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Preface

In creating the Minnesota Tax Study Commission, the governor’s executive
order called for “a systematic and learned review of economic and tax

policies” that would “provide goals

d directions for Minnesota into the

twenty-first century.” That charge not only set the tone for the tax study, it

also led to an early commission deci

sion to document its findings and

explain the reasons for its final policy recommendations. It was of critical

importance to base those findings and
respected body of research.

recommendations on a reliable and

Accordingly, the commission engaged the services of several technical
experts to prepare a series of research ﬂapers on a wide range of state/local
tax and revenue issues. The result is this set of nineteen papers targeted to

the reader who is looking for the detail

the policy-directed papers in Volume I

and analysis that provide a basis for

Their work will be of interest to academics, tax practitioners, and policy
analysts outside as well as within Minnesota. Although each of the nineteen
papers addresses a specific Minnesota tax or fiscal issue, the study approach
is general and, therefore, readily transferrable to other states and localities.
In their papers the authors not only provide a framework and methodology
applicable to similar fiscal issues in other jurisdictions, but they also present

their analysis within the context of the
characteristics of a state’s economy. Mg
volume provide applications of econc
instances, for the first time) to specific s
is well-suited to serve as a case-study

overall structural and demographic
reover, because several papers in this
mic theories and models (in some
tate and local fiscal issues, this book
text supplement to an upper-level

undergraduate or graduate course in public finance.

As in any book of this nature

, the list of persons deserving

acknowledgment for their help and advice is a long one. Many of these
people are recognized in the first volﬁme of this report and again in the
following pages. For our part, we want to make 2 special mention of our
colleagues on the staff of the Minneso}ta commission, and to those groups
that funded the publication of this report—the Dayton Hudson Foundation,

|

the Minnesota Bankers Association, and Minnesota Wellspring.

Robert D. Ebel
St. Paul, Minnesota

Therese J. McGuire
Stony Brook, New York

xi
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Background
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Long-term and Cyclical Change
in the
Minnesota Economy

Lisa A. Roden

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. Accordingly, the purpose of this paper is to lay
out the demographic and economic forces that have been and are shaping
the tax policy environment in Minnesota. By bringing an awareness of these
forces to bear on the policymaking process, it is possible to design a tax
(revenue) system that flows with and ‘“captures” the fiscal benefits of
economic change. \

This paper begins with a brief overview of the structure and growth of the
Minnesota economy over the past twenty years. It then uses “shift-share
analysis” to identify the long-ternln employment growth trends in
Minnesota’s economy vis-a-vis the naJtional economy. Third, it examines
how the state-economy performed duri‘t‘g the cyclical downturn of the early
1980s. Finally, it considers the tax revenue implications of the long-term
trends in the state economy.

THE MINNESOTA ECONOMY: AN OVERVIEW

Population. At 4.1 million inhabitants in 1980, Minnesota ranks twenty-
first among the states in terms of popﬁlation size. Although it grew slower
than the nation during the 1970s (7.1 % compared to 11.5% nationally), it
was the fastest growing state in the t\*elve-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 cEncentrated within the Minneapolis-
St. Paul metropolitan area. In 1980, about one-half of all Minnesotans lived
within the seven-county metropolitan jarea. A less apparent feature of the
state’s settlement pattern is that about jone-third of its population resides in
rural areas, and that is significantly higher than the national average (26%).
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During the 1970s, it is estimated that slightly more people moved into
Minnesota than moved out, thu@ reversing a thirty-year trend of net
outmigration. About half of the state’s in-migrants and out-migrants came
from and went to other north |central states. However, most mobile
Minnesotans did not leave Minnesota. About 81% of the 1.7 million
Minnesotans who changed their residence between 1975 and 1980 moved
within the state. This propensity to move locally is higher than the national
figure (75%). Moreover, three of e\"ery four Minnesotans in 1980 were born
in the state, a figure also well abo+e the national average (64%).

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

capacity to employ its people.

!
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 employment by major industry group varied
-from the national pattern by less than 2% in nearly all sectors. However, the
state is not a scaled-down replica of the national economy. Agriculture is
twice as important to Minnesota, even though it is declining as a share of
both state employment and earned income. Professional services and certain
durable manufacturing industries, such as nonelectrical machinery,
fabricated metals, and scientific instruments, are also of greater importance
to the state economy.

Growth. Minnesota has generated jobs faster than most of the north
central states and the nation as a whole. Between 1969 and 1982,
employment increased by 26% in Minnesota compared to 22% nationally.
The state also outpaced the national economy in terms of real earned-
income growth, with state earnings

(adjusted for inflation) rising by 16.2%
compared to 14.8% nationally over the thirteen-year period (See Tables 1
and 2).

Shift to Services. Like the nat
based economy. During the 1969-82
earnings was dominated by the serv
and retail trade; services; financ
transportation, communications
‘government. By 1982, nearly three

on, Minnesota is shifting to a service-
period, state growth in employment and
ice-producing industries, i.e., wholesale
e, insurance, and real estate (FIRE);
, and public utilities (TCPU); and
fourths (72%) of the state’s workforce
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Economic Change in Minnesota
TABLE 1
Minnesota and United States Employment Growth by Sector
1969, 1979, and 1982
Minnesota United States
1969-79 1969-82 1969-79 1969-82
Industry 1969 1979 1982 % Change % Change % Change % Change
1
Farm Proprietors 132,564 121,093 119,689 8.7%) (9.7%) (13.3%) (14.6%)
Farm Wage and Salary 25,583 30,898 28,404 20.8 1.1 6.6 - 6.6
Agricultural Services/ 3,269 7711 8,916 135.9 172.7 82.4 1045
Forestry/Other
Mining 14,484 17,099 10,564 18.1 [PXR)] 52.2 80.6
Construction 67,187 82,788 59j:0! 23.2 (11.0) 25.4 6.7
Manufacturing 330,556 380,451 345955 15.1 4.6 4.1 (6.9)
Nondurabie 138,742 146,820 139, 5.8 0.2 ©.1) (6.5)
Durable 191,814 233,631 206,878 218 7.8 7.0 7.2)
Transportation, Communica- 84,568 100,400 .9332 18.7 10.9 15.1 14,1
tions and Public Utilities
Trade 298,869 444,731 430,633 48.8 4.1 35.8 37.3
Wholesale 71,026 120,004 112,817 55.8 46.5 40.3 42.6
Retait 221,843 324,727 317,816 46.4 433 343 35.5
Finance, Insurance, and 61,244 93,885 100,016 53.3 63.3 41.3 52.3
Real Estate
Services 231,234 376,394 398,991 62.8 72.5 40.6 52.3
Government 254,610 303,501 288,462 19.2 13.3 16.4 16.5
Federal? 59,992 54,434 45,459 9.3) (24.2) (13.6) (10.7)
State and Local 194,618 249,067 243,003 28.0 24.9 35.4 339
Nonfarm Proprietors 109,560 140,231 152,658 28.0 39.3 28.3 38.2
TOTAL EMPLOYMENT 1,613,728 2,099,182 2,037,911 30.1% 26.3% 22.0% 22.0%
Source: Regional Economic Information System, Bureau of Economic Analysis, U.S. Department of Commerce, 1969-1982.

Nore: inp are negative.
2Includes civilian and mililary employment

was employed in these industries compa
state’s 'goods-producing industries—agy
manufacturing—have declined as a
However, unlike the service-producin
industries’ share of total state earning
share.

Relative Strength in Manufacturing.
goods-producing industries, manufact

red to 6% in 1969. Conversely, the
iculture, mining, construction, and
percentage of total employment.
g industries, the goods-producing
s is greater than their employment

When examined apart from other
ing has been a strong performer in

"~ Minnesota. It was the state’s largest industry in terms of real earnings in

1982, despite a long-term decline in its proportional share of state

employment. It was also the only
experienced gains in employment and r
period. Although such gains were mod
the national manufacturing industry,

employment and earnings over the peri

goods-producing industry that
cal earnings throughout the 1969-82
est, they stand in sharp contrast to
which experienced declines in both
od.




6 STAFF PAPERS

Minnesota and United

TABLE 2
States Earnings Growth by Sector

(Thousdnds of Real Dollars)

1969,

1979, and 1982

Minnesota United States

196979 1969-82 196919  1969-82

Industry 1969 1979 1982 % Change % Change % Change % Change

Agriculture2 $ 873,679 S 991,723 § 634,782 13.5% (27.3%) H.S% (30.0%)

Agricultural Services/ 43,053 51,727 48,880 20.1 135 41.5 29.2
Forestry/Other

Mining 157,533 255,669 144,569 62.3 (8.2) 101.5 135.0

Construction 928,235 1,069,039 723,870 15.2 (22.0) 213 4.3)

Manufacturing 3,288,454 4,053,682 3,710,412 23.3 12.8 12.5 (2.3)
Nondurable 1,338,965 1,549,903 1,454,012 15.7 8.6 7.6 (1.3)
Durable . 1,949,490 2,503,779 2,256,400 28.4 15.7 15.3 2.9)

Transportation, Communica- 930,166 1,282,357 1,159,822 378 247 35.5 29.9
tions & Public Utilities .

Trade 2,346,346 3,006,373 2,647,986 28.1 12.9 223 123
Wholesale 899,578 1,376,358 1,209,058 53.0 34.4 38.1 324
Retail 1,446,768 1,630,015 1,438,928  12.7 (0.5) 13.4 1.1

Finance, Insurance, and 660,552 912,040 889,223 38.1 34.6 33.0 32.7
Real Estate

Services 1,708,205 2,452,358 ! 2,583,988 43.6 513 38.1 426

Government 1,738,832 2,182,819 2,129,833 255 225 204 17.8
Federald 356,598 391,466 351,030 9.8 (1.6} 0.3) (1.2)
State and Loca! 1,382,234 1,791,353 1,778,802 29.6 28.7 339 30.0

TOTAL EARNINGS $12,675,025  $16,257,786 $13,873,545 28.3% 16.2% 23.5% 14.8%

Source: Regional Economic information System, Bureau of Economic Analysis, Department of Commerce, 1969-1982.

Note: N in h are

2ncludes farm proprietors and farm wage and salary
bincludes civilian and military employment

SOURCES OF E

CONOMIC CHANGE:

SHIFT-SHARE ANALYSIS OF THE MINNESOTA ECONOMY

In the aggregate, the Minnesota

ecbnomy 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.

This incongruity between economic structure and growth raises two

questions: (1) on an industry-

ﬁy—industry basis, how did Minnesota’s

employment growth compare witl; that of the nation’s; and (2) why did some
industries expand more (less) rapidly in Minnesota than nationally? This

paper addresses the first question

by using a descriptive device—shift-share

analysis—to examine systematxcally Minnesota’s employment growth in
relation to that of the nation’s. Shlft-share analysis identifies which state
industry groups have followed or departed from the national pattern of

employment growth. Since it is
economic growth, the second que

not designed to answer the “whys” of
stion is not addressed here.
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ANALYTICAL FRAMEWORK

Before discussing the results of the Minnesota analysis, a brief description
of the shift-share technique is useful. The technique begins by breaking
Minnesota’s employment growth into three components—national growth,
industry 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 nati\onal economic change. The national
growth factor compares the “expected” change in state employment (i.e.,
growth equivalent to the percentage cilange in total national employment)
with that actually achieved during a’ given period. Those state industry
groups whose employment growth rates exceed the national average are
termed “fast-growth” industries, tho‘se that lag behind are classified  as
“slow-growth” industries. J

Industry mix considers the impact of a state’s particular mix of industry
groups on the expansion of its emplo' ment base. The rates of growth for
specific sectors of the national economy are compared with the rate of
growth for itotal national employrnentJ States that tend to specialize in fast-
growth sectors of the national e onomy can expect to experience
employment growth that exceeds that of the nation’s (and vice versa for
states that are primarily composed of |slow-growth industries). A favorable
(unfavorable) industry mix arises from the fact that, nationwide, some
industries expand more rapidly (slowl)J) than others. These differential rates
of expansion are linked to changing stply and demand relationships.

Local performance accounts for the competitive advantage or
disadvantage of state industry group’ with respect to their counterparts
nationally. It is calculated by compar"ng the actual employment growth of
each sector of the state economy with that sector’s performance in the
national economy. A positive local I:jrformance effect arises when certain
industries gain an advantage over similar industries in other states due to,
for example, favorable access to inputs (land, labor, and capital) and
markets. Industries that enjoy greater locational advantages (disadvantages)
for their operations are likely to grow faster (slower) than their competitors
in other states.

To summarize, national growth sets|the “standard” for state employment
growth (i.e., employment growth in each state industry group equivalent to
national employment growth in the aégregate), and industry mix and local
performance account for growth in excess or short of that standard. As
illustrated in Table 3, industry mix ahd local performance can add to or
detract from national growth in six ways:
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\ABLE 3
Possible Combinations of the Industry Mix and
Local Perts*.ormance Factors

Scenario Industry Mix Local Performance Net Effect

#1 + + +
#2 + — (+ dominant) +
#3 + — (— dominant) —
#4 — + (— dominant) —_
#5 — + (+ dominant) +
#6 — - e

Clearly, a state heavy in fast-growth industries, and whose industries are
growing faster locally than nationally, will expand more rapidly than the
nation as a whole (scenario #1). Likewise, a state heavy in slow-growth
industries, and- whose industries re growing more slowly locally, will not
keep pace with national growth (#6). A mixed effect—both negative and
positive factors—can result in growth that falls behind the national pace (#3
and #4) or growth that exceeds thé national rate (#2 and #5).

THE MINNESOTA EXPERIENCE

This analysis examined Minnes&a’s employment growth relative to the
nation’s for the period 1969-79.* It revealed that:

® National growth: About three-fourths of the jobs generated in
Minnesota from 1969 to 1979 were attributable to national growth trends
@i.e., employment in most state industry groups increased at least as
rapidly as the national rate of gllowth for all industries combined).

e Industry mix: A large represenfation in the rapidly expanding sectors of
the national economy did not fully explain Minnesota’s above-the-
national-average rate of employﬁent growth. In the 1970s, Minnesota’s
employment base was evenly sﬂ‘lit between industries that ‘experienced
rapid growth nationally and those that experienced slow growth
nationally.

e Local performance: The factorthat did account for Minnesota’s above-
average employment growth wa‘s;l the ability of most of its industries to
outperform their national co lnterparts. Nearly all of Minnesota’s
industry groups—regardless of their fast- or slow-growth qualities—grew
faster in Minnesota than they diﬁ nationally. This allowed Minnesota to

*1969 and 1979 were selected as the starting and ending dates of the analysis because the
state’s economy was fairly similarly situated within the national business cycle in both of those
years, i.e., at or near the top of a peak [in employment. When applying the shift-share
technique, it is important nof to measure from the top of a peak to the bottom of a trough (or

vice versa) since that will distort the size of the employment shifts that are occurring.




increase its share of the nation’s total

1.98% in 1979).

" The evidence that led to these conclus
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employment {(from 1.86% in 1969 to

sions is presented below by dividing

Minnesota’s employment growth—by seftor and then by subsector—into the

six employment change scenarios previ
explains the overall differences between
growth (see Figure 1 and Table 4), ar
greater insight as to how various industr
total growth performance (see Figure 2).

SECTOR SHIFTS (FIGURE 1)
National growth. During 1969-79, t

busly described. The sector analysis
state and national rates of economic
nd the subsector analysis provides
y groups contributed to Minnesota’s

otal employment in Minnesota rose

by 30% compared to 22% nationally. If the state had increased its
employment at the national average rate of 22%, it would have created
355,020 additional jobs by the end of the decade. Instead, the state actually
generated 485,454 new jobs. Thus, about three-fourths of Minnesota’s
employment gain during this period was attributable to national growth

Shift-share Analysis of the Minnesota Economy:

FIGURE 1

Sector Shifts in Employment, 1969-1979

#1

+

Industry Mix
+ Local Performance

- Local Performance

#2
+ Industry Mix (Dominant)

#3
+ Industry Mix
- Loca!l Performance (Dominant)

+ Net Effect + Net Effect - Net Effect
* Agricultural Services/Forestry/ * Construction * Mining

Other * Nonfarm Properties
* Wholesale Trade
® Reiail Trade
* Finance, Insurance, & Real Estate

(FIRE)
* Services

# #5 . #6

- Industry Mix (Dominant) - Industry Mix - Industry Mix
+ Local Performance + Local Performance (Dominant) - Local Performance
- Net Effect + Net Effect - Net Effect

Nondurabie Manufacturing
Durable Manufacturing

and Public Utilities (TCPU)
Government

Farm Proprietors

Farm Wage and Salary

Transportation, Communications,

No Major Sectors - See Figure 2
Subsector Shifts |

No Major Sectors - See Figure 2
Subsector Shifts

Source: Mi Tax Study Ci

Staff.




J, TABLE 4 =)
Overview of Shift-share Analysis of the Minnesota Economy, 1969-79
wn
Absoluted >
Minnesota Employment Percent Change Change Components of Change -
, >
National® Industry¢  Locald Nete °
1969 1979 MN U.S. 1969-79 Growth Mix = Performance Effect -
Agricultural Ser- 3,269 7,711 135.9% 82.4% 4,442 719.2 1,974.5 1,748.9 3,723.4
vices/Forestry/ :
Other
Mining 14,484 17,099 18.1 52.2 2,615 3.186.5 4,374.2  -4,939.0 -564.8
Construction 67,187 82,788 23.2 25.4 15,601  14,781.1 2,284.4  -1,478.1 806.3
Manufacturing 330,556 380,451 15.1 4.1 49,895  72,722.3 -59,169.5 36,361.2 -22,808.3
Nondurable 138,742 146,820 5.8 -0.1 8,078  30,523.2 -30,662.0 8,185.8 -22,476.2
Durable 191,814 233,631 21.8 7.0 41,817  42,199.1 -28.772.1  28,388.5 -383.6
Transportation, 84,568 100,400 18.7 15.1 15,832  18,605.0  -5,835.2 3,044.4  -2,970.8
Communications,
and Public
Utilities
Trade 298,869 444,731 48.8 35.8 145,862  65,752.2  41,243.9  38,853.0 80,096.9
Wholesale 717,026 120,004 55.8 40.3 42,978  16,945.7 14,095.7 11,939.0  26,034.7
Retail 221,843 46.4 34.3 102,884  48,805.5 27,286.7 26,843.0 54,129.7

324,727




Finance, 61,244 93,885 53.3 41.3 32,641 13,473.7 11,820.1 '7,349.3 19,169.4
Insurance, and
Real Estate i

Services 231,234 376,394 62.8 40.6 145,160  50,871.5 43,009.5 51,333.9 94,3434
Government 254,610 303,501 19.2 16.4 48,891  56,014.2 -14,258.2 7,129.1 -7,129.1
Farm Proprietors 132,564 121,093 -8.7 -13.3 -11,471  29,164.1 -46,795.1 6,097.9 -40,697.2
Farm Wage and 25,583 30,898 - 20.8 6.6 5,315 5,628.3 -3,939.8 3,632.8 -307.0
Salary ‘
Nonfarm 109,560 140,231 28.0 28.3 30,671  24,103.2 6,902.3 -328.7 6,573.6
Proprietors B
TOTAL 1,613,728 2,099,182 O 30.1% 22.0% 485,454 355,020.0 -18,388.9 148,804.7 130,235.8
EMPLOYMENT
{

Source: Regional Economic Information System, Bureau of Economic Analysis, U.S. Department of Commerce, 1969-79. 1
Note: The summation of National Growth, Industry Mix, and Local Performance may not equal Absolute Change due to the rounding of the
Percent Change and Components of Change columns. ;
aActual employment change between 1969 and 1979.

bNational Growth — Employment increase that would have occurred in Minnesota for a specific sector if such sector had grown at the national rate
for all sectors combined.. i

CIndustry Mix — The additional gain (loss) in Minnesota employment for a specific sector (additional to National Growth) due to such sector
growing faster (slower) nationally than the national all-sector rate. A minus sign preceding an entry indicates that sector was a slow-growth sector
nationally. ' _

dLocal Performance — The additional gain (loss) in Minnesota employment for a specific sector (additional to National Growth and Industry Mix)
as a consequence of such sector growing faster (slower) in Minnesota than the same sector nationally. A minus sign preceding an entry indicates that
scctor grew slower than its national counterpart.

€Net Effect — The sum of Industry Mix and Local Performance. Indicates the number of jobs by which a sector exceeded or lagged the national
growth standard. A minus sign preceding an entry indicates that sectoral growth wos less than the national growth standard.

DjoSauuIpy ul 28Uy JUOUOIT
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forces, i.e., demographic and economic changes at the national level that
increased the demand for state go‘ ds and services, which resulted in a net
increase in state employment. F

Industry mix. 1In 1969, about ljmalf (49%) of Minnesota’s workforce was
employed in what were fast-growt‘h sectors of the national economy in the
1970s, e.g., wholesale and retail ‘trade, services, and FIRE. (Fast growth
sectors are represented in scenarios #1, 2, and 3 in Figure 1.) The remaining
half (51%) of Minnesota’s workforce was employed in slow-growth sectors
of the national economy, e.g., manufacturing, TCPU, government, and
farm proprietors. (See scenarios #ﬁ, S, and 6 in Figure 1.) After accounting
for this mix of fast- and slow—gro%h sectors, Minnesota ended the decade
with a small but negative indusiry mix effect. Thus, in the aggregate,
industry mix was a slight inhibitant to employment growth in Minnesota.

Local performance. Conversely, local performance gave Minnesota’s
employment base a substantial Poost. With the exceptions of mining,
construction, and nonfarm proprietors (which are relatively small sectors in
Minnesota); all sectors of the state economy exceeded the employment
growth of their corresponding ‘secﬁors at the national level. In total, about
88% of the state’s 1969 workforce was employed in industries that
outperformed their national counterparts during the 1970s. This was
_especially true of the service, tradfe, and manufacturing sectors, which are
Minnesota’s largest employers. Note in Table 4 that the previously
mentioned industries that exhibited slow-growth qualities at the national
level (i.e., manufacturing, TCPU,|government, farming) managed to show
strength in the state economy. Manufacturing, TCPU, and government grew
more rapidly and farming declined less rapidly in Minnesota than
nationwide. 7

At this level of aggregation, shift-share analysis suggests that it was the
success of most state industries in outperforming their national counterparts
(rather than the overall mix of state industries) that largely accounted for
Minnesota’s expanding employment base vis-a-vis the nation as a whole.

SUBSECTOR SHIFTS (FIGURE 2)

An examination of the state’s einployment growth at the subsector level
reveals that what is true for the whole is not necessarily true for all of the
parts. There was marked variatioriin the performance of many subsectors
when compared to the overall performance of the sector in which they were
categorized, e.g., scientific instrul"nents and nonelectrical machinery were
rapidly expanding segments of the slow-growth manufacturing industry.
Such behavior is important since an economy can grow not only by
specializing in fast-growth industries, but by gathering the fast-growth parts
of industries that are declining in|the aggregate. Figure 2 summarizes the
subsector trends in the Minnesota economy for the 1969-79 period.
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Shift-share Analysis of the Minnesota Economy: Subsectoral Shifts in Employment, 1969-1979
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1
Industry Mix

Net Effect

Local Performance

#2

Industry Mix (Dominant)

Net Effect

&

#3
Industry Mix
Local Performance {Dominant)

Net Effect

Agricultural Services/Forestry/
Other

Construction: Special Trade
Contractors

Durable Manufacturing: Lumber
& Wood Products, Nonelectrical
Machinery, Scientific Instruments
TCPU: Trucking & Warehousing,
Communications

Wholesale Trade

Retail Trade: Food Stores, Eating
and Drinking Places

FIRE: Insurance and Real Estate
Services: Business & Repair
Services, Hotels and Other
Lodging Places, Amusement &
Recreation, Medical & Other
Health Services, Legal Services

FIRE: Banking
Government: State and Local
Nonfarm Proprietors

Construction: Heavy Construction
Contractors

#4
Industry Mix (Dominant)

Local Performance

Net Effect

#S
- Industry Mix

+ Local Performance (Dominant)

.

#6
Industry Mix
Local Performance

+ Net Effect

.

Net Effect

Mining: Metal Mining
Nondurable Manufacturing:
Textiles and Apparel, Paper and
Allied Products, Furniture and
Fixtures, Chemicals and
Petroleum

Durable Manufacturing: Primary
Metal Indusiries

Retail Trade: General
Merchandise, Auto Dealers &
Service Stations, Building
Matrerials, Farm Egquipment
Services: Nonprofit Organizations,
Personal Services

Government: Federal

Farm Praprietors, Farm Wage &
Salary

Construction: General Building
Contractors

Nondurable Manuf;
Printing & Publishing
Durable Manufacturing:

Fabricated Metals, Stpne, Clay &
Glass Products
TCPU: Other Transpprtation
Services: Private Educational
Services

uring:

TCPU: Railroad Transportation
Public Utilities

Nondurable Manufacturing: Food

and Kindred Products

Durable Manufacturing: Electrical

Equipment, Transportation

Equipment

Source: Minnesoia Tax Study Commission Staff.

CYCLICAL CHANGE IN THE

The preceding analysis of the long-
earnings has shown that Minnesota’s e
1970s compared favorably with the United States as a whole. The state
outpaced the national economy in terms
growth, and its employment rate remaine

MINNESOTA ECONOMY

term trends in employment and
conomic performance during the

of employment and real earnings
>d well below the national average.
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"However, as Minnesota entered the 1980s, its seemingly' superior
characteristics of growth quickly &eteriorated. The state soon found itself in
a deeper and longer lasting recesgion.than that occurring nationally.

RECESSION

The severity of the 1980-82 recession in Minnesota caused many
economists to question the state’s presumed immunity to cyclical
fluctuations in the national economy. Prior to 1980, it was frequently
advanced that the diversified nat&re of the Minnesota economy insulated the
state from the disruptive effects of peaks and troughs in the national
business cycle. Proponents of /this view claimed that the character of
Minnesota’s industrial mix—a large farm sector and a balance among
nonfarm sectors—buffered the st%ate from the extreme swings in the national
economy. In reality, Figure 3 s'hows that Minnesota’s economy has long
exhibited a significant degree of| sensitivity to changing national economic
conditions. Minnesota (especially its nonfarm economy) tends to move with
the nation in recession and recdvery. '

During the 1974-75 recession, Minnesota was quite sensitive to the
national downturn even though it was not as hard-hit in terms of
employment losses. The stronger performance of the state economy was
largely attributable to the moderating effect of the strong performance of its
disproportionately large agriculli_ural sector. At that time, farm exports were
growing, production was expanding, and Minnesota farmers sold large
amounts of grain to the Soviet Lhnion and other foreign nations. This export
activity brought new income tc:JMinnesota that softened employment losses
in construction and manufacturing and bolstered the growth of the trade
and service industries.

The recession of 1980-82 efl?ectively eliminated the popular notion that
Minnesota was recession-proof. Contrary to previous experience, a slump in
the state’s agricultural sector cciincided with a dive in its nonfarm economy.
This sent Minnesota into a c:%ep and broad-based recession that forced
employment contractions in nearly all sectors of its economy.

e The mining, construction, and durable goods manufacturing industries
were especially hard-hit. Tk'ley suffered employment declines of 61%,
26%, and 17%, respectively, during the December 1979 - December 1982
period.

* For the first time on record, jobs in wholesale and retail trade fell
significantly.

¢ Growth flattened out in the FIRE and service sectors, which grew by 4.8%
and 5.8%, respectively. '



FIGURE 3
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TABLE §
Minnesota and United States Employment Growth (Decline)
During the 1980-82 Recession

Mining

Metal Mining
Construction
Manufacturing

Durable Goods

Lumber and Furniture
Fabricated Metals
Nonelectrical Machinery
Electrical Machinery

Nondurable Goods

Food and Kindred Products
Paper and Allied Products
Printing and Publishing

91

' S¥TdVd 44V LS

Minnesota Employment Change in Employment
(In Thousands) Minnesota United States
December December Absolute Percentage Percentage
1979 1982 Change Change Change
16.7 6.5 (10.2) (61.1%) 7.0%
TS 5000 D) ————(61.9%)- (40.9)
80.8 59.7 (21.1) (26.1) . (15.6)
383.5 333.2 (50.3) (13.1) (13.2)
236.8 196.9 (39.9) (16.8) (17.0)
16.0 12.4 (3.6) (22.5) (16.4)
39.7 32.4 (7.3) (18.4) (20.5)
90.7 76.9 (13.8) (15.2) (16.5)
28.7 25.4 (3.3) (11.5) 8.9)
146.7 136.3 (10.4) (7.1) (7.4
47.5 45.1 2.4) (.1) (5.9
337 31.9 (1.8) (5.3) (7.6)
33.7 35.3 ' 1.6 4.7 1.2




| (7.5)

TOTAL NONFARM EMPLOYMENT 1,798.5

1,693.9

Transportation, Communications, 102.7 95.2 (7.3) '(3.6)
and Public U’tilities
Transportation 68.4 61.7 6.7 (9.8) (10.9)
Communications 20.2 19.4 0.8) “@.09) 4.8
Public Utilities 14.1 14.1 -0- -0- 8.2
Trade 458.8 4340 . - (24.8) (5.4) (0.8)
Wholesale . - 118.7 110.7 8.0) 6.7) (1.2)
Retail Trade 340.1 323.3 (16.8) 4.9) ©0.7)
Finance, Insurance, and 93.2 97.7 4.5 4.8 5.9
Real Estate
_ Insurance 345 354 0.9 2.6 3.7
Banking 27.4 28.6 1.2 4.4 7.7 .
Services \ 360.7 381.7 21.0 5.8 10.1 g’
Business Services - 54.7 57.6 2.9 53 IQ.4 ) §
Health Services 120.3 133.4 13.1 10.9 14.9 &
Government 302.1 290.6 (11.5) (3.8) (1.9) g
Federal 31.4 30.1 (0.3) “.n (1.3) o
State and Local 270.8 260.6 (10.2) 3.8) 2.0) §
104.6 ﬂ%) __(_2_.2%) §
g
)

Source: Nonagricultural Wage and Salary Emponmeni—Hours and Earnings, Research and Statistical Services Office, Minnesota Department of
Economic Security. Supplement to Employment and Earnings, Bureau of Labor Statistics, U.S. Department of Labor, July 1983.

Note: Numbers in parentheses are negative.
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In total, Minnesota lost over 10
period (see Table 5). This 5.8%
nation’s overall decline of 2.2%.

Many economists attribute the severity of the recession in Minnesota to:

(a) the slump in national economic conditions; and (b) the simultaneous
" downturn of the state’s farm and nonfarm economies, an event that had not
occurred in previous recessions. ’AL the turn of the decade, the national
economy was experiencing doub}le—digit inflation and high interest rates.
- These factors choked the growth of interest-sensitive industries (such as

0,000 nonfarm jobs during the three-year
loss was significantly higher than the

construction, forest products,
manufacturing) which depend
spending for their growth. Becau

taconite mining, and durable goods
on business and high-ticket consumer
se these types of industries account for a

significant part of Minnesota’s economic base, the state economy was
particularly susceptible to the adverse effects of escalating interest rates.

High interest rates exacerbated Lmother problem for the United States and
hence Minnesota, i.e., the stron'g U.S. dollar. By generating an inflow of
foreign capital to the United States, high interest rates (in large part) caused
the U.S. dollar to soar on foreigﬁ exchange markets. A strong dollar hurts
U.S. trade in two ways. First, it hxakes American products more expensive
relative to foreign goods and the}efore less attractive to foreign buyers. At
the same time, it holds down the c’,ost of imported goods, which creates more
domestic competition for U.S. products.

The strength of the U.S. dollar[added to the troubles of Minnesota’s farm
industry, which had become extremely reliant on export markets for its
continuing vitality. By making ht more difficult to sell Minnesota farm
products abroad, the strong d&llar, along with a weak world economy,
resulted in large domestic supplies that depressed commodity prices and
farm income. The strong dollal;'- also hurt many of Minnesota’s durable
manufacturing industries, which |look to international markets for much of

their growth.

RECOVERY

By the end of 1982, the recess
the United States. During most
lagged behind the nation’s, but

ion hit its trough for both Minnesota and
of 1983, Minnesota’s economic recovery
t then gained increased strength. By April
1984, Minnesota reached its previous nonfarm employment peak of 1.79
million and has since continued [to expand. For the period July 1983 - July
1984, Minnesota had the third fastest employment growth in the nation.

Given continued national econ
expected to outperform that of t

three-fourths of the state’s nea

come from its service, trade
nonagricultural employment is €
end 1986.

omic expansion, the Minnesota economy is
he nation’s during the mid-eighties. About
r-term employment growth is expecied to
, and manufacturing sectors. In total,
xpected to reach about 1.95 million by year-
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basic industries, agriculture and mi
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outperform the nation, its future

ing; and (b) the considerable

growth may be restrained by: (a) lingerinJFl weakness in two of its traditional

uncertainty that surrounds the national

AGRICULTURE

The Minnesota Department of Finan
income through 1987. This projection
unfavorable market factors, including lar
costs, and low demand for farm exports,
Faced with rising costs and lower prot

economic outlook.

Ice is expecting a decline in farm
is due to the presence of several
ge crop supplies, rising production
and increased foreign competition.
Fits, the farm sector continues to

operate in a tight cost/price squeeze.

"METAL MINING

Taconite is another industry for which the long-term outlook is not
encouraging. This industry is sufferiné from both cyclical and secular
decline. Its future is tied to that of the U.S. steel industry, which must
achieve significant improvements in its cost structure in order to be
competitive in domestic and world rrJtarkets. Currently, the U.S. steel
industry is plagued by obsolete equipment, excess capacity, and increasingly
stiff foreign competition. In order to survive, industry analysts predict that
steel companies will become smaller and more efficient, and will
increasingly use cheaper, imported sour%:es of iron ore for domestic steel
production. These changes imply a reduced demand for Minnesota taconite,
and thus, fewer mining jobs. The taconit'e industry is not expected to return
to pre-1980 levels of production and emﬁloyment. ‘

UNCERTAINTY IN THE FUTURE OF THE NATIONAL ECONOMY

The longevity of the current U.S. recovery is uncertain due to mounting
federal budget deficits, the prospects folr higher inflation, and a possible
change in federal monetary policy. Many economists fear that the heavy
borrowing needs of the federal governm@:nt (to finance its budget deficits)
and/or a more restrictive monetary policy will push interest rates back up to
business-stifling levels. This could retall[d the growth of interest-sensitive
industries and move the national economy into a recession.

This chapter has demonstrated that tHe state economy is constrained by
larger economic forces, and that a recessiBn at the national level would soon
be felt locally. A mid- or late-decade downturn could be particularly painful
in Minnesota due to the lack of recovery in its traditional basic industries. It
appears, however, that the only certain(t}‘ in the foreseeable future is that
Minnesota will move with the nation through the upswings and downswings
of the business cycle.
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REVENUE POTENT
STATE

IAL OF THE CHANGING
ECONOMY

The preceding sections of this T
occurring in Minnesota’s econ

eport have described in detail the changes
omic base. Given such changes, it is

appropriate to ask what this all

potential of the state/local tax sy
productivity link is forged only in

ability of thirteen sectors of the
generate four types of tax bases: p
consumption; and property. Each

or comprehensive tax base that M

through exclusions, exemptions,

means in terms of the long-run revenue
stem. Here the economic base—revenue
general terms by analyzing the potential
state economy to directly and indirectly
ersonal income; business income/receipts;
of these tax bases represents the potential
innesota starts with before any narrowing
deductions, preferential assessments, or

credits, viz:

e ‘“Personal income” refers to the total income of individuals, of which
earnings comprises the largest share;

“Business income/receipts” inéludes not only net income or profit, but
also rent, wages, and interest;

“Consumption” refers to that part of personal income not saved—a much
broader concept than ““sales” t’axes, although both conventional general
sales and selected sales taxes axje included here; and,

“Property” includes both real and personal property at its full market
value.

The ability of the thirteen indus
growth is estimated by evaluati
economic characteristics, as follo

1.

try groups to contribute to future tax base
ng- the relative importance of six key
WS:

The relative importance of the industry group in the state economy, as
indicated by its share of total state employment and total state earnings;
The growth trends for the industry group as indicated by its growth in
employment and real earnings over the 1969-79 and 1979-82 periods;
The profitability of the industry group as indicated by corporate profits
before taxes as a percentage of|gross national product (GNP);

The labor intensity of the industry group as indicated by employee
compensation as a percentage of GNP; ‘

The property intensity of the industry group as indicated by the value of
its property as a percentage of|its total property and payroll value; and
6. The wage scale of the industry group, as indicated by average wage rates
for production workers and the percentage of production vs.
nonproduction workers. -

2.
3.
4.

5.

These characteristics of the maj
presented in Table 6. Different con

or sectors of Minnesota’s economy are
nbinations of these characteristics result in
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TABLE|6
Economic Characteristics of Major Industry Sectors
Profitability® e ~
{Corp. Profits Labor ln(ensilyd Production Production
Sectoral Share? Employment Real Before/ Taxes: (Employee Comp. Property® Workers! Waorkersg
Employ- Real GrowthD Earnings Growth®  as % of GNP) s a % of GNP) ' Intensity Wage Scale Index . as 3% of Total
Industry ment _ Earnings 69-79 79-82 69-79  79-82 1979) 1982 1979 1982 1980 1980 1982 1980 19682
A;riwlmre 7.3% 52% (8.7%) (1.2%) 115% (36.0%) 1.2 NA® 14.1%  160% NA® NA® NA® - -
Mining 27 13 181 38.2) 62.3 “3.5 5.2 3.9% . 347 319 73.8% 1387 1387 - —_—
‘Construction 3.4 5.7 23.2 (21.8) 152 32.% 5. 4.1 4 .2 52.2 146.6 150.1 9% N%
Nondurable Mfg. 6.9 9.7 58 5.3 158 6.2) 26.1 18.6 65.2 66.4 78.0 9.8 95.5 68 (3]
Durable Mfg. 10.7 154 218 {11.3) 28.4 9.9 13.8 35 T2 813 60.4 95.0 95.8 64 58
Transportation 3 5.0 17.8 (10.0) 36.0 7.6 4.6 £ N4 7.8 66.2 110.6 126 - -
Communications 1.0 1.6 81 {n 619 14 12.5 3.3 525 536 8 104.6 112.0 - 81
Public Utilities 0.7 1.4 10.1 19 33 a1 15.0 131 333 320 92.4 126.2 130.0 - 81
Wholesale Trade 5.6 8.4 55.8 6.0) 53.0 12y 14.2 74 554 60.5 61.3 98.8 95.9 % 76
Retail Trade 156 9.5 46.4 @.n 127 (L7 7.9 5.5 624 61.7 4.6 65.8 62.6 90 92
Finance & 38 439 46.9 ‘8.9 kN 6.5 304 NAe* 63.1 65.6 7.8 n2 na - %
Insurance
Services 18.8 16.4 62.8 60 43.6 54 3.1 2.1 s n2 752 BLY 7.8 84 82
66.2 647
Government 14.4%  14.0% 19.2%  {5.0%) 25.5%  {(2.4%) = —_ 99.0% _ 95.0% - NA® NA* -_— —
Total — - 30.1% 29% 28.3% 9.9% 9.6 5.7% 60.)% 60.7% 65.3% 100.0% 100.0% — -
Source: See below. .
@Represents the average of an industry’s 1979 and 1982 of total state and the total state earnings. Does not total 1o 100%
since certain i ies (real estate, agri services, p are omitted from this table. Source: Bureau of Economic Analysis, U.5.
Department of Commerce. .
bSource: Bureau of E ic Analysis, U.S. Dep of C

CFigures represent U.S. averages by industry. Source: National Income and
dibid.
€Figures represent Total Property as a percent of Total Payroll and Propert
*  Department of Revenue.

Product Accounts, U.S. Department of Commerce.

f;

ty by Industry. Source: Thi

data, Mi

workers. Source: Mi
ic Security.

100 = average all-industry wage for prod
s B ot of E
*Not Available.

BProfessional Services and Other Serviees,

different implications for the revenue po
example:

Dep. of ic Security.

tential of the various tax bases. For

e A large, growing, high-wage industry group is estimated to have
significant potential for personal inc}nne tax revenue growth;

A large, growing industry group wit
be a key contributor to business inco
Purchases of goods and services by
income; therefore, an industry grou
income tax revenue growth also has
revenue growth;

A growing, property-intensive indus

a wide profit margin is assumed to
me revenue productivity;

y consumers are closely related to
p with high potential for personal
high potential for consumption tax

try group is assumed to be a key

contributor to property tax revenue growth.

The industry-by-industry findings o
Figure 4. Overall, it indicates that in ¢
sector in the years ahead, it will be neces

f this analysis are summarized in

yrder to finance Minnesota’s public
ssary to rely on all major tax sources

(no one tax can capture the economic growth in all industries), and, within

the bounds of tax policy objectives,
Adherence to these principles will allc
benefits of the long-term economic ar
changes occurring in its economy.

taxes should be broadly based.

w Minnesota to capture the fiscal
1d demographic trends and cyclical
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{IGURE 4
Tax Revenue Potentia}: by Industry and by Tax Base f

Tax Base
Business
Personal Income/
‘ Industry Income Receipts ' | Consumption Property
A Agriculture Low Low Moderate Moderate
i to High
1
1
&, | Mining Low Low Low to Low to
E | Moderate Moderate
=}
'§ Construction Low to Low to Low to Low to
A Moderate Moderate Moderate Moderate
3
8 | Nondurable Low Moderate Low Moderate
? Manufacturing [ to High to High
1
i Durable Higl‘L Moderate High Low to
Manufacturing J to High Moderate
Transportation Low *o Low Low to Moderate
A Modexj‘ate Moderate
1
| | Communications Low ‘0 Low to Low to Low to
! Moderate Moderate Moderate Moderate
i
E Public Utilities Modex"ate Moderate Moderate High
{ to High
2 | Wholesale Trade Moderate High Moderate Low to
] to High Moderate
=]
E Retail Trade Low Low High Moderate
g to High
=
:,6) Finance & Insurance Moderate Moderate Moderate High
! to High to High to High
I
i Services _ Lo Low Moderate Moderate
i to High to High
! ‘
.4 Government Mode“rate — Moderate —
to High .

Note: 1t is important to emphasize that |this figure relates to the long-run revenue potentiai of
the Minnesota economy. It should not [be interpreted as a revenue projection or a tax policy
recommendation.
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Analysis of State Budget Policy

Gordon Folkman and John Asmussen

The principal issue addressed in this paper is to what extent tax reforms can
be discussed and- determined independent from spending policies. If the
tendency is for taxes to determine the amount the state spends for public
goods and services (that is, the state will spend only what it raises in
revenue), it is not unreasonable to address tax reform as a separate issue
from spending, since spending policy |would adjust correspondingly to
changes made in the tax system. However, if the state’s tax effort is
influenced primarily by spending demapds, any discussion of tax reform
must be conducted in the context of the state’s spending policies. For
example, under this latter condition, ig it is determined that the level of
Minnesota taxes is too high to be economically competitive with other
states, to recommend tax cuts is also to récommend reduction in government
spending.

The relationship between Minnesota taxes and spending can be seen by
comparing state fiscal policy during the period spanning 1975 to 1979 with
the period between 1980 and 1987 (estimated).

The earlier period represented a time of relative good “fiscal health.” The
tax base and rates established in 1975/ changed little during the period.
~ Between 1975 and 1979 tax revenue increased, largely as a result of economic

factors, at approximately the same rate |as spending. ' ,

Since 1980, however, the state has experienced major fiscal problems.
Between FY 1980 and FY 1982 the general fund expended over $900 million
more than it collected in revenues. This resulted in a fund deficit of $624
million on June 30, 1982. Although man& blame the revenue shortfall on the
economic recession, it is very important} to be aware that the state, in 1979,
indexed its personal income tax, which also suppressed revenue growth. To
compound the problem, the state also tried to maintain near-double-digit
growth in spending during a period Whel:l the tax system could only generate
revenues at a rate of 3% per year or less. :

The magnitude of the general fund’s E‘lscal problems required a complex
array of tax increases, revenue/expenditure shifts, and expenditure
reductions in order to bring the state’s lil::lget back into balance by the end
of FY 1983. Although it appears on the surface that these fiscal policies were
evenly divided between those affectiérlg revenues and those affecting

23
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expenditures, the long-term implications clearly suggest that the solution
was to bring revenues in line with|spending and not vice versa.

What follows is a brief analysis of the state’s fiscal policy during these two

periods. Five topics are specifically addressed:

Important policies characterizing the state’s intergovernmental fiscal
system; '
Trends in tax revenue controlling for growth due to economic factors as
opposed to tax law changes;
Trends in major spending areas highlighting those programs where the
state exhibits its greatest commitment;

¢ Policy actions taken by the stateto balance its 1981 and 1983 budgets; and
¢ The importance of these policies for maintaining “fiscal stability”

through 1987.

MINNESOTA’S STATE AND LOCAL FISCAL SYSTEM:
ONE OF FISCAL/INTERDEPENDENCY

Since 1957, Minnesota state and local finances have undergone significant

change. The most profound change is that today the state is the primary

co

Sp
M

llector of tax revenue, while local governments continue to be the primary
enders (see Exhibit 1). In 1957, 49% of total state/local taxes in
innesota were collected by the sﬁate and 51% by local governments. Local

governments, on the other hand, accounted for 73% of total state/local

Sp
ac

ending. By 1982 the local share of taxes had declined to 26% while still
counting for over 70% of total government spending.
This trend can be attributed to|four distinct policy developments during

the period:

The 1967 tax reform and relief act enacted a state general sales tax to
finance a local government aid program, the homestead credit, and the
circuit breaker program.

The omnibus tax bill of 1971 |(Minnesota Miracle) enacted the school
foundation aid program, reformed local government assistance,
established levy limitation on local governments, and enacted the
agricultural credit program. ITO finance these programs several tax
measures were adopted that increased revenue from statewide
nonproperty sources.

The state began assuming a greater share of spending for. public welfare
programs during the mid-1970s.[ The effect has been to shield the county-
collected proportion of the property tax from financing the surge in
public welfare benefit costs.
Expansion of direct property tax relief payments in the form of credits
and refunds to individuals throughout the 1970s.
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EXHIBIT 2
Change in Minnesota Tax Mix
State and Local Taxes:
1957-82
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In effect, these policies have worked together towards a common objective—.
to reduce local governments’ reliance bn the property tax by:

¢ shifting taxing responsibility away| from local governments (i.e., the
property tax) and substituting theJe revenues with state aids, income
raised primarily from the state income and sales tax sources (see Exhibit
2);

e providing property tax relief directly to individuals; and

e having the state assume the fiscal responsibility of particular local
programs.

The institutionalization of these programs not only had a profound impact
on the state/local fiscal system, it also altered the purpose of state
government. ‘ (J

In 1957, Exhibit 3 shows that state operating expenditures accounted for
one-half of all state spending, while ihtergoveminental transfer payments
accounted for only 38%. By 1975, 50% of state outlays were distributed
back to local units of government and only 28% of the outlays were spent
directly for state operating purposes. If direct property tax relief payments—
state paid property tax credits and refunds—are also considered as a type of
aid to local governments, then nearly EO% of total state outlays provided
direct or indirect fiscal assistance to local governments in 1975.

Since 1975, however, the relative \Lgrowth in state intergovernmental
transfer payments declined slightly and in 1982 these expenditures accounted
for only 44% of total state outlays. This decline was offset partly by state
payments for property tax relief, whiéh increased from 9% of total state
outlays to over 12% during the period :

It is also reasonable to interpret the increase in state welfare benefit
expenditures as yet another form of iﬂdirect aid to local governments. In
1976, when the state assumed a greate{[' financial role in providing welfare
benefits to needy Minnesotans, it x‘t_ilid so, in part, to relieve local
governments of the fiscal burdens in meeting the rapidly increasing costs
associated with these programs. As a result, approximately $192 million or
3.5% of state outlays in 1982 could alst be viewed as another form of fiscal
assistance to local governments.! Accoqdingly, in 1982 nearly 60% of total
state outlays was devoted to direct or indirect fiscal assistance to local
governments.? This represented a share of the state budget equal to that of
1975.

Exhibit 4 shows that as a result of these policies, state tax effort increased
significantly from 5.7% of total stateTpersonal income in 1967 to 9% in
1979. Conversely, local tax effort declined from 5.3% to 3.6% during the
same period. Between 1979 and 1981, state tax effort also declined sharply.
This resulted from the indexation of the state’s personal income tax along
with relatively strong growth in personal income during most of the period.
However, this.decline was short-lived. By 1982, the state’s tax effort once

L ———————— =
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EXHIBIT 3

Change in |State Expenditures
as a Percent of Total State Outlays
by Tiype: 1957-82
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EXHIBtIT 4

PERCENT

1.5+
1+

0.5 7

- State and Lchal Taxes
as a Percent of State Personal Income:
1957-82

STATE TAXES

3.5 ] N
3 LOCAL TAXES g

~

¥ 1 i T T T T 77T T T 7T J J T ¥ 3 1 ¥ T T T T T 1
57 58 59 60 61 62 63 64 65 66 67 68 69 70 71 72 73 74 75 76 77 78 79 80 81 82
STATE FISCAL YEARS

Source: Office of the Legislative Auditor, State anP Local Government Finances in Minnesota:
A Review of Trends in Revenues and Expenditures: 1957-82




30

again increased to 8.4%. This rem‘ﬂted from the state increasing tax rates in
order to offset budget deficits along with much slower growth in personal
 income. However, local tax effort continued to decline throughout the
period. By 1982 local taxes reprEsented,only 3% of the state’s personal
income, Correspondingly, total étate and local tax effort increased only
slightly during the entire period, hom 11% in 1967 to 11.4% in 1982.
The implication of these staté/local fiscal policies for evaluating tax
reform in Minnesota is straightfoxlward‘-. If Minnesota state taxes are judged
too high and state tax cuts.are recl:mmended, any corresponding reductions
made in state spending (which will likely be needed in order to remain
consistent with lower taxes) may }nerely shift the financial responsibility to
local governments. Depending on|which state expenditures are reduced, the
net reduction in state and local taxes can be something far less than what
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Minnesota Linkages Among iState Aid Programs - 1984

PROGRAMS
Automatic Linkages

1. THC and HC
2. ASC and HC

3. THC, HC, and ASC

4. NPC, WC,
ASC, HC.

and

5. HC and CB

6. TR and other credits

7. LGA and Levy Lim-
its
Optional Linkages

1. Levy Limits and
Property Tax Relief
Programs

2. Direct aid to locali-
ties unrelated to levy
limits (i.e., highway
aid, welfare aid) and
Property Tax Relief.

3. Foundation aid and
Property Tax Relief

4. Assessment Ratios
and Property Tax
Relief

“HC subtracted from

INTERACTION

Both affect taconite house-
holds.

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

All affect taconite aLricu]tural
homesteads greater lthan one
acre. '

NPC and WC reduce credits on
other land.

B calcu-
lated.

Credits affect net tL; TR is
triggered by increases of over
20% in net tax.

LGA received is subtracted
from allowed levy limit.

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

Direct aids fund certain locally-
administered prograr})s; prop-
erty tax relief progr‘ams pay
part of local levies.

Foundation aid and l(lcal levies
provide revenues or local
schools; property tax relief pro-

grams pay part of local levies.

Assessment ratios in part deter-
mine local tax base; |property
tax relief pay part of local lev-
ies.

RESULT

Change in HC causes an oppos-
ing change in THC.

Change in ASC causes an op-
posing change in HC.

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

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

Change in HC causes an oppos-
ing change in CB.

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

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.

Changes in share of school rev-
enues from foundation aid may
affect local levies which will
change property tax relief out-
lays.

Changes in assessment ratios
will affect local tax base and lo-
cal tax revenues. Changes in
tax rates to compensate will
change property tax relief out-
lays.

Notes:

HC - Homestead Credit

THC - Taconite Homestead Credit
NPC - Native Prairie Credit

TR - Targeted Relief

Source: John Bartle, Minnesota Tax Study Costsion (May 1984).

1

ASC - Agricultural School Credit
CB - Circuit Breaker

WC - Wetlands Credit

LGA - Local Government Aid
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TABLE 2
Summary of Maj o Tax Law Changes: 1975-79
Dollar Impact
(Millions)
’FY1976 FY1977 FY1978 FY1979

1975 Laws:

Expansion of Working Poor CDT $12) $12) $9) ($10)

Tax Exempt Contributions to

Keogh Ret Plans (335) (35) (35) (35)

1977 Omnibus Tax Bill: :

Update Reference to IRC $2 82

Taxing Out of State INC $3

Eliminate Military Excl $9

Tax Rate Change $5 $11

Personal Credits =330 (514) ($28)

Eliminate Prorating Credits ($2)

Minimum Tax $9 $9

Various Tax Ded. Elm. $3

Dependent Care Credit ($5) (85)
1978 Tax Laws: .

Sales Tax-Fuel Credit ($23)

Personal Credit = $40 ($14)

Homemaker Credit ($5)

Pension Excl. 37
Total Tax Law Impact $17) (817) 317) (862)

Source: Office of the Legislative Auditor

by the Department of Revenue.

"l‘ABLE 3.

Staff computations based on information provided

Summary of Estimated Revenr,le Impact of Major Tax Law Changes:

Fiscal Years 1982-87 (estimated)
(§ Millions)
J\ Fiscal Years

Major Tax Source 1982 1983 1984 1985 1986 1987
Personal Income $139 $268 $188 $ 87 $ 8 S 99
General Sales 159 322 473 515 552 597
Motor Vehicle 16 25 63 55 59 63
Corporate Income 0 (27) (11) (15) an 17

Total State Laws $314 $588 $713 $ 641 % 649 § 742
Federal Tax Law

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

Source: Office of the Legislative Auditor

Departments of Revenue and Finance, April 1984. Also see Appendix Table 2A.

staff computations and estimates provided by the
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EXHIBIT 5
Growth in State Tax Revenues From Major Sources
Economic vs| Tax Law*
1975-87 (Estimated)
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Source: Office of the Legislative Auditor staff computations based on data from Tables 2, 3,

and Appendix Table 1A.

*This analysis assumes two distinct time periods. The first period assesses the impact of tax law
changes enacted between 1975 and 1979 using the 1974 tax system as the base. The second

period uses the tax system established in 1979 as
between 1981 and 1984. See note 3 below.

base to assess the impact of tax legislation

Laws affecting the state’s personal income tax were also responsible for

generating new tax dollars for the state.
enactment of the 7% and 10% surtax
revenues shown in Table 2, we estimate

$63 million in FY 1982, $170 million in
million in FY 1984.

The most important legislation was
. Of the new personal income tax
that the surtax provisions generated
FY 1983, and ‘approximately $100
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In addition to state tax law changes, federal tax policies also had a
significant impact on state tax revenues. Table 3 shows that in FY 1983
state revenues increased by an estimated $149 million as a result of changes
in federal tax laws. By FY 1987, federal law changes may benefit the state by
as much as $411 million. Much of this revenue gain results from federal
personal ‘income tax reductions. | 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, the reverse is also
true—if federal taxes go up, Minnesotans will pay less in state personal
income taxes.

GROWTH IN STATE SPENDING: 1975-87 ESTIMATED

Exhibit 6 shows that between 1975 and 1982, state general fund
expenditures increased from $1.9 billion to over $4.1 billion, a rate of growth
approximating 12% per year. In 1983 however, state expenditures from the
general fund declined by nearly 14J7o. The primary reason for this dramatic
decline was that the legislature, in order to balance the FY 1983 budget,
shifted approximately $199 million iin school aids and $269 million in direct
- property tax credit/refund payments to FY 1984. Thus, the 14% decline is
misleading because the expenditure shifts essentially resulted in
noncomparable expenditure bases ﬂletween FY 1982 and FY 1983. Perhaps a
better indicator of expenditure commitment during the period is to compare
FY 1982 expenditures with those estimated for FY 1984. This comparison
indicates an approximate 9% annual rate of growth in expenditures for the
period. The department of finance éstimates that after FY 1984 general fund
expenditures will increase at a 6.5‘ % average annual rate to nearly $5.8
billion by the end of FY 1987. If this rate of increase is realized for this latter
period, it will represent a growth] rate approximately two-thirds of that
experienced between 1979 and 1982 when state general fund expenditures
grew at 9% per year. l v

Approximately 80% of state gen iral fund expenditures can be associated
with seven major program categories. Examination of Exhibit 7 shows that
in 1975, aids to school districts amounted to $636 million which accounted
for 34% of total state general fund expenditures. ‘Although aids to school
districts remains the most impcrtan‘t expenditure category through 1987, its
relative proportion of general fund expenditures declined to 29% in FY 1982
and is estimated to account for onl%y 22% in FY 1987.6

The reason for this trend is twofold. First, despite experiencing a rate of
growth of nearly 10% per year bet}veen 1975 and 1982, state expenditures
for property tax relief, medical assistance and general assistance for medical
care (MA/GAMC), and general stport to local governments combined,
increased at an average annual rate Laxceeding 15% during the same period.
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EXHIBIT 6

Growth in State General Fund Expenditures
1975-87 (Estimated)
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Total expenditures for these three pchgrams amounted to $512 million in
1975, accounting for 27% of state gen@ral fund expenditures. By FY 1982,
expenditures for these programs increased to nearly $1.4 billion and
represented over 34% of general fund \expenditures.

The second reason is that in 1981 and 1982, the legislature took action
that significantly reduced aids to schooh districts. Included in this legislation
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E%{HIBIT 7
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for example, was a reduction in foundation aids of an estimated $68 million
for FY 1983 due to lowering the level of state foundation support from
$1,416 to $1,346 per pupil and increasing the local mill requirement to 24
mills.* Aids were also reduced because the legislature required school
districts to make early recognition of their property tax. This resulted in an
additional estimated savings to the \ tate of $239 million in FY 1983. School
transportation aids were also reduced in FY 1983 by an estimated $35
million as a result of increasing the|transportation required mill rate from 1
to 2 mills.10

It should be noted, however, that in 1984, lawmakers increased
foundation aids by approximately $280 million for the 1986-87 biennium.
The increase is due to a lowering of the local tax effort requirement to 23.5
mills and increasing foundation support to $1,585 per pupil (from $1,475).

As indicated earlier, the department of finance estimates that general fund
expenditures are anticipated to increase at a relatively slower rate of 6.3%
per year between FY 1984 and FY 1987. This is largely a product of
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port aids to local governments and
f. According to projections, aids to
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e most significant growth, by far, is
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15% total state general fund expenditures.!3

GROWTH IN TAXES AND S
GLANCE: A PERIOD OF F

PENDING AT A SINGLE
SCAL STABILITY VS. A

PERIOD OF FISCAL WOES

The period between 1975 and 1979 represented a time of relatively good

fiscal health. During this period, there

were few major tax law changes and

|
what actions were taken resulted in ta’x savings to Minnesotans. Table 4

shows that tax revenue from major sous

ces increased at a rate of 13.6% per

year, however, tax revenue would have increased slightly faster (14.3% per

year, if no law changes had been enacte
legislative stimulus, produced the neede

pace with growth in state spending, which increased at a rate of 13.9% per

d. In effect, the tax system, without
d revenues (and then some) to keep

TABLE 4

Growth in Major State Tax Revenue

and Genera! Fund Expenditures

1975-82

Tax Revenue from Major Sources:

Total Growth

Growth Excluding Impact of Law Changes
General Fund Expenditures

Average Annual
Percentage Change

1975-79 1979-82
13.6% 7.1%
14.3% 3.1%
13.9% 9.0%

Source: Office of the Legislative Auditor staff co
3, and Appendix Table 1A.

mputations based on data from Tables 2 and

sasing by a projected 17% per year .
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year during the same period. A |strong argument could be made that,
between 1975 and 1979, the tax system, which benefited greatly from the
high rate 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 7.1% per year, while general fund
expenditures increased at 9.0% peI{' year. Much of the growth in tax revenue
realized during this period occurred in FY 1982 when tax revenues from
major sources increased by neahy 14% 14 However, over 85% of that
increase was a result of state legislative action that increased taxes by $314
million. If that legislation had bot occurred, revenues from major tax
sources would have increased by ohly 2% in FY 1982, resulting in an average
annual rate of growth of 3.1% fo}; the period. This gap between the growth
in state taxes and spending began with tax and spending policies adopted
during the 1979 legislative sessiorj. Actions were taken to slow the growth in
tax revenue and to increase spending for major programs.

THE 1979 LEGISLATIVE SESSION: TAX AND SPENDING POLICIES
PROVIDED THE IMPETUS FOR FISCAL DIVERGENCY

In 1979, lawmakers decided tl'Jat the revenue generating capacity of the
state’s personal income tax may have exceeded spending demands and was
overburdening the taxpayer. As a result, several policies were adopted that
either cut tax revenue or were designed to diminish the revenue-elasticity of
the tax during periods of rapid inflation. Major legislation included:

* All personal credits were equal’izcd and increased to $55 in 1979, to $60 in
1980, and indexed thereafter. L

¢ The standard deduction was increased to 10% up to a maximum of $2,000
and was indexed in 1981.

* The low-income credit was increased and indexed in 1981.

* Income tax brackets were indéxed, 85% of the percentage change in the
(Minneapolis-St. Paul) consumer price index.

¢ Top income tax rate reduced from 17% to 16%.

* Pension exclusions increased, nonresident pensions not taxed.

Also, in 1979 the legislature took action that either allowed or provided
for major spending increases tb occur during the 1981 biennium. Most
notable were increases of 40% Jin MA/GAMC, 24% in school aids, and
25% in major property tax relief programs. In effect, largely as a result of
legislation that occurred in 19L/9, state tax revenue from major sources
increased by only 7% during the 1981 biennium, while spending for major
programs increased by over 23%.15 Clearly, this policy mix was not very
conducive for fiscal stability.
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The fiscal impact of this divergent| tax and spending policy can be
illustrated by examining two policy idecisions—the indexation of the
personal income tax, and increased h Jmestead credit benefits. The state
began the 1980-81 biennium with a $281 million fund balance. As Table 5 -
shows, the indexation of tax brackets, ci'edits, and deductions reduced state
tax revenue by $302 million for the |biennium. In addition, legislative
increases to the homestead credit increased the state’s liability for property
tax relief by $124 million. The combineP 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 p'olicies had a fiscal impact of $723
million. This represented over 115% of {he total general fund deficit of $624
million realized on June 30, 1982.

ANALYSIS OF THE GENERAL FUN] , BUDGET-BALANCING
ACTIONS 1982-83 BIENNIUM: A PERIOD OF FISCAL WOES

After enjoying several years of relatively stable finances, the general fund
began experiencing fiscal problems in| August 1980. The sources of these

TABLE 5
Fiscal Impact of Indexing the Personal Income Tax and

Increasing the Benefits of the Homestead Credit Program:

FY 1980 to FY 1982
($ millions)
: Total
. FY 1980 FY 1981 Total FY 1982 1980-82

Indexation of personal

income tax (lost

revenue)d $119.7 $182.5 $302.2 $221.9 $524.1
Homestead credit (in- :

creased expenditure)® 8.0 116.0 124.0 75.0 199.0
TOTAL $12f7.7 $298.5 $426.2 $296.9 §$723.1

|
Source: Minnesota Department of Revenue provided estimates for the impact of indexation
(December 2, 1983) and the Office of the Legislative Auditor calculated the cost of the
homestead credit.

aFor tax years 1979 and 1980, income tax brackets were increased by 85% of the increase in the

consumer price index (CPI) for the Minneap
adjustment was 10.1% and in 1980, 8.6%.
increased either by 100% of the increase in CP
income, whichever was less. In 1981 the ad

olis-St. Paul metropolitan area. In 1979, the
For tax years 1981 and 1982, brackets were
or by 100% of the increase in Minnesota gross
justment was 9.2% and in 1982 was 2.1%.

Beginning in tax year 1981, credits and standard deductions were also adjusted for inflation
using the same methods (Minn. Stat. 290.06). In 1983, the legislature amended the law such
that the indexation provision could be suspended if the state-projected surplus was less than
$250 million (Minnesota Session Laws, Ch. 3&2, Section 6, Subd. 2f).

bBenefits for the homestead credit program increased from 45%—3$325 maximum in 1979 to
50%—$550 maximum in 1980, to 58%—3$650 maximum in 1981.
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difficulties are complex, but most agree that a national recession coupled
with certain modifications to the tax system, primarily indexing the
individual income tax, had stalled the general fund’s revenue growth. In
addition, while various factors contributed to slowing the rate of growth in
tax revenue, the state continued to pursue a relatively fast rate of growth in
spending. The combination of divergent tax and spending policies,
compounded by an economic rece§sion, 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 acclerated and an additional $60 million was received
‘during the biennium. School aid payments totalling $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 repeatedly plagued the general fund
throughout the 1982-83 biennium.; Six special legislative sessions were called
and so nearly $2 billion of financial modifications were made during the
biennium. The time lag required to institute many of the financial changes
resulted in a $624 million generaf fund deficit at June 30, 1982, the mid-
point of the biennium. Accordingly, the brunt of fiscal recovery was
necessitated during FY 1983 so that the biennium would end without a fund
deficit. Table 6 illustrates how dramatically general fund finances had to
change during FY 1983 so that a balanced budget could be realized.

Comparing the FY 1983 operating results to those for FY 1982 shows an
improvement of almost $1 billion. The change was accomplished by

TABLE 6
State General Fund
Summary of Annual Finances
FY 1980 to FY 1983
($ thousands)

Fiscal Year
1980 1981 1982 1983

Revenues $3,228,934 $3,320,587 $3,687,965 $4,117,122
Expenditures 3,401,030 3,690,495 4,051,036 3,487,310
Net Annual Increases/

(Decreases) to Fund

Balance $(172,096) $(369,908) $(363,071) $ 629,812
ENDING GENERAL :

FUND BALANCE $ 108,511 $(261,397) $(624,468) $ 5,344

§]

Source: Office of the Legislative Auditor, staff computations.
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1g expenditures by 14%. Such large
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the series of budget-balancing acts
2-83 biennium. On the surface, it
d between those affecting revenues
er, a closer examination reveals that
t, 37% was generated with new and -

diture reduction, as discussed later,
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Five hundred forty-eight million doII@:s represented a restructuring of
payment schedules or shifts from one biennium to the next. These actions

resulted in a temporary remedy that
savings. The impact of these expenditu

afforded only a one-time budget
e shifts also accounted for much of

the perceived decline in expenditures as illustrated in Table 8.

TABL‘ 7
State General Fund
Fiscal Impact of Budgét-Balancing Actions

|

1982-83 Biennium

($ million)
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:
Cuts2 $ 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 elim
for salary, supplies, and equipment.

linated from state department appropriations
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TABLE 8
State |General Fund
Expenditure Changes Adjusted for Shifts
Fiscal Years 1981 to 1983
($ Millions)

Amounts Amounts | Percent Change Amounts Percent Change
FY 1981 FY 1982 1981 to 1982 FY 1983 1982 to 1983

Expenditures

as Reported $3,690  $4,051  +98% $3,487 -13.9%
Add Back:

Shifts — 68 479
Adjusted Expen- |

diture Levels $3,600 $4,119 +11.6% $3,967 - 3.7%

Source: Office of the Legislative Auditon, staff computations.

A critical question also arises as to whether the state’s expenditure
reduction of 3.7% during fiscal year 1983 translated into long-term
expenditure savings and reduced tax burdens.! For the most part, the
answer is no. Of the $331 million cut from expenditures during FY 1983,
$262 million may have increased|local tax efforts. Because of the extensive
intergovernmental fiscal relationships  between the state and its local
governmental units, most reductions in state spending simply resulted in
shifting the tax burden from thel state to local government jurisdictions.

Approximately $101 million of the expenditures reduced in FY 1983
directly resulted in an increase fof locally collected property taxes. This
amount resulted from mandated increases in the local property tax levies for
certain school aid programs, e.gj, foundation and transportation aids, and
reduced state-paid property tax credits for the homestead credit program. It
was not possible to determine pﬁecisely whether the remaining $161 million
actually resulted in large property tax increases. Such increases could have
been preempted by levy limits 01% otherwise avoided by local governments if
they assumed the effects to be temporary and were fortunate enough to have
adequate cash reserves. Inevitably, local governments were obligated to
translate at least a proportion Jf this $161 million state aid reduction into
local property tax increases. '

The remaining $69 million of expenditure reductions did not resuit in
increased local taxes. However, éhesc expenditure reductions appeared to be
temporary declines or merely shifted financial obligations to a nontax
revenue source. For example, |$28 million of this amount represents a
reduction in state payments to the teachers retirement fund (TRA). This
reduction to TRA was partially recovered through mandated temporary
increases in employee retirement contributions. However, because of the
financial difficulties of TRA, the impact of the reduced state payments was
very temporary. In fact, recent legislative actions will result in repaying
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employees for their added contributions, plus a sizable increase in state
payments to TRA in an attempt to r‘lsolve its financial difficulties. In
addition, the state also reduced aids to ﬂhe University of Minnesota by $20
million. However, recent legislative actions provided a sizable increase in
state aids to the university during the next biennium.

Thus, the impact of the 1982-83 spending cuts translated into either
increased local property taxes, later incréases in state spending, or, at best a
temporary reprieve in tax burdens. Becaf.lse of the complexity of state/local
fiscal relationships in Minnesota, perhaps a better indicator of how state
expenditures were impacted during fiscal year 1983 would be revealed by
analyzing state operating expenditures (e.g., salaries, supplies, and
expense). Despite reducing appropriations of state departments and
decreasing state-paid ‘contributions to| state employee retirement funds,
state-operating expenditures increased by 7.5% during FY 1983. Although
this increase is lower than that of previ&us fiscal years, it demonstrates the
real difficulties of implementing long-term declines in state expenditure
commitments and consequently, the IevILl of taxation.

SUMMARY OF GENERAL FUND FINANCES: 1978-87 (ESTIMATED)

To illustrate the significance of these fiscal policies, a series of exhibits are
presented in order to show the relatiorg‘ship between general fund revenues
and expenditures beginning in 1978 and projected through the 1987
biennium.!?

Exhibit 8 plots annual revenues and expenditures for each fiscal year. The
difference between revenues and expenditures in any given year represents
the annual change to fund balance. The crossing pattern illustrated in FY
1978 to FY 1980 is perhaps the normal pattern to expect for a healthy
general fund. This reflects the uncertaixf*sty associated with revenue estimates
and the need to continually adjust fund balance so it is retained at an
acceptable level. However, as can be s’een, revenues did not recover to the
level of expenditures in either FY 1981 lor FY 1982. Whereas a reduction in
fund balance was affordable in 1980 (because of a beginning fund balance),
continued reductions in 1981 and 1982 resulted in the sizeable fund deficit at
the end of 1982. The response to the problem, as indicated earlier, required
an array of tax increases, revenue/expenditure shifts, and expenditure
reductions to balance the budget at the end of FY 1983.

Exhibit 8 also shows projections of revenues and expenditures, assuming
moderate economic growth through FY 1987. As can be seen, revenues are
expected to exceed spending throughout the period, keeping the state budget
well in the black. However, as Exhibit 9 illustrates, the state’s projected level
of spending through 1987 is only affoxldable if the new and temporary state
taxes enacted since 1980 remain in place (the only exception being the

personal income surtax which under this projection was repealed January 1,
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EXHIBIT 8

General Fund
Revenues and Expenditures
Actual and Projected‘

Trend Long h
1978-87 (Estimated)
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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 and adjusted to reconcile
the differences between GAAP and Budgetary Reporting Basis. See note 16 below.

1984). The graph clearly shows |that if these new tax laws had not been
enacted, the level of revenues (line C) would not be able to sustain the level
of general fund expenditures as currently projected.

Finally, it is important to em shasize that these projections of revenues
and expenditures assume moderate economic growth for the state through
FY 1987. Exhibit 10 illustrates what happens to the state’s fiscal condition if
another recession befalls the state in 1985. As can be seen, the department of
finance projects under its “Trouble 85" scenario that the state will be faced
with another deficit situation by the end of FY 1987 despite the fiscal
actions taken since 1980.
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CONCLUSION

Based on the evidence presented, a

since 1980 the state’s tax policy has bee
demands. The legislative response to the recent budget crises has been to
increase taxes, borrow, and alter its cash
in line with spending. Although it cou
necessary because it is difficult to adju
keep them in line with revenues, the sta
- the new and ““temporary” taxes enact

strong argument can be made that
n influenced primarily by spending

flow in order to bring revenues back
Id be argued that such policies are
st expenditures in the short run to
te has chosen to maintain nearly all
ed since 1980 (the income surtax
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EXHIBIT 10

!
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Source: Office of the Legislative Audijtor staff computations (FY 1978-FY 1983). Projections
based on data provided by the Department of Finance, April 17, 1984 and adjusted to reconcile
the differences between GAAP and Budgetary Reporting Basis. See note 16 below.

appears to be the only major temporary tax that will be repealed).

In effect, it is not enough to simply compare Minnesota tax effort to that
of other states and conclude ﬁom that comparison that since we rank high
we must reform and lower our taxes to make our state more competitive.
Because we are required by la'lv, if nothing else, to balance our budget every
two years, tax policy, by defiﬁition, must be linked directly to current and
anticipated spending demands. If this fact is ignored or its relevancy

minimized, the long-term stability of any tax reform measure adopted will
be in jeopardy.
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Despite the relatively slower rate of growth anticipated in general fund
expenditures through the 1987 biennium, the state faces increasing spending
demands. For example, state expenditures for medical assistance (MA) and
other welfare benefit programs are expected to increase significantly over the
next several years. Although much of the spending pressure is a direct result
of increased medical costs and larger caseloads, federal actions have also
shifted (and threaten to continue) more financial responsibility for these
programs to the state. At present, the department of finance includes in
their MA expenditure projections, a|continuation of a lower federal
participation rate which translates into higher costs for the state. :

The state will also be facing increased pressure to use general fund
revenues for its infrastructure, specifically for the maintenance and repair of
its roads and bridges. The 1984 legislature has already responded by
requiring 25% of the revenues raised by the motor vehicle excise tax to be
taken from the general fund and placed in the highway users distribution
fund. Between FY 1985 and FY 1987, this amounts to an estimated $50 to
$60 million per fiscal year, an amount which some say is only a fraction of
what is needed. |

Given the recent reductions in school aids amounting to over $212 million,
coupled with the current national debathe on education quality, the state, in
all likelihood, will be pressured not orﬁy to restore education aids, but to
increase them. The education debate, ih many ways, is very similar to that
occurring over. taxes. Both focus, at some point, on how our state ranks.
Those in the education field are quick|to inform lawmakers that our once
relatively high ranking in per-pupil state expenditures has declined in recent
years, becoming another argument often used to justify increased state
spending for education. '

It is also important to realize that much of the slower rate of growth that
is anticipated in the state’s general fund is a result of slower growth in
expenditures which directly or indirecﬁly provide property tax relief. As a
result, these policies could eventually rJ;sult in higher property taxes, which
in turn could lead to increased pressure on state lawmakers to once again
provide tax relief in one form or another.

In conclusion, the reality is that thé tax debate by implication is also a
spending level debate. If the two sides éf the budget are not reconciled, then
there is a real danger that the budg % actions taken during the last two
bienniums will become the rule rather|than the exception.

ENDNOTES

1. This figure was based upon the foilowing assumptions and calculation: If
during the period between 1975 and 1982/ the responsibility for financing welfare
benefits between the state and local governments was left unchanged, in 1982 the




48 STAFF PAPERS

local share would have been 27% or $299 million as opposed to its actual share of
10% or $107 million. The difference between the hypothetical and actual amounts
equals $192 million which represents th? amount of fiscal relief the state provided for
local governments as a result of policy actions taken in and after 1976. This also
assumes that the federal role vis-a-vis local governments remain unchanged during .
the period.

2. This analysis is based upon expenditures made from all state funds as opposed
to the general fund only. If only expenhitures from the general fund were examined,
then nearly 70% of state spending is for the purpose of either directly or indirectly
assisting local governments.

3. It should be noted that this analysis assumes two distinct time periods—the
first being FY 1975 through FY 1979 and the second being FY 1980 through FY 1987
(estimated). For the earlier period, thé impact of tax laws was assessed with respect
to the tax system established in 1974. Legislation enacted in 1975-78 was reviewed
and the revenue impact was mtime{ted based on information provided by the
department of revenue. As Table 2 s]'ﬁows, the net impact of tax legislation during
this period actually reduced taxes. However, because the impact was minor, for
purposes of graphic simplicity, the| growth in tax revenues between 1975-79 is
attributed solely to inflation and other economic factors.

For the second period, it was assumed that legislation enacted in 1979 established
fundamental changes to the state’s tax system, primarily with the enactment of
indexation. Accordingly, it is more| meaningful to assess the impact of tax law
changes since 1980 with respect to|the 1979 tax system, rather than the system
established in 1974. Thus, the indexation of the state’s personal income tax is treated
as part of a tax system intended to operate in the 1980s and not as a law change
affecting revenues based on a system in place as of FY 1974.

Tax revenue estimates for FY l‘bs4 through FY 1987 were provided by the
department of finance from their April 17, 1984 forecast incorporating the
governor’s recommendations. The projections represent the department’s
“trendlong” scenario, which assubes moderate economic growth through the
period. ‘L
4. Although the 10% surtax was repealed by the 1984 legislature effective
January 1, 1984, the state collected revenues during the first half of FY 1984 (July 1 -
December 31, 1983). 1

S. Office of the Legislative Auditor staff computations based on data from
Appendix Table 1A.

6. Ibid.

7. Ibid.

8. See 1981 Minn. Laws 3rd Spec. Sess., ch. 2, art. IV.

9. Office of the Legislative AuFitor staff computations.

10. See 1981 Minn. Laws 3rd Spec. Sess., ch. 2, art. IV.

11. Office of the Legislative A[uditor staff computations based on data from
Appendix Table 1A.

12. Ibid.

13. Ibid.

14. Ibid.

15. Ibid.
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- 16. Table 8 indicates that even after considering expenditure shifts, a 3.7% decline
. was realized in general fund expenditure}; during FY 1983. However, if the
' expenditure cuts revealed in Table 8 had not rccurrc:d, then expenditures would have
risen in FY 1983 by 3.9%. This increase is fairly comparable to the 3.0% increase
anticipated for FY 1983 in the governor’s original budget proposal for the 1982-83
‘biennium. .

17. Total general fund revenue and expenditure amounts are based upon data from
the office of the legislative auditor (FY 1978 - FY 1983) and from the department of
finance’s projections of April 17, 1984, which include the governor’s
recommendations as of that date. It should be noted that the figures from the
department of finance have been adjusted i order to reconcile differences between
their budgetary reporting basis and the génerally accepted accounting principles
reporting method utilized by the Office of l:he Legislative Auditor. Although total
revenues and exp‘endiiures differ between the two accounting methods, we believe
hat the year-to-year changes under both ’e comparable.
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The Effect of Business Climate
on Employmel:nt Growth

Michael -Wasylenko*

In both private conversations and public testimony before state legislatures,
business representatives often attribute job loss and sluggish economic
growth to poor business climate. Whﬂé a large number of factors affect
business location, business climate |variables are among the most
controversial factors because public policy can influence the business
climate. Alexander Grant has recently| saddled Minnesota with a poor
business climate ranking (forty-three out of forty-eight). This rating
underscores the importance of a study of business climate and its potential
effect on employment growth. rl

Most research on business location concludes that business climate has no
effect or, at most, very little effect on business location decisions.! This
finding remains the same whether the research results are derived from
surveys of business or from econometric work using data on actual business
location decisions.

The issue of business climate and plant location would therefore seem
settled. But adherents to the hypothesis that business climate is important
appear to be growing, especially among business people and, to a lesser
extent, government policymakers. Some adherents criticize the business
climate studies as lacking breadth or depth in the sense that they examine
only a few industries or do not explore the business climate relationships in
sufficiently rich detail to uncover the suBtle relationship between business
climate and employment growth. ,

While there is an impressive body of evidence assembled on business
location decisions, this literature may be lacking in several respects. With
few exceptions these studies analyze manufacturing location decisions,
which may not be representative of all businesses. In addition, although
these studies find no direct relationship between business climate and

*The author thapks Therese McGuire and the members of the seminar in the Department of
Applied Economics at the University of Minnesota for their thoughtful comments on this
research.
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location choice, there may be an important indirect relationship. Virtually
every study finds that labor force|characteristics have considerable influence
on business location decisions. High personal tax levels appear to affect
labor force movement, which in Etum influences business location.

This study will expand the scope of inquiry into business location -
decisions by focusing on a peLE'iod (1973 to 1980) in which there is a
considerable shift in employment among states. More important, this study
analyzes employment growth in manufacturing as well as in
nonmanufacturing industries. Iniparticular, employment change during the
1970s in six major industrial categories is analyzed using an econometric
framework that relates employLment growth to a set of independent
variables. The industries studied include manufacturing; transportation and
public utilities; wholesale trade; retail trade; finance, insurance, and real
estate; and services. Employment growth in the total of these categories is
also analyzed. ’

The independent variables will include measures of market accessibility,
labor force characteristics, enexjgy prices, climate, and business climate
variables. These variables determine the overall revenue and cost (or
profitability) of a firm and are widely used in studies of business location
decisions. L

The next section reports employment trends in Minnesota and the U.S.
during the 1973-80 period. Section 3 reviews the business location literature,
and the econometric model is prxtented in a subsequent section. The results
of the econometric work are reported in Section 5, and these results are used
to reach a conclusion about Minnesota’s employment growth rates for the
1980s. A final section interprets'the results of this study for tax policy
reform.

EMPLOYMENT TRENDS

The study focuses on employment trends between 1973 and 1980, using
employment data reported in dr;unty Business Patterns for the week of
March 12 in each specific year. The years 1973 and 1980 are chosen with an
eye toward the peak of the businei,ss cycle and the date (March) on which the
data is collected. According to Business Conditions Digest, business cycle
peaks occurred in November 1973 and January 1980. The years 1973 and
1980 are chosen so that the empfoyment data are compared on the basis of
similar points (peaks) in the business cycle. The economy had been in a long
expansion from November 1970 to November 1973. Thus, in March 1973 the
employment data reflect a period of full employment in the economy. The
next expansion in the economy was from March 1975 through January 1980.
Therefore, in March 1980 the economy had just begun to turn downward
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and employment in March was still very near its full employment level.
Using employment data that are at similar points in the business cycle gives a
clear view of the secular trend in emplqyment growth and avoids confusing
secular trends with cyclical fluctuations.

Table 1 contains employment growth by nine major industries for the
U.S.; Minnesota; South Dakota, Notth Dakota, Iowa, Wisconsin (ail
neighboring states of Minnesota); Illinois; Texas, California and Florida,
where employment is growing rapidly; and New York, where employment is
growing very slowly. The nine indus{ries include: agriculture; mining;
contract construction; manufacturing; transportation; wholesale trade;

" retail trade; finance, insurance, and real estate; and personal services.

Overall employment in Minnesota between 1973 and 1980 grew 35%,
much faster than employment greerin the U.S. (22.1%). Moreover,
employment grov‘irth‘ in seven of the nine industries was more rapid in
Minnesota than in the U.S. In all industﬁes, 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.

Of Minnesota’s four neighboring st}ates, total employment in North
Dakota and South Dakota grew more rapidly than in the U.S., but total
employment in North Dakota only grew more rapidly than in Minnesota.
North Dakota had very strong employm [nt growth relative to the U.S. in all
industries except agriculture. With the exception of services, employment
growth in the other eight industries was rr!lorc rapid in North Dakota than in
Minnesota.

Employment growth in South Dakota showed a more uneven pattern, but
three ‘industries—manufacturing, transﬂ‘ortation, and wholesale trade—
grew faster in South Dakota than in Minnesqta. With few exceptions,
employment growth in each industry wag higher in Minnesota than in the
other three north central states.

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 Texas and California, respectively.
Employment grew faster in every industry-jgxcept agriculture employment in
Texas) in these two states than in Minnesota. In Texas, mining is the most
‘rapidly growing industry, and manufactur&ng grew at five times the national
average compared to three and one-haff times the national average in
Minnesota. In California, much of the rapid overall employment growth can
be attributed to strong employment gains in agriculture, mining, and
contract construction.




: TABLE 1 y
Percentage Change in Employment by Major Industry From 1973 to 1980:
U.S., Minnesota and Selected States
(in percentages)

U.S. Minn. S.Dak. N.Dak. Ia. Wisc. I1l. Tex. Cal. Fla.

TOTAL ‘ 22.1 35.0 31.0 46.7 24.1 22.6 11.9 47.1 41.1 314
Agriculture 28.6 19.3 -40.0 26.1 25.6 21.0 18.6 10.7 71.6 35.8
Mining 65:4 25.3 14.9 164.0 ‘1—01-1-—&43;4*;3 103.6 57.2 57.3
Construction : 19.9 47.5 18.4 64.3 34.3 20.4 9.2 65.4 60.7 5.4
Manufacturing \ - 7.0 25.1 43.7 62.2 13.3 11.0 -4.4 35.6 31.2 ‘24.2
Transportation 153 23.2 25.9 35.6 13.7 17.1 1.8 41.0 24.1 20.0
Wholesale Trade 23.5 34.5 44.1 53.1 51.4 32.9 13.5 43.5 37.4 29.6
Retail Trade 21.5 27.2 25.4 28.6 16.2 19.6 10.1 38.9 32.7 34.6
Finance, Insurance, ‘ .
Real Estate 27.6 38.3 32.2 46.4 34.6 32.2 29.5 39.5 51.0 26.7
Services 45.3 56.2 35.2 50.4 42.3 45.7 41.3 59.9  57.7 50.6

Source: County Business Patterns.
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INTERREGIONAL BUSINESS LOCATION DECISIONS:
LITERATURE REVIEW

The theoretical literature and emp
heavily oriented toward manufacturing locational decisions. But in principle
the theoretical and empirical models| of manufacturing location can be
applied to nonmanufacturing locational decisions, although the important
variables may differ by industry. The differences among industries in the
variables are probably related to differences in the spatial distribution of
relevant nonlabor inputs, labor skills And costs, and markets for products,
as well as to differences in the cost of transportation for inputs and products
among industries. Given the theoretical literature, a firm’s decision depends
on a firm’s profitability at alternative locations, which in turn depends on a
vector of market and cost characteristics that vary by location.

The relevant vector of market char(?.aeristics varies by industry. If the
industry manufactures or supplies intermediate products, the market
variables will include the number of firms purchasing these intermediate
products, the size of each purchasing firm’s demand, and the number of
competitive supplier firms at each location. If the firm produces. for
consumer markets, the market variables may include the number of
competitors, the per capita income ievel of the market area, and the
population size or the number of cons}mers at each location.

irical studies of firm location are

Cost factors include the supply of different types of labor (unskilled,
skilled, and managerial); the cost of capital; the price and availability of
land; proximity to a transportation |network; transport costs for raw
material and product distribution; agglomeration economies that reduce
costs; energy prices; and the availability and cost of immobile inputs, such
as bodies of water, coal, or other nonstandardized inputs. The relative
- importance of these cost factors may also vary by industry.

Differences in state and local taxes could affect industry location in two

" ways. First, the direct effect of taxes \\[/ould reduce the aftertax profits of

firms, if taxes on capital (corporate in

forward to consumers or backward to la

of land. Even when taxes are shifted

locations would affect a firm’s profit

reducing their market area, unless the

come and property) are not shifted
bor or even capitalized into the price
forward, differential taxes among
s by raising the firm’s prices and
demand for the product is perfectly

inelastic or demand is not responsive to price.

Fiscal inducements, such as state lo
programs, tax concessions, developm

an guarantee programs, direct loan
ent credit corporations, and local

industrial revenue bond programs, could also affect location decisions.
These programs reduce the cost of borrowing to firms and raise profits or
increase the availability of capital.

Firms would, of course, be attractq’d to areas with lower taxes, other
things being equal. The importance of taxes in the location decision will
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-depend on the size of the tax differential, on whether the tax differential
between locations is substantial éompared to differentials in other costs or
markets among locations, and c[m whether the tax differentials result in
higher (lower) quality or mor% public services for which firms and
consumers are willing to pay. A firm may willingly pay higher taxes for some
public services. High-quality elementary and secondary schools may also
indirectly attract firms, since skilled and managerial labor may migrate to
areas in part because of the quality of the educational system. The
availability of skilled and managerial labor may, in turn, attract firms.
Thus, firms may not always avoid high tax jurisdictions, especially if the
high taxes are accompanied by higher-quality ‘public services that attract
labor.

For a variety of reasons, the| locational effect of taxes may vary by
industry. Taxes on capital may not affect the location of firms in labor-
intensive industries, but taxes on [capital may affect the locational decision
of firms in capital-intensive industries. Payroll taxes are more likely to affect
the decision of labor-intensive firms than capital-intensive firms. And tax
differentials and fiscal inducements are more likely to be decisive for firm
location, the smaller the area over which the location decision is being
made. Simply stated, when cost a}lnd market differentials are small, as they
are likely to be within a smaller geographic area, tax differentials are more
likely to be the deciding locationél determinant.

A region’s change in firms and employment is the net result of births,
deaths, on-site expansions and éontractions, and relocation of firms. To
help explain locational determinants, researchers have listed four aspects of
regional change in firms and erﬂployment, namely, regional variations in
total employment, in the growth rate of employment, in the number of firm
births, and in the number of fil‘n!Zl relocations. »

It is sometimes argued that the empirical results for locational
determinants based on the number of firm births and the growth in
employment due to firm births are the most reliable, since new firms have

few moving costs and may be subject to less inertia. But proprietors of new
firms may be reluctant to move far from their familiar surroundings, given
the uncertainties about the success of a new business and the lack of
information about locations other than their present ones.

Further, relocating firms may have significantly higher moving costs but
more assurance about the success of their business and lower information
costs as a proportion of their profits. Thus, no definite preference for
explaining either firm births or relocations emerges.

Firm onsite expansions and contractions as well as branch locations of
multiplant operations (which can also adjust the size of their operation at
each site) are also interesting areas for analysis. Birch (1979) indicated that
regional variations in establishment onsite expansions (existing firms) and
births are basically responsible for differences in employment growth among
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regions. By contrast, employment decline due to firm onsite contractions
and deaths shows little variation amoxjg regions, while relocations of firms
occur in relatively few cases. The relocation of the U.S. textile industry from
the northeast to the south during the 1950s is a fluke rather than an example
of a typical industrial pattern. i

In summary, using locational variables to explain regional variations in
changes in total employment may mask important relations between firm
location and the independent variables,l unless all aspects of firm location in
all industries respond to the same locational variables. Based on the
theoretical literature, spatial variations in the supply of factors of
production (especially labor), in markets for products, in agglomeration
economies and, perhaps, in taxes, determine firm location. In some
industries, where firms use nonstand&rd inputs, the availability of these
inputs will constrain firm locational choices.

ECONOMETRIC EVIDENCE

Most of the econometric evidence on firm movement and employment
growth is based on cross-sectional analysis. In this literature, regional
differences in total firms and employmént and the growth rate of firms and
employment are related to regional differences in market and cost variables
hypothesized to affect firm location. |This literature is heavily oriented
toward manufacturing firm location choices.

Fuchs’ (1962) study is perhaps theL best known in this area. Fuchs
examined changes in manufacturing employment from 1929 to 1954 among
the states. He found that as early as the|1930s industry had been shifting to
the southern and western states, and there was a comparative loss in industry
in the northeastern states since 1929. Lower wages, warmer climate, less
unionization, and lower population dex{’sity were associated with increased
growth in manufacturing employment. P,“uchs does not consider taxes in his
analysis. He argued that taxes are a small portion of a firm’s costs, and tax
differentials will not affect profits ex'»lough to offset other locational
advantages. To further buttress his argument about the unimportance of
taxes, he noted that higher taxes may be associated with more public services
and, thus, tax variations cannot always Be considered an added cost to the
firm. L
Carlton (1979), in two separate analyses, examined the importance of
taxes and fiscal incentives (among otherl)variables) in explaining variations
among SMSAs in the birth of single establishment firms and in the number
of branch plants in three industries:| fabricated plastics (SIC 3079),
communication transmitting equipme-l:nt (SIC 3662), and electronic
components (SIC 3679). He used Dun and Bradstreet data to construct the
dependent variables.
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Carlton used a comprehensiye list of SMSA variables to explain the
dependent variables. The variables include wages, supply of skilled labor,
corporate and personal income taxes, property taxes, energy costs
(electricity and natural gas), proximity to markets and raw materials,
unemployment rates, number of| recent work stoppages, construction costs,
land costs, and a business climate index. The business climate index is
composed of business tax exemptions and other fiscal incentives, as well as
state right-to-work laws, state minimum wage laws, state fair employment
practice codes, and the presence of statewide industrial noise abatement
codes.

Carlton analyzed single establishment births in SMSAs between 1967 and
1975 and performed separate analyses of births between 1967 and 1971 and
between 1971 and 1975. He found that the results for the econometric
models were structurally stable over the two periods (see Carlton, 1979, p.
38). Wages and electricity prices are found to have relatively large and
statistically significant effects oﬁ single establishment births, although the
elasticity coefficient is much smahler in magnitude for SIC 3662 than for the
other two industries. The coefﬁéients of agglomeration economies and the
number of engineers variables aré also important and statistically significant
in explaining births of single est‘ablishments. On the tax side his results do
not support the view that taxes [are a major business location determinant
but, on the other hand, taxes cannot be ruled out as having some influence.

Carlton examines branch planqtbirths only during the 1967 to 1971 period,
because-data on branching for the 1971-75 period are not available. The
wage effect could not be estimated with much precision. It is statistically
insignificant in the regression fc})r SIC 3662 and 3679, but given the wide
confidence interval on this coeffil:ient, a large wage effect could not be ruled
out. Energy prices have a strong effect on the birth of branch plants in all
three industries. The existing amount of industry activity in a particular
industry also has a large influence on the number of births, and the
availability of technical expertise in the labor force is an important factor for
branch births in technologically more sophisticated industries.

In a subsequent article, Carlton (1983) shows that the decisions about .
where to establish a branch plant and the size. (number of employees) of the
branch plant are linked through the profit function by duality theory. He
then simultaneously models the probability of establishing a branch plant in
any particular location and the gize of the branch plant. He analyzes the
same Dun and Bradstreet data for branch plants as in his above study. The
use of the same industries and the same time period obviously facilitates
comparisons of the findings across the two studies.

The model predicts the size of branch plants very well. The wage effect
could not be measured very pl;ecisely and its coefficient is statistically
insignificant for each of these three industries. Higher energy costs have a
large negative effect on the size &f branch plants in these industries, and an

|
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existing concentration of the industry has a large positive effect on the size
of the branch plant in these industries, Available expertise is important for
the highly sophisticated industry (SIC §662), but taxes and business climate
do not appear to have a major effect on branch births for any of the three
industries.

Plaut and Pluta (1983) examine agglxregate manufacturing growth for 48
states between 1967-72 and 1972-77. LThey use the percentage change in
employment, in real value added, and in the real capital stock. They include
a large number of variables representing market accessibility, labor’s wages
and unionization, energy, land, climate, and business climate as explanatory
variables. Principal components analytsis is used to reduce the number of
regressors and reduce multicolinearity.

For employment change, they find tl"lat an adverse business climate rank
and higher overall tax effort in a state slow employment growth. The
coefficients of these two variables are 1‘1egative and statistically significant.
But corporate taxes, personal incomel. taxes, and the sales tax are not
important. Surprisingly, higher property taxes are found to increase
employment growth. The result is puzzling, but they explain that it may
result from firms’ desire for locally dominated (as opposed to state) fiscal
systems. o

On the expenditure side, they find tha{ higher education expenditures lead
to more employment growth. But welfare expenditures do not have a
statistically significant effect on emplo;lrment growth.

They also find that union activity re&uces employment growth, but that
higher wage rates and higher unemployment increase employment growth.
The wage rate finding is unexpected and may reflect some multicolinearity
problem or simultaneous equation bias between employment growth and
wages.

Bartik (1985) examines new total branch plant locations for all Fortune
500 firms in the forty-eight states betweeh 1972 and 1978, using Schmenner’s
data on the number of new branch rplantg from his Fortune 500 study (1982).
He uses a traditional set of variables which reflect labor costs, energy prices,
taxes, and agglomeration economies. |Using conditional logit analysis,
Bartik finds that the effective corporate income tax rate has a negative effect
on the probability of locating a branch plant in a state, and that
unionization also has a negative effect on the probability of branch plant
location. He also finds that the wage rate is not a statistically significant
determinant of branch plant location, and that energy prices similarly have
no effect. Bartik also finds that aggloheration of manufacturing firms
““aftracts branch plants, as does the number of highway miles in a state.

There is some evidence in these studies that taxes and business climate in
general influence manufacturing employﬁlent growth. The evidence is weak
in that some research supports the view that taxes matter, but in other
research there is little evidence to support this view. The more recent studies
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tend to find that taxes matter in regional location decisions. While these
studies tend to use more variables to explain location choice and to use more
sophisticated econometric techniques, they also either look only at total
manufacturing or at a very narrodv set of industries. These focuses result in
evidence that is not sufficient to\draw general conclusions about whether
taxes are important in employmént growth. Taxes may matter for some
industries but not for others, and in examining aggregate manufacturing,
taxes (and other variables) may appear to have no effect on location due to
aggregation of industries and resulting bias.

The empirical work which foll?ws examines employment growth for the
forty-eight contiguous states for manufacturing and several major
nonmanufacturing industries.| This analysis and the subsequent
interpretation of the results extend the discussion of the effect of taxes and
business climate on employment growth beyond the manufacturing sector.

ECONOMETRIC MODEL

Percentage changes in employment are modeled here as a disequilibrium
phenomenon. More specifically, firms are not viewed as shifting from one
equilibrium position in 1973 to another in 1980. In such a case, firms would
respond to a set of changes in ex Wgenous variables which would represent
changes in conditions that affect profitability at different locations between
1973 and 1980 (comparative statics).

Instead, firms are viewed as regponding to a stream of disequilibrium
conditions and as trying to adjus{ their employment in various locations
based on the best information available as to how these conditions will
affect their profitability over the lcjlnger run. The price of inputs, primarily
labor, capital and energy, taxation, the environment or climate, and market
access, all affect profitability. But what variables firms use to measure these
prices and conditions at various lo i tions is not known. Thus, one can only
try to capture the prices and market conditions using variables that firms are
likely to use in measuring prospectil'e profitability in various states. Because
this is a disequilibrium model that spans seven years of employment change,
the explanatory variables are a mixture of percentage changes in and of the
levels of certain variables. Because é:mployment changes occur in every year
during the 1973-80 period, it is not|clear which year of data best represents
the variables to which firms respond. Therefore, 1977, the mid-point of the
1973-80 period, is chosen to measure most of the variables.?

In some sense the choice of the yiear for data is not critical to the results.
The correlation between a variable in 1977 and the same variable in another
year (1975 or 1978) is estimated for several of the independent variables. In
all cases, the correlations are above 0.9, which is high enough to be virtually
the same variable.
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The econometric model is specified as a linear relationship between the
percentage changes in employment in industry (i), (PCT()), and vectors of
independent variables representing labor costs and availability (L), energy
(ELEC), fiscal climate (FC), the climate (TEMP), markets (M) and
agglomeration economies (A).

PCT() = a + L(b) + ELEC(c) + FC(d) + TEMP(e) + M() + A(g) + e (1)
where g is a constant term, b through g|are vectors of parameters and e is an
error term. '

The linear specification is chosen here over double log and semi-log
purely on a practical basis. The depenhent variable and some of the right-

‘hand-side variables are specified as peréentage changes which are sometimes
negative and therefore rule out taking logarithms.

DEPENDENT VARIABLES

The dependent variable is the percentage change in employment between
1973 and 1980 in each of six industries ind in the total of the six. The list of
industries examined is reported above allnd repeated in the tables that follow.
A list of all the variables used in this stuhy and the data sources are reported
in the appendix to this paper. '

INDEPENDENT VARIABLES

The explanatory variables specified in Equation (1) have a large number
of dimensions to them. In what follow‘s, these dimensions are represented
using a large number of variables. Bu{ some of these variables are later
dropped from the empirical work to in&rease the explanatory power of the
analysis. : ’Jn

Labor Climate Variables. Labor climate is measured using wage rates,
union activity, labor availability, p[roductivity, 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 aljlalyzed. If the manufacturing wage
rate is high, other industries will have to pay higher wages to attract, hire,
and retain employees. Thus the manufacturing wage rate is expected to be
indicative of the overall wage level in thé state.

Union activity is measured using the ﬂercentage of the work force that is
unionized in 1973 (UNION), a dummy Lariable equal to unity if the state
has a right-to-work law and zero otheerise (RTW), and the percentage of
working time lost in a state due to union work stoppages (WSTOP). WSTOP
is calculated using the average percentz:ze of working time lost for years
1977, 1976, and 1975. The percentage change in the population between ages
18 and 44 (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 measures labor’s inherent
productivity (EDUC). The level of unemployment compensation is
measured as the average weekly basic unemployment insurance payment in
1976 (UD).3

Energy. Energy prices are difficult to measure. There are a variety of
energy types—electric, natural gas—and different tariff structures for user
classes. One study (Carlton, 1983) uses both natural gas and electric prices.
His results show that the'coeffic‘f:ients for electric prices are statistically
significant; those for natural gas are not statistically significant. Thus, for
this analysis, the average industrial electrical bill for the 300 to 600,000
KWH use class (ELEC) is used tPo proxy energy prices. This is the same
variable Carlton and others use in their analyses.

Fiscal Climate. The fiscal climate in a state is difficult to capture with
only a few variables. Here. numero{Js variables are proposed to measure both
the expenditure and the tax climaté in a state. Also, some policymakers and
business representatives appear to[ believe that high nominal tax rates have
detrimental effects on business’ ’}lerception about a state even though the
high nominal rates do not necess!arily imply high taxes, because business
taxable income in a state may be small due to generous depreciation
allowances, deductibility of federal taxes, and other provisions. This
suggests that business does not look much beyond the nominal tax rate, and
that these so-called “announcement effects” about nominal rates drive
business decisions. On the other hand, it may be argued that business looks
beyond the obvious nominal rate and locates according to effective rates of
taxation. These two hypotheses are tested in the empirical work using tax
variables discussed in more detail |later.

On the expenditure side, the education burden in 1977 (EDUCI) and the
welfare-burden (public welfare ph)s Medicaid) in 1977 (WELI) are included
in the regressions. These are measLuer as total state and local expenditures
from their own revenue on each of these functions as a percentage of state
personal income.

On the tax side, a measure of the overall level of tax effort in the state is
the first dimension of the tax bur&en used here. ACIR’s measure of effort,
which is an index of a state’s effor{| relative to the national average of 100, is
used to measure effort (TEFF). Hi!gher 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.

Aside from the overall level of taxation in a state, the burden of two
specific taxes—corporate or business taxes and the personal income tax—
may particularly affect business location. Several variables can be used to
measure the level of corporate or business taxation. The highest nominal

—
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state corporate tax rate in 1976 (HCIT) measures the marginal tax rate on
corporate income and is a measure of the announcement effects 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 taxl capacity (EFFCIT).

Personal taxes, especially the indlividual income tax, can indirectly
influence business location. High pefsonal taxes may be unattractive to
employees, especially those who are highly paid and in higher state tax
brackets. The nominal marginal personal income tax rate can be used to
measurz the so-called announcement effect. This is more likely to occur the
more progressive the income tax andk;atherefore, for households in high
income brackets. Thus, the nominal state income tax rate for incomes of
$50,000 or more (PITS50) is used to measure this announcement effect.*

An alternative and more accurate méasure of personal income tax burden
is ‘the ACIR’s effective tax rate—the ratio of taxes to income—for
households with $50,000 of income or lmore (EFFIT50). A similar measure
for households with income of $25,000 or more is also available. The two
measures are highly correlated, and orhy the former is used here.

Tax progressivity may also adversely influence firm location. The average
1977 effective tax rate for the p‘eranalv income tax and the sales tax
combined is calculated for the m'netietf'n percentile of income and the tenth
percentile of income (see Feenberg and Rosen, 1984). The difference
between the effective tax rates in thesertwo income percentiles is used as a
measure of the progressivity of these pei’sonal taxes (PROG) in this analysis.

Some researchers (Plaut and Pluta iri_ particular) argue that business may
prefer states with more local governhent funding of services because
business prefers to pay local property taxes rather than state income taxes.
Moreover, it is also argued that business may prefer states that make greater
use of sales taxes, because that tax is not as burdensome to business. To test
these hypotheses, the percentage of locah revenue raised from own-sources 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
(SALETX) are included among the fiscal variables.

Climate. Temperature variations -are used to measure climate. In
particular, the average maximum daily temperature for every day in the
month of July for the past thirty years il‘g each state (MAXTEMP) is used to
measure the heat extreme. A comparable measure of the average minimum

‘temperature for every day in the montl‘iof January for the past thirty years
in a state (MINTEMP) is used to measure the cold extreme. These variables
are used to test whether firms specifically avoid cold climates or whether
increased use of air conditioning induces them to expand in hotter climates.

Market Variables. To measure the : arket potential in a state for final
goods producers, and particularly for the retail trade, finance, and service
industries, the population density in a ]state in 1973 (DENST) and the per
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capita income in a state in 1977 (PCY) are included in the equation. In
addition, P1844 may represent a growing market for some industries, such
as retail trade, as well as prime labor force for manufacturing and other
industries. This age group is in ajhigh expenditure phase of their life cycle
and some firms may expand according to such market trends.

Agglomeration Economies. F.rms in some industries may be strongly
attracted to one another. Specifically, manufacturing firms often cluster in
locations to take advantage of agglomeration economies. A high
concentration of manufacturing in a state may also lead to employment
growth in wholesale trade and tra{nspor;ation if manufacturing firms are a
market for these industfies. Thﬁ's;,” the pefcentage of total employment in
manufacturing in 1973 (PCTMFG) is included in the regressions for these
three industries.

’l"ABLE 2
Final List of Variable ‘Names Used in the Regressions
|
Included (Hypothesized Sign) | Dropped?
Labor Climate
WAGE (-) uI
WSTOP {-) UNION, RTW
EDUC (+)
P1844 (+)
Energy
ELEC (-)
Fiscal Climate
EDUCI (+)
WELI (-) TEFF
PTEFF (-) TEFF
EFFCIT (or HCIT) (-) TEFF
EFFIT50 (or PIT50) (-) PROG, TEFF
SALETX (?) PCTLOC (correlated
with PCY)
Climate
MAXTEMP (+)
MINTEMP (+)
Market (used in Retail Trade, Finance, Services only)
DENST (+)
PCY (+)
Apgglomeration

PCTMFG (included in some regressions) (-b

2The dropped variable appears in the same \row as the included variable with which it is highly
correlated.
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RESULTS

The estimation procedure is ordinary least squares regression. The
extensive list of variables described above is used in an initial regression run
for each industry (results not reported ﬁere). In addition, simple correlations
between the right-hand-side variables are computed. The correlations
among the variables within each sujbgroup (e.g., labor climate, fiscal
climate, etc.) are examined to check whether there is multicollinearity
among the variables. If a variable is highly correlated with one or more
variable(s) in the subgroup, and it is always statistically insignificant in the
initial regressions and not found to |be statistically significant in other
studies of location, it is dropped from the regression, and a preferred model
is formulated. A list of variables that are included in the final regression
equations and their hypothesized signs| is reported in Table 2.

The regression using the announcement effect variables (PIT50 and
HCIT) instead of the effective rate |variables (EFFIT50 and EFFCIT)
generally had slightly less explanatory power (lower R2) than the effective
rate regressions. Moreover, in the three regressions in which the coefficient
of the effective income tax variable is statistically significant and has the
expected negative sign, the coefficient of PITS0 in the counterpart
announcement regression is either not Etatistically significant (retail trade)
or has less statistical significance than in the counterpart effective rate
regressions (wholesale trade and ﬂnanc[e, insurance, and real estate). Thus,
the idea that firms do not look beyorid the nominal rates of taxation is
rejected here, and only the results using the conceptually more correct
effective rates are reported below.

PERCENTAGE CHANGE IN EMPLOYMENT

The results for percentage change in t(Jtal employment for these industries
and in each of the six industries are repo:Eed in Table 3. For the six industries
as a whole, higher wages and energy prices have a negative and statistically
significant effect on the percentage change in total employment. For fiscal
variables, higher spending on edu'cationlas a proportion of income appears
to have a positive, statistically significant influence on employment growth.
A higher percentage increase in tax effoh discourages employment growth
and it is statistically significant. Surprigingly, a higher effective corporate
income tax rate increases total employment growth, and the coefficient is
statistically significant, but only at the O.iO level. This last finding may result
from the aggregation of industries, because the coefficient on the effective
corporate income tax rate is not statistically significant in any of the
industry regressions. l

Employment growth is higher in states that have warmer climates as
represented by the average maximum temperature for July variable. Growth




TABLE 3
Regression Results for Percentage Employment Changes 1973-80: by Industry
(nuniber of observations = 48)

99

SYIdVd 44VLS

Finance,
Total Wholesale Retail Insurance,

Employment Manufacturing Transportation Trade Trade Real Estate Services
CONSTANT 51.84 -307.71 -281.03 -17.26 75.47 -211.30 -238.51
WAGE -5.54** -3.31 1.12 -2.59 -4,75%* -7.54%* -4,27*
WSTOP -14.25 -24.38 -23.19*% -6.54 -8.24 -2.14 -11.40
EDUC -10.28 26.20 16.80 2.11 -10.78 11.02 11.60
P1844 -0.001 0.18 0.15 0.09 0.15 -0.44* -0.24
ELEC -0.01** -0.005 -0.01** -0.01%* -0.01** -0.01%** -0.01**
EDUCI 2.57% -2.39 -2.03 3.25 4.67%* 7.87** 1.85
WELI 2.17 . 3.68 1.56 0.11 0.77 1.05 -0.01
PTEFF -0.42%* -0.55* -0.22 -0.03 -0.28* -0.28 -0.43%*
EFFCIT 1.72* 0.60 -0.05 1.36 -0.18 1.65 0.71
EFFIT50 -0.89 -0.36 -0.06 -3.26%* -1.78** -2.46** 0.47
SALETX 0.11 0.43 -0.07 -0.81* -0.16 -0.10 0.39
MAXTEMP 0.79** 0.77* 1.68** 0.94* 0.17 0.11 0.90%**
MINTEMP -0.04 -0.26 -0.08 -0.30 0.22 -0.04 0.08
PCTMFG -0.81** -3.81%* -0.50** -0.64**
DENST -0.01 w -0.02** - -0.02%* -0.002
PCY 0.01%* ‘ 0.01%* 0.02%* 0.01%*
R2 77 .62 .64 .48 .54 .62 44

* and ** indicate statistical significance for a one-tail test at the 0.10 and 0.05 levels, respectively.
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in total employment is also higher in states with a lower concentration of
manufacturing and higher per capita income. Thus, employment growth is
spreading away from traditional manu!facturing states.

The hypothesis that different factors are significant in the location
decisions of different industries is supported here. In manufacturing, only
the tax trend, the temperature variableji and the percentage manufacturing
variable are significant. By contrast, fo ! retail trade, wages, electricity costs,
expenditures on education, tax treritd, personal income tax burden,
population density, and per capita income are significant.

Higher wages, energy prices, and, Lsomewhat surprisingly, population
growth in the 18-44 age cohort reduce employment growth in the financial
industries. The last result may indicate|that the 18-44 age cohort does not
demand many financial services because they are still, for the most part, in
the consumption phase of their life cycl‘e.

Higher expenditure on education as a percentage of income has a strong
positive effect on employment growth |in the finance industry, and high
effective personal income tax rates adversely affect employment growth in
this industry. As in retail trade, empléyeesk in the financial industry are
probably attracted to and deterred by, reslpectively, these aspects of the fiscal
structure. Population density in the state adversely affects employment
growth in finance, while per capita income has a positive influence on
employment growth in this sector.

The elasticities of the dependent variable with respect to a selected set of
independent variables are reported in Table 4. The elasticities can be used
directly to compare the strength of éhe employment response to the
independent variables. A higher (absolut[E) value for the elasticity implies a
stronger response. ll : N

The elasticities indicate that the wage rate, electricity charges, education
burden, warmer climate, and the concentration of manufacturing
employment have the strongest effects on émployment change. The elasticity
of percentage change in employment with respect to EFFIT50 is relatively
high for the wholesale trade, retail trade, And finance industries, but that for
PTEFF is relatively low. Per capita inco e also has a substantial effect on
employment growth.

While the elasticity coefficients indicate the relative importance of a 1%
change in different variables on employment growth from the firm’s
perspective, how an individual state such|as Minnesota will fare relative to
other states also depends on the relative position of the independent
variables for Minnesota compared to| other states. For example, if
Minnesota has about average U.S. manufacturing wage rates, even though
the elasticity of the manufacturing wage rate variable is high, the wage rate
variable does not have much effect on {the growth rate of Minnesota’s
employment. On the other hand, if Minnesota’s increase in tax effort is 50%
lower than the U.S. average, this variable will play a significant role in the
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TABLE 4 »
Elasticities of Percentage Employment Change with Respect to ;
Statistically Significant Independent Variables o
Reported in Table 3 ;
&
Finance, ?;'
Total Manufac- Transpor- Wholesale Retail Insurance 2
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 -1.01* -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
PCY 2.36* 2.58* 4.16* 1.39*

*indicates that the coefficient underlying the elasticity is statistically significant in the industry regression.



Business Climate and Economic Growth 69

percentage of employment changes even though its elasticity coefficient is
relatively small.

Table 5 reports the Minnesota figure used in the regressions and the U.S.
average figure for the statistically significant elasticities listed in Table 4,
plus the effective corporate income rate, because this is likely to be of
interest. Minnesota compares favorably in several categories. Wage rates are
not out of line with the U.S. average. Minnesota has a per capita income
that is 6.5% higher than the average. The figures in column 3 of Table 5
utilize the elasticities for total employment growth in Minnesota that is
attributable to each of the variables. For example the -5.1% figure for the
wage in column 3 of the table should be read as: because Minnesota’s wage
rate is 4.5% higher than the U.S. averaée, Minnesota’s growth rate for total
employment is 5.1% lower than the avérage.

Maximum temperature, the effectivk:- income tax rate, and electricity
prices all have a significant negative effect on Minnesota employment
growth. In contrast, the decline in Minanota’s tax effort since 1967, the low
population density, and especially thé high per capita income lead to
employment growth in Minnesota. ﬁven though Minnesota’s effective
corporate tax rate is relatively high, the rtegression results suggest that it does
not have a significant effect on employment changes.

TABLE §

Minnesota Versus the U.S. Averw.age for the Sample Period

Percentage of Change
in Minnesota’s Growth
Rate of Total Employment
Due to Each of These

Regression Figures

LS., Averag~e )

Minnesota ‘ Variables

(in percentages)
WAGE $5.98 $5.72 -5.1
WSTOP 0.21 0.16 2.5
P1844 27.38% 18.33% 0
ELEC $2,563 $2,360 -7.2
EDUCI 8.9% 7.9% +9.1
PTEFF -5.0% -4.3% +1.0
EFFITS50 7.7% 3.3% -13.5
SALETX 7.9% 12.4% -1.8
MAXTEMP 79.4 86.6 -20.1
PCTMFG 28.35% 29.7% +3.7
DENST 49 152.4 +34
PCY $7,108.8 $6,674.72 +15.3
EFFCIT 7.9% 4.1%

aThis figure is the average (unweighted) per capita ii;come for the forty-eight states (not the per

capita income figure in the U.S.) and it is the propel
given that the regression coefficient for PCY is based on the forty-eight-state average figure.

basis to compare Minnesota and the U.S.,
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Minnesota’s favorable position in per capita income helps boost
employment in services, retail trade, and especially in finance. However,
Minnesota’s high effective income {ax rate hurts employment growth in these
latter two industries. In fact, in| finance Minnesota’s per capita income
advantage leads to a 27.1% increase in employment growth over the U.S.
average, but Minnesota’s disadvantage in its high effective personal income
tax leads to a 33.3% decrease in employment growth in this same industry. It
appears that overall (total emplo‘yment) Minnesota’s employment growth
would have been stronger during this period if it had shifted from income
taxation to more reliance on the sales tax, because the latter has a more
favorable elasticity for employment growth.

CONCLUSIONS LND IMPLICATIONS

From the elasticities reported i ) Table 4 and from the effect of several
independent variables on Minnesota’s employment reported in Table 5, it is
concluded that Minnesota’s employment growth would benefit from a
reduction in personal income tax rates. It appears that these revenues could
be replaced with increased sales taxes and there would still be a net positive
effect on employment growth. Such a policy shift would have a particularly
strong effect on employment in thé finance industry. This proposed major
revision in the tax structure of Mhnnesota would enhance its competitive
position for employment growth in the region and in the U.S. Minnesota’s
employment growth rate would be higher if it used a more diverse tax
structure to raise state revenues. ‘J

In contemplating this change in tax structure, some policymakers may
consider expenditure reductions instead of increasing revenues from other
tax sources. This research shows[that higher expenditure on education
relative to income has positive effects on overall employment growth, and
budget-cutters should not reduce éducation expenditures very much, if at
all.

It is important to note that the significant policy variables are not the
strongest determinants of employment growth rates. Several other variables
(in particular, wages, electricity, and percentage of manufacturing) have
greater elasticities, and the relativel} small elasticities of the policy variables
limit the impact that a tax restructu!ring would have on employment growth
in Minnesota.
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ENDNOTES

1. For a recent example of an econometric study, see R. Schmenner, Making
Business Location Decisions, (Englewood !Cliffs, NJ: Prentice-Hall, 1982), and D.
Carlton, “The Location and EmploymentJChoices of New Firms: An Econometric
Model with Discrete and Continuous Endogenous Variables,” Review of Economics
and Statistics, 65 (3) (August 1983): 440-449. See M. Wasylenko, “The Role of Taxes
and Fiscal Incentives in the Location of Firms,” in Roy W. Bahl, editor, Urban
Government Finance: Emerging Issues,[Vol. XX, (Beverly Hills, CA: Sage
Publications, 1981), for a review of previous studies on firm location.

2. In some cases the data for 1977 for a s}pecific variable are not available. Rather
than drop the variable from the equation, |data for a year close to 1977 are used.

3. Workers’ compensation is another aspect of the labor climate that, due to a
lack of data, is not represented among th_e%e variables.

4. The nominal tax rate for the $25,000 tax bracket is also collected as part of the
data set and could be used to measure the announcement effect. This nominal rate is
highly correlated with PIT50 (r=.97) and %)nly PITS50 is used in the analysis.
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