
Tea Leaves and House 
Bills — Our Look at the 
2014 Session
We sift through pre-filed bills to predict the 
tax and fiscal ideas and themes which will 
define the 2014 legislative session.

“Tasseography” is a fortune-telling method 
that interprets patterns in tea leaves, coffee 
grounds, or wine sediment. To this list of di-
vining substances we add the 279 pre-filed 
House bills posted last month by the Chief 
Clerk’s Office (described by Politics in Min-
nesota as “the Great Bill Dump”). We have 
taken a look at these early introductions 
in an attempt to foretell the major fiscal 
themes, ideas, and proposals in the upcom-
ing 2014 legislative session.

Unusually, this year’s session doesn’t begin 
until February 25th, late even for a non-
budget year. Moreover, with November 
looming, there is considerable interest in 
making this session short and sweet. But 
that doesn’t mean interesting discussions 
won’t take place. Here are some thoughts 
based on our review.

Taking a Tax Policy Mulligan – The suite 
of sales taxes on business-to-business (B2B) 
transactions enacted last year wasn’t wildly 
popular then, and it’s hard to find anyone 
who thinks highly of the idea now. The taxes 
have taken an absolute beating in the court 
of public opinion. Having been declared out 
of bounds by editorial pages and members 
of both parties (and aided hugely by a $1 
billion prevailing wind otherwise known 
as a budget surplus), there is considerable 
interest in re-teeing and eliminating these 
provisions. We count 18 separate proposals 
– although some are identically worded bills 
– that would repeal these B2B taxes either 
in part or in full.

The repeal proposals have both DFL and 
Republican authors, but interestingly no 
individual bill has bi-partisan sponsorship; 
suggesting perhaps that DFLers and Repub-
licans don’t want to share credit at the mo-
ment for any repeal as they position them-
selves for the upcoming election season. 
Equally interesting if not surprising: House 

DFLers in swing districts are frequently co-
authors on these proposals. Unless the sur-
plus forecasted in November morphs into 
something much smaller at the end of this 
month or negotiation mischief occurs, re-
peal of this entire suite of B2B taxes seems 
quite likely in 2014.

A “do-over” also seems to be a theme in 
the area of estate and gift taxes. But to keep 
the golf metaphor going, on this topic there 
seems to be no emerging sense on what club 
to use or, for that matter, where to aim.

Federal Conformity Becomes Real – The 
abstract, wonky concept of federal tax con-
formity is about to get injected with 100 cc’s 
of real world politics. As the filing season 
gets underway, Minnesota’s failure to con-
form to some recent federal tax law may 
mean that some Minnesotans are in for 
unpleasant surprises – finding out that they 
have unexpected income from sources like 
reimbursements from their employers for 
college classes (see our Practitioners Corner 
for more on this) or the value of debt for-
giveness on residences. Several news outlets 
have flagged these issues, but expect atten-
tion and interest to increase as returns are 
prepared.

House members seem to realize what’s com-
ing down the pike – with six bills that deal 
in some way with federal conformity. Expect 
to see serious discussions of the issue, espe-
cially as session opens if legislators and the 
governor decide they want to conform for 
tax year 2013 in advance of the April 15th 
filing deadline. Of course, any action on 
these items will cut into that surplus – pre-
venting other uses for those dollars includ-
ing expressed interest in creating a larger 
budget reserve. Last year, Revenue estimat-
ed a first year price tag of $189 million to 
fully conform with the American Taxpayer 
Relief Act of 2012. Numbers like these may 
ultimately win out over taxpayer anger and 
frustration.

“Unsession” Has Many Meanings – Leg-
islators seem to be taking Governor Day-
ton’s idea of an “Unsession” seriously – but 
based on the pre-filed bills, the meaning of 
“Unsession” is clearly open to interpreta-
tion. For some, an “unsession” is about re-
moving obsolete provisions from the state’s 
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1 For consistency, we use the same defi nition of “prop-
erty tax burden” as the DOR report does: “The Net Tax 
divided by Homestead Income.”
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tax code – substantive spring housecleaning. 
Others want to eliminate various executive 
branch advisory groups – perhaps to reduce 
bureaucratic clutter. For still others, it’s 
dumping chunks of government altogether 
– like abolishing the Metropolitan Council. 
It will be interesting to watch how far the 
“unsession” theme gets stretched to include 
and accommodate various government re-
design and reform proposals.

“Income Inequality” is this year’s “Tax 
Fairness” – Every session seems to have a 
primary message or rallying theme. Last year 
the filter through which policy had to pass 
was “tax fairness.” Now that pretty much 
every drop of fairness has been wrung out 
of Minnesota’s tax system (practically, even 
if some believe there is still a lot more work 
to do), the companion idea of “income in-
equality” is prepared to take center stage. 
Minimum wage will dominate this discus-
sion in 2014, but that doesn’t mean other 
related ideas won’t get traction. For exam-
ple, one of the more ambitious proposals in-
troduced last session and likely to be heard 
again would require economic inequality 
impact assessments for all major policies 
likely to have a measurable effect on in-
come or wealth distribution in Minnesota. 
This session’s efforts on income inequality 
are likely to set the stage for a much longer-
term debate between those eager to address 
this topic of growing national and federal 
interest here at the state level with others 
concerned about what state and local tax 
and fiscal systems can actually accomplish 
in this area, especially without creating un-
intended consequences.

And Then There’s Bonding – Of course 
even-year sessions are usually about two 
things in the end: bonding and elections – 
and there is most certainly a strong, loving, 
intimate relationship between the two. Of 
the 279 pre-filed bills, 57 deal with bond-
ing or just over 20% of the total proposals. 
The politics of bonding give Republicans an 
opening – the DFL caucuses lack the 60% 
majorities they would need to pass bonding 
bills unilaterally, giving the minority some 
leverage in end-of-session negotiations – 
something they lacked in 2013.

Tea leaf readers look for shapes which sym-
bolize and communicate something impor-
tant about the future. We don’t know where 
this session will go and what actions will ul-
timately be taken, but in the stack of bills we 
see people leaving a voting booth. 

2013 Voss Report 
Release: Silence Speaks 
Volumes

The state’s report on homestead property tax 
affordability came out in January. The lack of 
coverage and attention given to the report tells 
you everything you need to know about what 
it says.

Scotland Yard Detective: “Is there any 
other point to which you would wish to 
draw my attention?”

Sherlock Holmes: “To the curious inci-
dent of the dog in the night-time.”

Scotland Yard Detective: “The dog did 
nothing in the night-time.”

Sherlock Holmes: “That was the curious 
incident.”

Several weeks ago the latest edition of the 
Department of Revenue’s “Voss Report” 
was released, the one-of-a-kind study which 
matches homestead property tax burdens 
with homestead income. It’s one of the most 
important and valuable tax-related studies 
in state government for one simple reason: 
its ability to cut cleanly through all the emo-
tion and political rhetoric to answer the 
fundamental question of just how onerous 
Minnesota’s homestead property tax bur-
dens really are.

Since property taxes were a primary focus 
of the tax changes enacted last session and 
remain in the political spotlight, the silence 
accompanying the report’s release seemed 
odd. From what we could tell, there were 
no press releases, no media reports, no press 
conferences, no tweets, no political state-
ments or blog postings regarding its findings. 
Given the new property tax relief the state 
provided last year, we would expect any evi-
dence of growing property tax affordability 
problems to be politically welcomed and 
highlighted — especially with the relief at-
tempts under greater scrutiny as a result of 
the higher levies recently proposed by local 
governments. But the property tax watch-
dogs did not bark, and as Sherlock Holmes 
would say, “that is a curious incident.”

The summary table helps explain the silence 
and is frankly nothing short of amazing. 
Keep in mind the results for property taxes 
payable 2011 capture the property tax real-

ity in which the 2013 legislative debate took 
place with its resulting decision to spend ap-
proximately $400 million in new property 
tax aids and credits.

In Greater Minnesota the median home-
stead property tax price (after refund) for all 
local services (city, county, schools, libraries, 
and all other special taxing jurisdictions) in 
payable 2011 was $1,309, or $109 per month. 
In four of these regions, the median property 
tax price was less than $80 per month – less 
than a gallon of gas a day. Median net home-
stead taxes in the seven-county metro area 
averaged 82% higher than for their greater 
Minnesota counterparts in payable 2011 
even though homestead income averaged 
only 33% higher. After factoring in the ef-
fects of the property tax refund, the result is 
a 37% higher median property tax burden1   
for metro residents. Past consumers of Voss 
reports will find these results very consis-
tent over time, suggesting that in the big 
geographical picture not much has changed 
with respect to horizontal equity issues in 
property taxation.

The really interesting perspective comes 
from comparing the findings from the 
payable 2007 report with the most recent 
report for payable 2011. Remember, this 
comparison captures homestead property 
tax trends during a period of relentless 
messaging and media coverage about the 
devastating property tax repercussions aris-
ing from state aid policies:

• Over this four-year period median home-
stead property tax burdens (net tax after 
refund divided by homestead income) 
declined in 5 of the 10 outstate regions 
and 5 of the 10 metro regions, and were 
unchanged in one outstate and metro re-
gion. Two outstate regions experienced 
declines in the median burden of almost 
10%. Looking statewide, the median post-
refund homestead property tax burden 
fell by nearly 3%.

• Higher homeowner incomes typically 
more than offset any property tax in-
creases that did occur. The 8.2% median 
increase in net taxes payable in Greater 
Minnesota was offset by a 9.3% median 
increase in homestead incomes. Similarly, 
in seven of the 10 metro areas median 



homestead incomes grew faster than median 
net property taxes.

• The common use of communicating prop-
erty tax increases in terms of percentage 
growth often significantly distorts the ac-
tual and continuing affordability of the 
tax. For example, four outstate regions 
can claim seemingly disconcerting me-
dian homestead property tax increases 
exceeding 14% over this four year period. 
However, on a dollar basis the growth in 
median property tax burdens in these re-
gions ranged from $24 - $45 per year (or a 
whopping $2.00 - $3.75 per month).

It is also possible the low median homestead 
property tax burdens for payable 2011 could 
have been even lower if Minnesotans had 
taken full advantage of the old property tax 
circuit breaker. Approximately two-thirds 
of those who are eligible actually claim the 
property tax refund. Concerned about the 
perceived lack of awareness of the program 
(and perhaps a bit frustrated politically by 
public indifference to the state’s generos-

ity) legislators included a provision in the 
2013 tax bill requiring Revenue to notify a 
subset of homeowners who the Department 
determines are eligible for refunds in excess 
of $1,000 (approximately 40,000 – 50,000 
Minnesotans).2 

Anyone taking an objective view of the new 
Voss data would be hard pressed to find evi-
dence of significant and widespread home-
stead property tax affordability problems 
in Minnesota. Homeowner property taxes 
generally remain affordable on both an ab-
solute and relative-to-income basis, and if 
anything, the trends suggest they are now 
more affordable than they were before the 
Great Recession.

These findings – combined with levy infor-
mation reported by local governments – also 
suggest that local officials across the state 
have been extremely reticent to raise lev-
ies over the past several years. On the one 
hand, such reluctance is a tribute to fiscal 

restraint in tough times. On the other hand, 
such reluctance in light of the very modest 
tax burdens frequently being imposed on 
the average homeowner suggests that a lot 
of Minnesotans have been conditioned to 
expect and demand local services below cost 
and on the cheap. That is an unappreciated 
problem that various forms of aid or relief 
can’t solve but can exacerbate.

Median figures do not reflect the distribu-
tion patterns of homestead burdens (which 
are included in the full Voss report), and 
since 3.8% of households have after-refund 
burdens of 9.0% or more of their income 
some homeowners do face significant afford-
ability problems. A case can be made that 
a modest, targeted increase in the income 
tested refund program may have been ap-
propriate – especially if eligibility for a sup-
plemental credit were targeted specifically 
toward households facing sudden economic 
hardship like the loss of a job or death of an 
income earner.
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2 Refund uptake and eligibility totals based on commu-
nication with House Research

Table 1: Payable 2007 and Payable 2011 Median Net Residential Property Tax, Homestead Income, and Burden After Property Tax 
Refund, by Region

Region Pay 2007, Median Value Data Pay 2011, Median Value Data Percent Change, 2011 vs 2007

Net
Tax

Homestead
Income

Burden
After PTR

Net
Tax

Homestead
Income

Burden
After PTR

Net
Tax

Homestead
Income

Burden
After PTR

Arrowhead $816 $49,292 1.75% $952 $54,664 1.80% 16.7% 10.9% 2.9%

Central $1,720 $63,781 2.77% $1,769 $67,873 2.69% 2.8% 6.4% -2.9%

East Central $1,580 $54,948 2.90% $1,602 $59,891 2.71% 1.4% 9.0% -6.6%

Minnesota Valley $1,076 $51,475 2.23% $1,174 $56,158 2.18% 9.1% 9.1% -2.2%

North Central $946 $45,824 2.12% $935 $49,784 1.91% -1.2% 8.6% -9.9%

Northwest/Headwaters $944 $47,560 2.05% $940 $52,748 1.85% -0.4% 10.9% -9.8%

South Central $1,087 $52,002 2.17% $1,242 $57,806 2.22% 14.3% 11.2% 2.3%

Southeast $1,393 $59,232 2.44% $1,524 $64,289 2.44% 9.4% 8.5% 0.0%

Southwest $726 $46,171 1.72% $842 $52,305 1.76% 16.0% 13.3% 2.3%

West Central $1,009 $51,468 2.03% $1,188 $57,294 2.11% 17.7% 11.3% 3.9%

Greater Minnesota $1,210 $54,027 2.30% $1,309 $59,041 2.26% 8.2% 9.3% -1.7%

Anoka $1,936 $68,825 2.94% $2,061 $73,077 2.95% 6.5% 6.2% 0.3%

Carver/Scott $2,612 $82,655 3.25% $2,658 $88,513 3.09% 1.8% 7.1% -4.9%

Dakota $2,276 $77,050 3.01% $2,263 $82,545 2.79% -0.6% 7.1% -7.3%

Minneapolis $2,191 $57,877 3.60% $2,617 $66,836 3.74% 19.4% 15.5% 3.9%

North Hennepin $2,358 $69,729 3.39% $2,384 $75,510 3.24% 1.1% 8.3% -4.4%

Saint Paul $1,747 $56,762 3.06% $1,912 $62,833 3.12% 9.4% 10.7% 2.0%

Southeast Hennepin $2,434 $72,159 3.34% $2,603 $76,843 3.36% 6.9% 6.5% 0.6%

Southwest Hennepin $3,257 $96,414 3.27% $3,364 $100,428 3.27% 3.3% 4.2% 0.0%

Suburban Ramsey $2,270 $72,922 3.18% $2,335 $76,448 3.14% 2.9% 4.8% -1.3%

Washington $2,261 $80,677 2.90% $2,272 $85,357 2.74% 0.5% 5.8% -5.5%

Metro Area $2,279 $72,779 3.17% $2,379 $78,346 3.10% 4.4% 7.6% -2.2%

Statewide $1,810 $63,551 2.81% $1,868 $68,613 2.73% 3.2% 8.0% -2.8%

Note: Payable 2011 data on Burden After PTR is more detailed than that found in the Voss report and was provided by the Department upon request.
Source: Payable 2007 and Payable 2011 Voss Reports, Minnesota Department of Revenue



3 The data is incomplete in one respect: 23 of the 136 
actuarial valuations we studied did not isolate the 
actuarial gains or losses generated by salary increas-
es.  We requested the information from the pension 
funds but were told that in most cases it did not ex-
ist, although we did receive additional data for two 
of the valuations.  The missing salary-related actu-
arial gains and losses is included in “other factors.”
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But juxtaposing these findings against $400 
million in new biennial property tax aids 
and credits raises legitimate questions about 
spending priorities, spending effectiveness, 
and spending efficiency. In the near term, 
the seeds for greater disconnect between 
the real cost of public services and their tax 
prices are being sown. In the long term, as 
decades of this policy playbook have dem-
onstrated, it’s only a matter of time until the 
dogs start barking again. 

Breaking Down the 
Meltdown

The latest state and local pension valuation re-
ports now show a collective deficit of $17 bil-
lion. We break down how we got to this point by 
reviewing valuation report histories and assign-
ing numbers to the various contributing factors.

Once upon a time the phrase “public sector 
pension benefits” was guaranteed to trigger 
nothing more than a yawn. Hot off an in-
credible decade of investment returns, the 
majority of the big state and local pension 
plans (see Table 2 for list) were “overfunded” 
(assets exceeding liabilities) despite having 
handed out annual base benefit increases 
to retirees for several years that often ap-
proached 10% or more. According to the 
July 1, 2001 valuation reports, the largest 
state and local plans collectively had $187.2 
million in assets in excess of liabilities.

Twelve years later, based on the recently re-
leased valuation reports, these plans collec-
tively now have a tad over $17.25 billion in 
unfunded liabilities. Two of the major local 
plans no longer exist having been absorbed 
into “healthier” state plans that are strug-
gling with their own funded status. Two 
other major local plans are in significant fi-
nancial distress and in a sort of limbo as the 
legislature decides what to do with them.

To better understand how and why the 
unfunded liabilities grew so far so fast, we 
reviewed the past twelve years of actuarial 

valuation reports and assigned the growth 
in unfunded liabilities to the various con-
tributing factors. Among other things, ac-
tuarial valuations measure the extent to 
which various factors generate either actu-
arial losses (adding additional unfunded li-
abilities) or actuarial gains (eliminating un-
funded liabilities) when actual experiences 
deviate from the assumptions under which 
the plans operate.3

The chart below shows how selected fac-
tors contributed to the $17.25 billion in-
crease in unfunded liabilities over the peri-

od we are considering. Anything above zero 
added to the unfunded liability; anything 
below zero reduced the unfunded liability. 
Following is brief description for each bar 
on the chart, along with a few comments 
and takeaways.

Contribution deficiency: In Minnesota, 
pension contributions come from employees 
and employers, occasionally supplemented 
by state aids. The contribution deficiency 
captures the extent to which these contribu-
tions failed to cover the cost of three items: 
1) new benefits accrued during the year or 

Table 2: Public Pension Plans Included in Analysis
Statewide General Employee Plans Notes

MSRS General

PERA General

TRA

Statewide Specialty Plans

MSRS State Patrol

MSRS Correctional

MSRS Judges

PERA Police and Fire

PERA Correctional

PERA MERF Division Beginning July 1, 2010

Local Plans

Minneapolis Employees (MERF) Through June 30, 2010

Minneapolis Teachers (MTRFA) Until July 1, 2006 merger with TRA

Duluth Teachers (DTRFA)

Saint Paul Teachers (SPTRFA)

Figure 1: Combined Changes in Unfunded Liabilities, by Selected Factor, Major State-
wide and Local Minnesota Public Pension Plans, FY 2002 – FY 2013
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“normal cost”; 2) administrative costs asso-
ciated with operating the plan; and 3) the 
cost of amortizing any unfunded liabilities. 
Over the twelve-year period in question the 
collective contributions made by public em-
ployees and government did not cover these 

costs – creating $4.53 billion in additional 
unfunded liabilities.

Contribution deficiencies have impacted 
PERA General, which covers most local 
government employees, especially hard. It 

is the only plan to have a contribution de-
ficiency in each of the 12 years under con-
sideration. Importantly, this in spite of an 
increase in employer contributions from 
5.18% to 7.25% of salary (a 40% higher 
rate) and employee contributions increasing 
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From the Director: 
To Infi nity and Beyond
Absent substantive reform or redesign of some type, Minnesota’s 
pension systems will create an ever-upward spiraling cycle of 
required contribution increases and a fiscal headache for the next 
generation to deal with.

Minnesotans love their public services, and as 
this issue highlights, they also don’t mind hav-
ing other taxpayers pick up the tab. However, 
it’s not just other current taxpayers being asked 
to foot the bill for current services.

Last month a new report was issued from the 
Rockefeller Institute of Government titled 
“Strengthening the Security of Public Sector 
Defined Benefit Plans.” Co-authored by Dr. 

Donald Boyd, one of the most distinguished national names in 
public sector finance with unimpeachable credentials and 30 
years of public service in the state of New York, it lambastes the 
current state of funding and financial reporting employed by pub-
lic sector defined benefit plans. Some snippets:

• States are engaged in a “deeply flawed funding approach…  
Bad incentives and inadequate rules allowed public sector 
pension underfunding to develop. They mask the true costs of 
pension benefits and encourage underfunding, undercontrib-
uting, and risk taking trapping government funders in poten-
tially destructive myths and misunderstanding.”

• “The problem begins with mismeasurement of liabilities and 
the cost of funding them securely, for financial reporting pur-
poses” all of which makes public pension funds appear “artifi-
cially healthy.”

• The systems create “incentives to take on significant amounts 
of investment risk” which is not borne by pension funds but 
“by stakeholders in state and local government.” Moreover (as 
we have pointed out several times) “the idea that investment 
risk evens out over the long run is simply incorrect and a myth. 
Governments can’t simply ride out the fluctuations in the be-
lief that good returns will balance bad.”

• Lax rules and the absence of rules result in “insidious prac-
tices” facilitating underpayment of contributions.

The authors conclude: “Simply put, the flaws in public pension 
funding pose much greater risk to governments now than before, 
relative to their capacity to pay.”

You might think defenders of defined benefit plans would heed 
the words of someone so knowledgeable and committed to de-
fined benefit protection and pursue corrective action accord-
ingly. On the contrary, they either ignore these issues, or even 
more offensively, portray them as right wing conspiracy theories. 
Because to acknowledge them would immediately raise huge 
questions and deep reservations about the sustainability of the 
status quo.

You might think that given Minnesota’s oft-touted sustainability 
fixes and the relentless self-congratulation about our responsible 
pension management, we are immune from these criticisms. We 
aren’t – we have all of them in spades.

As a result, we are very slowly but steadily embarking on the 
biggest intergenerational transfer of cost and fiscal headaches 
in Minnesota history. It is both enabled and hidden from public 
view by using highly questionable investment expectations and 
dubious accounting practices that violate precepts of sound pen-
sion management and that literally cannot be found in any other 
area of public or private sector finance. Even with the very best 
wallpapering job to hide the problem; we still find ourselves $17 
billion in the red. The plans own 2013 actuarial valuations di-
rectly state these liabilities will never be paid off if contributions 
and assumptions don’t change. How often do you get to read a 
sentence like this?

“Furthermore, based on current contributions, the unfunded liability 
as a percent of pay will increase without limit to an infinite amount”

So, not surprisingly, new bills will be introduced in a matter of 
days to increase both government and employee contribution 
rates yet again in 2014, diverting more dollars from checking ac-
counts and operating budgets, and making the hamster wheel 
spin faster. The additional contributions may or may not be 
enough to get that uncomfortable sentence taken out of next 
year’s valuation reports. But it will be back.

And the ultimate irony is this – there is zero accountability for 
the people failing to act and keeping reforms at bay. By the time 
economic reality finally triumphs over accounting convenience 
– perhaps 10, 15, 20 years from now – those who perpetuated 
the myths, obfuscated the arguments, and leveled the ad homi-
nem attacks on anyone who dared to call the Emperor out for his 
wardrobe will be retired – leaving behind a legacy of higher taxes 
and cannibalized public services.

— M.H.

Mark Haveman

Continued on page 7.
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Practitioners Corner: 
Federal Non-Conformity – The Bane of 
Taxpayers & Tax Professionals Alike

One small example of the chronic failure to understand and 
appreciate the full effects of nonconformity.

Most legislators and policy experts agree that federal/state con-
formity is good tax policy. It enhances compliance, eases ad-
ministrative burdens and reduces the cost of collection and en-
forcement. Why, then, is it so difficult for politicians to enact 
legislation that achieves this goal?

The primary objection is always the state’s inability to afford the 
cost of conformity. It’s a legitimate issue. But failure to conform 
is compounded by a deeper and more fundamental problem:  a 
chronic failure to truly understand and appreciate the full effects 
of nonconformity.

Take, for instance, just one recent and particularly irksome ex-
ample: Minnesota’s 2013 decision to tax federally exempt em-
ployer-paid higher education reimbursements. Conceptually it 
seems inconsistent to encourage investments in higher education 
while discouraging more employer investment in their employees 
by taxing it when the federal government does not.

But it does increase revenue collections – about $15 million in a 
$38 billion biennial budget. That’s the visible part. The hidden 
cost is the level of consternation the decision to tax this fringe 
benefit causes both employers and employees. We have to believe 
that if the legislature really understood the full ramifications it 
would have at least hesitated and may have completely aban-
doned the idea. 

Consider first, the number of affected taxpayers – something the 
state does not even know with any sense of certainty. Without 
legislative action to re-conform to this federal tax provision, 
employees who had already enrolled in, or perhaps completed, 
classes whose cost was reimbursed by their employers, will see 
extra 2013 Minnesota taxable income of up to $5,250 . Using 
the 6.25% supplemental income tax withholding rate, an em-
ployee who feels the full brunt of this failure to conform would 
see their annual Minnesota tax liability increase by $328. Given 
the annual $7.5 million price tag, this translates to a minimum 
of approximately 23,000 affected employee-students and likely 
involves hundreds of their Minnesota employers. Further, be-
cause this modification increases household income for purposes 
of determining any potential property tax refunds, the tax cost is 
potentially much higher for certain low income taxpayers. Since 
many students are typically just starting their careers and have 
limited incomes, this has a disproportionately negative and per-
verse effect on the very people these tax provisions are designed 
to assist.

Now consider the time required by the Human Resources, Pay-
roll, Legal and Corporate Tax departments to understand this 
provision, change internal systems, inform the affected employ-

ees, answer their questions, and adjust their Forms W-2 to reflect 
more income for Minnesota purposes than for federal purposes. 
Taxes for these 23,000 or more employee-students will increase 
and many of them may not fully realize it until they file their 
2013 tax returns in the coming weeks. They will need to spend 
time understanding the change (and probably complaining about 
it) and they may be discouraged from obtaining future education 
because of this experience.

In developing our own employers’ response to this change, we 
reached out via a questionnaire to other large Minnesota em-
ployers whose tax professionals are members of the Tax Execu-
tives Institute, the world’s preeminent association of in-house 
tax professionals. Like us, many of them were investing signifi-
cant time and effort across their organizations in evaluating the 
effects of this change and determining the best course of action. 
Should we terminate our reimbursement program? How will we 
communicate this to our employees? Could the reimbursements 
be exempt under another, more narrow, provision regarding job-
related training? If so, who will make that determination and 
how will they do it? How must we change our reimbursement 
forms, policies and procedures? How will we properly withhold 
income taxes? Will we compensate affected employees for the 
extra taxes, thus increasing the cost of the program? To be sure, 
most large Minnesota employers have the resources to deal with 
these questions but these resources can certainly be put to bet-
ter use than dealing with the compliance complexities and em-
ployee relations and communication headaches caused by this 
issue. And what of Minnesota’s smaller employers who support 
their employees’ educational aspirations? Are they able to com-
ply? Will they comply?

The Department of Revenue, for its part, has to change its sys-
tems, forms and processes; add FAQs and explanations to its 
website; field inquiries and complaints from taxpayers; and send 
notices to those taxpayers whose employers failed to properly 
implement this change. 

Is all this effort really worth $15 million out of a $38 billion bien-
nial budget that is now in a surplus? Is it worth affecting the lives 
of 23,000 hardworking, employee-students? Is it worth the ag-
gravation created for Minnesota’s employers? Is it worth the use 
of oversubscribed Department of Revenue resources?

This is but one small, single instance of the mischief caused when 
legislators abandon the long standing and well understood policy 
goal of maintaining federal/state conformity. There are rare oc-
casions when non-conformity may be necessary, but these are 
the exception rather than the rule. The legislature should work 
to make federal conformity a top priority as one of its first orders 
of business in the 2014 legislative session.

Rebecca J. Paulsen is Vice President & Senior State Tax Director 
with US Bank. Thomas J. Gottwalt is Senior Vice President & Di-
rector of Tax with TCF National Bank. The views expressed herein 
are those of the authors and do not represent the views of their 
employers.



from 4.75% to 6.25% of salary (a 32% higher 
rate) since July 1, 2001. All three statewide 
general employee plans – which cover the 
bulk of the state’s public employees – have 
seen their employee and employer contribu-
tion rates increase by at least 20%.

Salary increases: The normal cost for an 
additional year of benefits is computed us-
ing certain assumptions, one set of which re-
lates to salary growth. If salaries grow faster 
than anticipated, more money is needed to 
fund benefits, and there is an actuarial loss 
as actual costs come in above projections. 
Conversely, if salaries grow more slowly than 
anticipated, less money is needed to fund 
benefits and there is an actuarial gain. Influ-
enced by two recessions during this period – 
one not so great, the other “Great” – govern-
ment salary growth overall was consistently 
lower than expected, resulting in an actu-
arial gain for these retirement plans of $3.92 
billion on a combined basis, offsetting some 
of the overall growth in unfunded liabilities.

Investment Income: When are near-all 
time record highs in investment markets 
not enough? The answer: when you are de-
pendent on more than what those markets 
have given you. Investment income cap-
tures (in this instance) the collective im-
pact of failing to meet the state’s expected 
investment returns of 8.5%4 annually. It is 
clearly the largest contributor to the actu-
arial losses, and the main driver in changes 
to these retirement plans’ financial health. 
Over this twelve-year period, sustained 
failures to hit the 8.5% return target cre-
ated a staggering $22.69 billion in addi-
tional unfunded liabilities. To provide some 
sense of perspective on both the expecta-
tions and the “miss,” an 8.5% compounded 
return on the Dow Jones Industrial Aver-
age beginning in July 2001 would have the 
Dow at 28,120 today.

Changes in plan provisions: This measures 
how changes in plan benefits affected un-
funded liabilities. In other words, this most-
ly captures the impact of the oft-heralded 
“sustainability fixes” which were enacted a 
few years ago – much of which dealt with 
reducing or eliminating annual cost of liv-
ing adjustments. All told, changes in plan 
provisions over the years put a dent in the 

problem by reducing unfunded liabilities by 
$6.38 billion.

Changes in actuarial assumptions and 
methods: This factor measures the extent to 
which changes in actuarial assumptions or 
methodologies employed in the valuations 
affect the level of unfunded liabilities. The 
drawn out saga and process which eventual-
ly eliminated the “Post Fund” – a fund which 
segregated assets for retirees drawing pen-
sions from the statewide funds – triggered 
actuarial changes that resulted in a $1.08 
billion reduction in unfunded liabilities.

Other factors: The black box of pension 
valuations is chock full of other assump-
tions about what the future holds.  ”Other 
factors” measures the extent to which re-
ality mirrored these economic and demo-
graphic expectations.  It includes gains and 
losses relative to expectations about retire-
ment ages, how long employees work, when 
beneficiaries die, and many other items.  
Over time, the deviations from these as-
sumptions have generated $1.42 billion in 
unfunded liabilities.

What to make of all this? For starters, it 
brings into sharp relief how the calculation 
of unfunded liabilities and contribution de-
ficiencies – which determine how the public 
perceives pension plans – is so dependent 
on decisions made by policymakers. Given 
the special influence assumed investment 
returns and chosen timeperiods for paying 
off unfunded liabilities have on reported 
health, governments exercise considerable 
control over the presentation of pension re-
ality they want to give to taxpayers.

The link between the investment income 
and the required contributions – higher 
expected returns lower the contributions 
needed – puts Minnesota’s chronic failure 
to make the necessary contributions in an 
interesting light. There’s a powerful incen-
tive to lower current pension costs by as-
suming the money will work harder which 
Minnesota pursues with a vengeance us-
ing an expected return of 8.5%.Yet we still 
failed to make the necessary contributions 
– $4.5 billion short across all governments 
over 12 years – even though the most ag-
gressive return expectations in the nation 
helped drive contribution requirements 
about as low as they could possibly go.

Finally, the difficulties of investing our way 
out of this are pretty clear. An 8.5% return is 

essentially treading water – making up $17 
billion on top of that is a tall order for the 
state’s investment managers. As a rough il-
lustration, think back to the Dow Jones In-
dustrial Average numbers we quoted before. 
As a point of reference, an 8.5% compound-
ed return beginning in July 2001 would have 
the Dow at nearly 81,000 by the end of June 
of 2026 – another 13 years down the road. 
To get there from where we’re at, the pen-
sion plans need to realize returns of nearly 
14% for the next 13 years. Meanwhile any 
investment shortfall – even if it’s a positive 
return that’s less than 8.5% – creates new 
actuarial losses making the journey back to 
full funding that much more difficult. 
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4 Technically the assumed return is 8.0% for the next 
four years then resuming to its normal 8.5% in per-
petuity  thereafter. The temporary 5 year decline was 
a negotiated measure to demonstrate some sensitivity 
and action on this issue.
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