Department of Revenue lists
fourteen numbered classes but they appear as twenty-two entries. A second
approach, listing classification percentages, reveals fifteen specific
percentages plus a range of percentages (30 to 48.5) for “ ‘low recovery’ iron
ore” for taxes payable in 1984, but these fifteen percentages account for
thirty-four listings. )

Adding to the complexity inherent in the many classes in combination
with the system of credits is the frequency of change in classification
provisions. For example, from 1972 through 1984, the residential homestead
classification percentages were changed five times, including a change from
two to three percentage brackets beginning with taxes payable in 1981.
Classification percentages were changed four times for both agricultural
homesteads and agricultural nonhomesteads.

Most of the classification changes have reduced the tax base, and they

generally have favored residential and agricultural properties relative to

other classes. Effective rate differentials tend to create both equity and
efficiency problems; and as the differentials become larger, the cause for
concern tends to increase. To summarize:

Equity. Large effective tax rate differences between classes of property
are inequitable because people who own properties of equal value do not
pay equal property taxes.! Classification also reduces the base of the
property tax so that a higher tax rate must be applied to the remaining base
in order to raise a given amount of property tax revenue, causing properties
not receiving preferential treatment to subsidize the properties taxed at lower
percentages of market value.

Efficiency. When some property types or uses bear higher tax rates than
others, private economic decisions (investment choices) tend to be distorted
by the tax system.

PROPERTY TAX CREDITS

Property tax credits currently account for nearly three-fourths of the
state-funded direct relief—almost $622 million of $841 million for taxes
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payable in 1984. There are nine property tax credits. The credits and the

persons eligible to receive them are:

Credit
state school agricultural credit

wetlands credit
native prairie credit
reduced assessment credit

Eligibility
owners of farmland, timberland,
private vacation cabins

owners of wetland
owners of native prairie
blind homeowners, permanently

and totally. disabled homeowners,

owners of rental property

providing rental housing to senior

citizens and low- and moderate-
- income families

disaster credit owners of homesteads damaged by

disaster

owners of certified long-term use
agricultural land in the seven-
county metropolitan area

agricultural preserve credit

taconite tax relief credit and
supplementary taconmite tax relief

Iron Range homeowners, including
farm homeowners

credit

homestead credit homeowners, including farm
homeowners

power line credit owners of homesteads and

agricultural land

Based on preliminary data for taxes payable in 1984, nearly 85% of total
credits- go to homeowners (homestead properties), and most of the
remaining credits go to agricultural properties. Among the credit programs,
the homestead credit is by far the largest ($505 million out of $622 million).
The credit programs are described briefly below and are taken up in the
order in which they are subtracted from the property tax bill, as listed above.

STATE SCHOOL AGRICULTURAL CREDIT

Under the state school agriculture credit, a portion of the property tax
imposed by local school districts on agricultural properties, timberlands,
and certain seasonal-use cabins is paid by the state. The fraction of the tax
paid via the credit varies by the type of property and, within the agricultural
category, the size of the tract and its homestead or nonhomestead character.
The credit percentages for taxes payable in 1984 are shown below (changes,
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if any, adopted in 1984 for future years are shown in parentheses):

agricultural homestead: first 320 acres, 29% (33% after
. 1984); next 320 acres, 13% (15%
after 1984); and acreage over 640,

10%.
agricultural nonhomestead: first 320 acres, 13% (15% after
 1984); acreage over 320, 10%.
timberland: ‘ 10%
‘cabins: | 13% (15% after 1984).

It is said that the properties favored by the state school agriculture credit
otherwise bear taxes that are high, relative to the costs that these properties
impose on the local schools. Thus, the program seeks to make local school
taxation better accord with the benefits received (or costs imposed) notion
of tax equity. The relative relief percentages within the state school
agricultural credit program are not consistent with this: agricultural
homesteads receive much more favorable treatment than nonhomesteads
even though the number of children per acre probably does not differ
systematically between these farm types; eligible cabins and timberlands
legally cannot add to local school enrollments, yet they receive relatively
small tax reductions and, all other types of property that do not contribute
directly to school enrollments—e.g., commercial and industrial—receive
absolutely no school tax reduction.

More basic, however, is the question of whether such emphasis on the
benefits principle is desired; various considerations often rule out reliance
on user financing.

WETLANDS AND NATIVE PRAIRIE CREDITS

The wetlands and native prairie credits, two separate programs adopted in
1980, are so similar that they are considered together here. Ownership of
either wetlands or native prairie lands that meet certain size and locational
criteria gives rise to these credits. Because both these types of land are
exempt from property taxation under other legal provisions, the credit
offsets taxes on other, taxable land. The stated intent is to give incentive for
the preservation of such lands beyond that provided by tax exemption of
those lands. :

Thus, one criterion for wetland and native prairie credits is ownership of
other, taxable land in the same or adjacent parcels in the case of wetlands;
native prairie land can be removed from the other land by as much as two
cities or townships. There must be at least one acre of tax exempt wetlands
to be eligible for the credit, and the minimal tract of native prairie land
eligible for the credit program is ten acres.
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Public subsidy for the preservation of wetlands and of native prairie lands
" may be warranted by public values and preferences, but the current subsidy
varies directly with the market value of tillable farmland and tends to be
higher in areas closer to population or where farmland is more productive, a
pattern that may not reflect differences in public benefits from preservation.
Moreover, the requirement that owners of wetlands and of native prairie
lands also own other taxable lands (either adjacent or relatively close by)
suggests—rather implausibly—that there is less public benefit from
preserving wetlands or native prairie lands that are owned by persons who
own no other land in the same vicinity.

REDUCED ASSESSMENT CREDIT

The reduced assessment credit, also adopted in 1980, simply provides a
different approach for an earlier policy. Prior to 1981, similar property tax
relief was provided solely through assessed value reductions, with costs
borne locally. Now, local taxing units receive the gross property tax amounts
based on the higher standard assessment percentages, while the net taxes
‘paid by the favored properties’ owners still are based on the lower
percentages; the difference is the credit amount which is paid by the state.

This credit is to provide lower property taxes for selected disabled
homeowners and for owners of certain apartments that are rented to the
elderly and/or low- and moderate-income families; in the case of the
apartments, the intent clearly is to reduce the rent paid by the tenants, and
not simply the landlords’ property tax bills.

Homestead provisions. The homestead provisions are applicable to
homeowners who are legally blind and those who are permanently and
totally disabled. For the blind and for permanently and totally disabled
veterans, there are no income constraints on credit participation; for the
permanently and totally disabled who are not veterans, however, credit
eligibility is restricted to those who are unable, because of their disability, to
earn enough to support themselves and who receive at least 90% of their
income from certain state or federal payment programs.

Apartment provisions. The apartment provisions are complex because
of different treatments for buildings that differ by financing, location, and/
or age; some of these differences have been introduced by recent legislation.
To qualify for the reduced classification ratio, the apartment building must
(1) be either a limited- or a nonprofit operation, (2) be financed by certain
state or federal loan programs, and (3) provide rental housing to the elderly
or to certain low- and moderate-income families.

The reduced assessment credit provisions pose several policy questions.
For example, is it appropriate that the tax relief be needs-tested for one
group of disabled homeowners while it is not for another subset of the
disabled population? This tends to create horizontal inequities; persons with
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the same disabilities (though perhaps with different causes of those
disabilities) and the same incomes will receive different property tax credits
based on the sources, rather than the amounts, of their incomes.

More fundamentally, is this credit program needed? The department of
revenue states that the targeted groups “. . . have less ability to earn income
and pay the costs of [housing] . . . .’ Why rely upon imperfect proxies for
. "diminished income potential, when income itself not only can be observed,

but-is observed and is the basis for property tax relief under the circuit
breaker program? The circuit breaker program, which includes renters as
well as owners, would seem to make the reduced assessment credit
redundant.

DISASTER CREDIT

The disaster credit provides tax relief for homeowners whose homes have
been damaged by a disaster—fire, flood, tornado, etc.—that results in a
local declaration of emergency and/or the local area being declared a
disaster area by certain federal officials. The program was adopted in 1982;
1984 legislation sets requirements as to (1) the average amount of home
damage and either (2a) the number of homes damaged or (2b) the fraction
of aggregate market value destroyed by the disaster.

For the credit determination, the market value of the damaged home is
estimated both after disaster struck and before. Each is weighted by the
appropriate fraction of the year to arrive at the adjusted estimate of market
value. The excess of the local property tax based on the initial value estimate
and the tax based on the weighted average of the before- and after-disaster
values is the amount of the credit.

The problem addressed by this credit, unlike the credit itself, is not
restricted to homestead property. Owners (and/or tenants) of damaged
nonhomestead properties are left to bear property tax on the full, predisaster
values of their properties for the fraction of the year after the disaster, even
though their property income probably will have fallen.

AGRICULTURAL PRESERVE CREDIT

The agricultural preserve credit is a tax reduction program intended to
encourage farming within the seven-county Twin Cities metropolitan area.
Participation in this program requires a total of at least forty acres in parcels
of at least ten acres each, although a single parcel of at least twenty acres can
participate if it is bordered by eligible land on at least two sides. Unlike most
of the other credit programs, however, relief under this one is not automatic.
Local government has to certify that the land in question is long-term-use
agriculturab land, and the owner has to establish a restrictive covenant to
keep the land in agricultural use for at least eight years.
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There is reason to question the effect on the decision to convert land from
agricultural use of the several types of agricultural tax relief. Those
requiring restrictive land use agreements, however, are the most likely to
succeed in the preservation objective. a

TACONITE TAX RELIEF CREDIT

The taconite tax relief credit, adopted in 1970, is the second oldest of the
credits. This credit is to benefit Iron Range homeowners, including farm
homeowners, in designated “taconite tax relief areas.” A ‘“supplementary
taconite tax relief credit” adopted in 1980 provides identical benefits to two
specific Iron Range school districts that do not meet the exact criteria for the
basic credit but that are said to warrant the same relief. '

The taconite tax relief credit is funded by proceeds from the state taconite
production tax. This tax is in lieu of property taxation. The rationale for the
taconite tax relief credit is summarized as follows: )

Taconite productién companies do not pay property tax on land which they are

actively mining and on land and buildings where their production facilities are"

located. As a result, Iron Range communities must make up for the absence of the
substantial property tax revenue they would receive from the taconite companies—
if the companies were not exempt from the property tax—by imposing a property
tax on homeowners which is substantially higher than the property tax of
homeowners of most other communities in the state. The taconite tax relief credit
is intended to reduce the yearly property tax bills of Iron Range homeowners to
rough;y what the bills would have been if the taconite companies did pay property
taxes. ' )

The relief provided by this credit is equal to 66% of the property tax for
homes located in a city or a town, and 57% of the property tax for homes
not in a city or a town. In each case, there is a statutory maximum credit,
with a maximum outside cities and towns set $55 below that for cities and
towns. Both maximum rates rise automatically by $15 per year; they are
$475 and $420 for taxes payable in 1984.

‘There is logic to the notion that the state should make up local revenue

losses that result from state policies—in this case, the property tax -

exemption of taconite production and mine properties. The state-provided
relief, however, is too narrow; the above rationale logically extends beyond
homesteads to every other type of taxable property. Also, the taxes on
homeowners and agricultural properties in the Iron Range enjoy larger
reductions than those in other parts of the state, with the level of net taxes in
the region being relatively low.

HOMESTEAD CREDIT

The homestead credit, the oldest and the largest of the credits, is deducted
after all other credits (although 1984 legislation places the taconite credit
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after the homestead credit in future years). It is equal to 54% of the
(remaining) gross tax, up to a relief maximum of $650.

The homestead credit is available to all homesteads, including farm
homesteads of unlimited acreage. The tax on only the first 240 acres of a
farm homestead was considered in calculating homestead relief prior to 1983
legislation. But at the same time that the coverage of agricultural homestead
taxes was extended, nonagricultural homestead coverage was made narrower
by limiting relief to the taxes on the first $67,000 worth of market value.
These changes tend to increase the net tax differentials that exist between
agricultural and nonagricultural properties and between relatively high-
valued homes and less-expensive homes.

The objective is to reduce by a large amount the property tax bill of every
homeowner by providing a property tax credit which is subtracted from the
homeowner’s property tax bill. Also, the homestead credit reduces low and
moderate property tax bills by a greater proportion than high property tax
bills.

In addition to the obvious effects of this credit on the interclass
distribution of the property tax impact, it may stimulate growth of the
public sector in the various areas of the state. Due to the high relief
percentage within the $650 homestead credit maximum, an additional $1 of
local tax on a home not yet at the maximum will cost the homeowner only
46 cents; the state as a whole will pick up the other 54 cents. This provides a
substantial incentive for local residents to tend to support local budget
expansion. For homeowners already at the $650 maximum, another $1 of
local tax will cost the homeowner the full $1, and approval of further local
budget increases is less likely.

Applying the credit to the first “X” dollars of the property bill makes
inefficient use of state aid dollars. Aid goes to relieve property tax bills in
areas that have relatively low effective taxes while less relief goes to areas
with higher effective tax rates. In general, millage rates are highest in cities
and the percentage of homeowners affected by the $650 maximum is larger
in cities than in rural areas. Some city supporters argue that the result of this
state policy is to make it more difficult for cities to get tax increases
approved.

POWER LINE CREDIT

The power line credit reduces the property tax bills of owners of
homestead and agricultural properties over which a high voltage power
transmission line passes, provided the line was constrycted after June 1974.
Funding is equal to 10% of the property tax on the power line. The fraction
of the credit for any given property is equal to the percentage of the total
length of the line in the county that passes over that property. Prior to 1982,

- T ——————
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when the credit became effective, the utility companies made direct
payments to the property owners.

The logic of this credit is not clear. A newly constructed line, as opposed
to an existing line, could reduce the value of the property over which it
passes; but if such construction does not occur over an existing easement,
the rights to run the line presumably would have to be bought. Thus, the
owners of the properties crossed by the power line should aiready have been
compensated. Moreover, the extent to which the power line diminishes the
value of the properties should be reflected in the appraised and assessed
values and result in lower property tax liabilities.

REFUND PROGRAMS

In addition to classification and property tax credits, the State of
Minnesota also provides some property tax refunds.

CIRCUIT BREAKER

The circuit breaker is the largest and oldest of the refund programs and its
benefits accrue to homeowners and renters alike. Of the $178 million of
benefits paid in 1984, $100 million went to renters. The renters’ share is
larger in part because renters tend to be more concentrated than owners in
the lower income levels and because other property tax relief programs
benefit homeowners.

The objective of the circuit breaker is to provide relief from property taxes
in relation to income—the percentage of relief falls as income rises to an
income ceiling. Minnesota, like virtually all circuit breaker states, relates
property taxes to a broad income? measure, rather than just taxable income,
to determine benefit amounts.

How it works. Renters with household income below $40,000 may be
eligible for a circuit breaker refund; because homeowners receive a
homestead credit, they may be eligible for a refund if income is $32,500 or
less. (If there were no homestead credit, the $40,000 income limit also would
apply to homeowners.)

Eligibility depends on the amount of property tax paid as a share of
income. For any income the amount of relief increases as the amount of tax
increases, although a maximum amount of relief is available at each income
level.

For homeowners, the program works in stages that proceed as follows:

¢ First, the homeowner pays a share of the tax (e.g., the first $70 for
households with incomes of $7,500).

® Next, the state pays a share up to a limit (e.g., the state pays the next $70
for the $7,500 household).
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e Any remaining tax is shared by the state at a rate ranging from 95% to
50%, depending on income. There is a maximum amount available at
each income level (e.g., at $7,500 income, the state pays 88% of the tax
over $140 or 95% for senior and disabled households up to a maximum
credit of $1,125).

e The homestead credit previously granted by the state is subtracted from
the total relief allowed. The remainder is refunded to the taxpayer.

e For seniors and disabled persons, the refund works the same way except
that for taxpayers under the maximum, the state pays a larger share of the
tax at income levels between $5,000 and $27,500.

For renters, the refund works in the same way except that the property tax
attributable to the housing unit is treated as their share of the property tax
paid. No credits are subtracted in determining the circuit breaker refund to
renters.

For taxes paid in 1983, circuit breaker forms had to be filed by August 31,
1984. Claims for relief filed before that date were paid in August. Circuit
breaker relief for 1983 taxes is charged to the state budget for FY 1985. -

Evaluation. The present circuit breaker fails to serve the goals of
simplicity, equity, and neutrality. The circuit breaker, operating with or
without the homestead credit, can continue to provide substantial amounts
of property tax relief. However, there are problems as it applies to both
renters and homeowners.

Under the renter provisions of the circuit breaker, many renters receive
more relief than owners with comparable income for the same personal
outlays for property taxes. This happens because all property taxes assessed
against a rental unit are attributed to the renter in providing circuit breaker
relief. In fact, part of the tax is passed on to the renter but the rest is borne
by the owner. Ideally, tax relief should be provided only for the part of the
tax actually passed to renters.

There are four fundamental problems with the present circuit breaker as it
applies to homeowners:

" » Tax relief is positively related to property wealth—at a given income level,
ownership of more property often means more tax relief. Thus, the
program subsidizes people who elect to spend larger shares of their
income on taxable property.

e Taxpayers have different net ‘“tax prices,” i.e., they pay different
percentages of new tax assessment. This result is due to the caps on the
circuit breaker at each income level and to some internal bumps in the
circuit breaker design. Taxpayers experience abrupt increases in tax
burden as their liabilities pass beyond the caps.

¢ Taxpayers have different incentives to vote for property tax increases since
the taxes paid for new public services are different.




. Property Tax Relief 301

e The circuit breaker system is complex, with part of the complexity
contributed by its interrelationship with the homestead credit. Without
the homestead credit, the system continues to be unnecessarily complex

and none of the three problems above are relieved; some problems are .

exacerbated. ;

To illustrate these issues, consider a 10% increase in mill rates; this
increase will lead to a 10% rise in gross property tax bills. If the property
taxes originally were 1.5% of market value, they should now be 1.65% of
market value for all homes or 0.15% more across the board. Thus, the gross
tax increase is: '

$ 30 for a $ 20,000 home
$ 60 for a $ 40,000 home
$ 90 for a $§ 60,000 home
$120 for a $ 80,000 home
$150 for a $100,000 home
$180 for a $120,000 home
$210 for a $140,000 home

We might expect the circuit breaker to soften this increase for lower-income
owners of lower-valued properties so that, for example, for a low-income
household the net extra tax could be distributed as:

$ 10 for a $ 20,000 home (.05 % of home value)
$ 30 for a $ 40,000 home (.075% of home value)
$ 60 for a $§ 60,000 home (.10 % of home value)
$100 for a $§ 80,000 home (.125% of home value)
$140 for a $100,000 home (.14 % of home value)
$180 for a $120,000 home (.15 % of home value)
$210 for a $140,000 home (.15 % of home value)

In practice, however, at a constant income level, the circuit breaker and
homestead credit can produce results very different from these. Choose
$25,000 income for an example. The following distribution of net marginal
taxes can result:

$ 16 for a $ 20,000 home (.08% of home value)
$ 32 for a $§ 40,000 home (.08% of home value)
$ 41 for a.$ 60,000 home (.07% of home value)
$ 55 for a $§ 80,000 home (.07% of home value)
$ 52 for a $100,000 home (.05% of home value)
$140 for a $120,000 home (.12% of home value)
$210 for a $140,000 home (.14% of home value)

This problem of varying net marginal tax rates is not relieved by eliminating
the homestead credit. Figure 1 illustrates how marginal taxes are distributed
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after the circuit breaker adjusts to removal of the homestead credit.
Taxpayers with income/home-value combinationsin Regions I, I, and V of
the figure will pay a fraction of tax increases with the fraction varying for
different income/home-value-combinations.

To interpret the figure, choose any household income level—again,
$25,000 is a good illustrative value. Draw a vertical line beginning at
$25,000 on the income axis. Households will pay 100% of tax increases if
they own homes valued at less than $22,500 or more than about $100,000.
Households in homes valued between $22,500 and $45,000 will pay 0% of
any tax increases. Owners of homes worth $45,000 to about $100,000 will
pay 35% of gross mill rate increases; the circuit breaker picks up the rest of
the local tax increase.

The different net tax rates create nonneutral incentives to vote for or
against local property tax increases. Taxpayers in Regions I, II, and V will
pay 100% of gross tax increases and have relatively great pocketbook
incentives to vote against additional funding for local public services.
Taxpayers in Region IV will pay some of the gross tax. As you move to the
left on this chart in Region IV, the taxpayers’ tax price gets smaller and
these households have more incentive than others to vote for higher taxes.
In Region III, the state pays 100% of property tax increases and these
taxpayers have every incentive to vote for new public services that will be
free to them. At an effective tax rate of 2%, as depicted in the figure,
Region III includes many households with mid-range incomes ($25,000 to
$38,000) and slightly-below-average-value homes ($40,000 to $60,000). For

FIGURE 1
Distribution of Marginal Tax Rates Under the
Circuit Breaker with No Other Credits
(assumes effective tax rate of 2% credit before circuit breaker)
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Source: Glenn Nelson, University of Minnesota (St. Paul) and Resources for the Future
(Washington, D.C.), November 1984.
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the figure the state pays 80% of the tax bill for households with about
$15,000 or less income and very little wealth, for households with home
values up to $30,000 and no income, and for households on or below the arc
joining these two points. The next arc defines the region of 60% PTC; these
are households with income/wealth too IF:ge to qualify for 80% relief but
on or beneath the next fractional boundary. h

In the figure, households with up to| $50,000 income and low-valued
homes could get some relief; households with $120,000 homes and no
income could also qualify for some relief. In general, the fraction of relief
falls as wealth increases and as income increases.

Decisionmakers may want a separate relief program for renters.
Alternatively, renters can be viewed as having income but no wealth; they
can receive relief according to the intersections on the income axis. Thus,
renters with household incomes of $15,000 or less would receive 80% relief
from the property tax component in their rent and so forth.

FIGURE 2
Example of One Design for the Property Tax Credit System
Percentage of Property Tax Bill Paid by the State
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The same PTC can be usedNto determine tax relief for agricultural and
nonagricultural homesteads wklcre the agricultural homestead is considered
to be the residence and one acre. If the decisionmakers feel that
homesteaded owners of agricultural land should be given additional relief,
that fraction of relief could be c%letermined separately through this program.
For example, suppose a farm household has income of $15,000, a home on
one acre valued at $30,000, an“'d $100,000 of additional agricultural land.
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