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 Executive Summary 
 

Everyone agrees Minnesota needs jobs and economic growth, but the right policies to achieve 
this goal are a topic of frequent disagreement.  Many argue taxes and business costs must be 
the focus of Minnesota policy efforts.  Others argue instead for a focus on human capital, 
physical infrastructure, workforce development, and related issues connected to long-term 
state productivity. 
 

Both issues clearly matter to job creation and economic growth; the challenge is figuring out 
the right balance.  Our state economist has described this balancing act as Minnesota’s 
“Fiscal Catch-22.”  Spend too little on essential physical infrastructure and human capital, 
productivity declines and economic growth suffers.  Tax too aggressively, businesses will 
choose to invest elsewhere (or disinvest here) causing job creation and economic 
development to stagnate or decline. 
 

This report examines Minnesota’s performance in this balancing act and provides some 
perspective on the policy implications for our state.  We do this by reviewing and 
summarizing the results from a number of national ranking studies on state competitiveness 
and state business climate using the analytical framework of one of the nation’s most 
authoritative voices on national and state competitiveness.  We highlight key findings and 
conclusions and discuss several policy-related questions arising from this review.  We 
conclude by offering our recommendations on addressing Minnesota’s “Fiscal Catch-22” in 
the future and on issues relevant to the current budget debates. 
 

Analytical Framework 
 

According to competitiveness researcher and author Dr. Michael Porter of the Institute for 
Strategy and Competitiveness at Harvard University, the determinants of state 
competitiveness can be grouped into two major areas: 
 

Foundational Competitiveness – defined as the expected level of worker 
productivity given the overall quality of the location as a place to do 
business.  Foundational competitiveness is made up of the full range of 
public good investments that contribute to productivity improvements and set 
the context for an economy.  It also consists of a wide range of 
microeconomic factors that have a more direct influence on company 
productivity (like workforce training, access to capital, and rich networks of 
interconnected businesses and institutions.) 

 

Investment Attractiveness – defined as business costs and the cost of factor 
inputs relative to a state’s foundational competitiveness.  States with lower 
cost factors relative to their levels of foundational competitiveness will be 
more attractive and experience more rapid growth. 

 

Applying this conceptual framework we reviewed ten prominent national evaluation and 
ranking studies, five pertaining to each dimension of competitiveness.  For each study we 
include a brief description of the study and highlight key rankings and findings relevant to 
Minnesota. 
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Foundational Competitiveness-Focused 
Studies 

 

 State New Economy Index, 
Information Technology and 
Innovation Foundation 

 Enterprising States Report, U.S. 
Chamber of Commerce 

 State Competitiveness Report, Beacon 
Hill Institute 

 Minnesota Performance Scorecard, 
Harvard University Institute for 
Strategy and Competitiveness 

 Assets and Opportunities Scorecard, 
Corporation for Enterprise 
Development 

 

Investment Competitiveness-Focused 
Studies 

 

 Total State and Local Business 
Taxes, Council on State Taxation 

 Competitiveness of State and Local 
Business Taxes on New Investment, 
Council on State Taxation 

 Location Matters – A Comparative 
Analysis of State Tax Costs on 
Business, Tax Foundation 

 North American Business Cost 
Review, Moody’s Analytics 

 Competitive Alternatives, KPMG 

Findings and Conclusions 
 

There is really no such thing as a “best” business climate and basing policy on the basis of 
any individual study is fraught with peril.  Different industries – and different companies 
within industries -- will place different emphases on various competitive issues and factors.  
The tremendous variability on how individual states rank across these different indexes 
essentially proves this basic point. 
 

However, these evaluations and performance scores do tell us something about where 
Minnesota stands, and patterns and themes do emerge from an overarching review and 
consideration of their results. 
 

1. Although a few cracks are showing, Minnesota’s foundational competitiveness 
remains fundamentally strong. 

 

Minnesota continues to generate consistently enviable performance rankings across the 
portfolio of studies on many critical foundational competitiveness issues like human capital, 
education quality, physical infrastructure, innovation capacity, technology, and quality of life 
issues.  For those studies with historical data, little if any slippage in relative state 
performance is detectable even through a very tumultuous decade of recessions and spending 
cuts.  In fact, for one investigation, 2012 marks our highest ranking ever. 
 

None of these findings suggest complacency is in order – in several circumstances the rise in 
rankings is likely capturing decline in other states rather than improvement in our own 
performance.  And there are some issues of potential concern.  Uninspiring rankings in 
government/academia research and development, higher education affordability, and higher 
education spending efficiency are clearly potential targets for improvement. 
 

2. Despite having some beneficial tax features, Minnesota’s investment 
attractiveness presents some issues of concern. 

 

Minnesota is an above-average business cost state.  Thanks to several forward-thinking and 
comparatively advantageous tax policy features, Minnesota still offers important competitive 
advantage sweet spots and compelling investment cases in areas like high value-added, 
capital-intensive manufacturing.  But our relative position in business cost climate appears to 
present some headwinds with respect to our future economic performance. 
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Of potentially the greatest concern are labor costs relative to our foundational 
competitiveness.  Minnesota has long enjoyed the benefits of being a high wage state because 
the productivity justified these premiums.  However, our ranks for labor costs adjusted for 
educational attainment and worker productivity – which captures the “value proposition” of 
the state workforce from the perspective of employers – are in the bottom half of the nation.  
Slowing wage growth is likely capturing this issue.  Given the overwhelming significance of 
labor cost structures to business operations, it’s an issue deserving of more attention. 
 

3. The disconnect between foundational strengths and private sector decision-
making implies Minnesota’s business tax and cost climate may be preventing the 
state from fully benefiting from the foundational competitiveness advantages we 
have relative to other states. 

 

A consistent theme in our review is the disconnect between Minnesota’s strong performance 
and rankings on foundational competitiveness measures and notably weaker performance and 
rankings on outcome metrics with respect to private sector decision-making and performance.  
This disconnect appears consistent across the spectrum and measures of private sector 
economic activity – from foreign direct investment levels to microenterprise formation. 
 

This raises the question of whether foundational advantages can be offset by state tax and 
cost climate concerns.  The answer is informed by both national research and practitioner 
experience.  A 2012 research investigation found that state index ranking performance on tax 
and cost climate demonstrated stronger positive relationships with several types of economic 
outcomes than state performance on foundational competitiveness issues.  Similarly, surveys 
of in-house corporate site location professionals and outside consultants find that tax climate 
and cost issues collectively have greater overall importance in business decision-making than 
foundational competiveness considerations. 
 

These findings suggest if it’s indeed possible to overstate the significance of tax burdens and 
business cost climate on job creation and economic growth, there is a greater danger in 
dismissing these considerations too readily.  Business taxation has undoubtedly helped make 
Minnesota’s foundational advantages possible.  But the price tag associated with these factors 
does matter, and there are economic risks in simply subordinating tax and cost climate 
considerations to foundational competitiveness improvements. 
 

4. Minnesota likely has a lower margin for error in being a significant outlier on 
business taxes and costs than other “high tax, high service” peer states. 

 

Compared to other “high tax, high service” state peers, Minnesota ranks substantially lower 
on the depth and richness of interconnected companies and supporting institutions that enable 
states to be a place where “business absolutely needs or wants to be” in spite of a higher tax 
and cost climate.  At a minimum this suggests Minnesota needs to deliver a strong value 
proposition from its spending on foundational competitiveness and quality of life factors to 
continue to justify above average business tax levels. 
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5. Individual income taxation is an important tax-related competitiveness issue  
 

Labor cost competitiveness is a value proposition – finding the necessary skills sets, 
capabilities, and knowledge bases to compete – at the best prices.  Because economic 
demographers have noted that some of the best rates of economic growth are occurring where 
the value proposition from both the employee and employer’s perspective is strongest, the 
impact of individual income taxes on this value proposition is a growing state 
competitiveness issue. 
 

The Minneapolis metropolitan statistical area ranks 13th highest among the 50 largest cities in 
the nation for employers to provide an equivalent after tax, after cost of living adjusted wage 
– approximately 6.6% above the average for all cities studied and 21-26% above regional 
competitors. 
 

As the accompanying figure illustrates, there is another dimension to the competitiveness 
debates surrounding the future of individual income taxation in Minnesota that should be 
recognized. 

 

The commonly expressed concern The other (perhaps larger) state 
competitiveness concern 

 

Effects of individual income taxes on 
individual out-migration – whether 
higher taxes cause businesses and 

wealthy individuals to leave the state. 
 

 

Effect of individual income taxes on 
individual in-migration – impact on 
attracting highly skilled, in-demand, 

highly mobile talent. 

 

Job creation/loss – the effects of higher 
individual income taxes on the business 

and investment decisions of “pass 
through” entities. 

 

 

Labor cost competitiveness – the effects 
of individual income taxation on pre-tax 

wages, labor cost structures and site 
selection. 

 
 

All else equal, higher individual income taxes create an incentive for individuals to apply 
their talents elsewhere.  But if employers compensate employees for the higher burden with 
higher pre-tax wages to level the playing field, their labor costs go up and the case for 
expanding and growing business within Minnesota becomes that much more challenging. 
 

Recommendations 
 

Recommendation: Prioritize foundational competitiveness spending in 
government and pursue spending decisions from a “value proposition” 
perspective. 
 

Minnesota’s foundational competitiveness going forward will increasingly be determined by 
its spending priorities and how it delivers public goods and services.  Future state 
foundational competitiveness is threatened more by demographic spending pressures than by 
failing to generate sufficient tax revenues. 
 

Much has been made recently about the “three-legged stool” when it comes to state and local 
government revenues, but government spending can also be evaluated on its three legs: 

 Adequacy – ensuring sufficient amounts of resources  
 Priority –determining where resources are best allocated  
 Productivity – how effectively resources are used  



Executive Summary 
 

 
 

 

Policy making that focuses on the adequacy leg of the stool while disregarding matters of 
priority and productivity is unbalanced.  The spending programs and systems such 
unbalanced policies create will not be able to stand up in an increasingly competitive climate.  
 

How we spend is now firmly as important as how much we spend.  If Minnesota expects 
businesses to continue to accept higher tax burdens than imposed elsewhere, it is imperative 
the returns on that spending be greater than elsewhere as well.  The value proposition to 
business must be clear and tangible.  The proposed use of over $2 billion in new tax revenue 
significantly funded by business taxes to finance $1.4 billion in transfer payments to 
Minnesota homeowners fails this test. 
 

More generally, to improve Minnesota’s foundational competitiveness, government must 
address the value proposition issue by aggressively pursuing redesign and productivity 
improvements.  The state economist has identified productivity improvement as the 
cornerstone of state economic success – which he has defined as producing better things, 
newer things and at lower cost.  This theme must also apply to the provision of public goods 
and services to ensure economic success in the future.  We can no longer balk at examining 
often sensitive issues like public sector cost and delivery structures and must pursue 
productivity improvements accordingly. 
 

2. Recommendation: Approach state tax reform as a long-term investment in 
Minnesota’s global competitiveness 
 

Minnesotans are increasingly encouraged to consider government spending on a variety of 
public goods and services as a long term economic investment.  This same long-term 
perspective should be taken with respect to tax reform.  Unfortunately, tax debates typically 
have a very myopic and nearsighted perspective: frequent arguments about whether or not tax 
relief will create jobs in the immediate future and an abundance of proposed tax code tweaks 
to incentivize near term business behaviors. 
 

Tax reform – like those spending decisions made decades ago that still pay dividends today – 
should be approached from the standpoint of long-term competitiveness rather than short-
term stimulus.  JOBZ, jobs tax credit proposals, and related initiatives are more than just 
administratively costly and inefficient policies to support private sector economic growth.  
They are an implicit acknowledgement and recognition that taxes do matter and that 
Minnesota’s tax system has competitiveness concerns. 
 

We offer four guidelines for treating state tax reform as an investment in Minnesota’s global 
competitiveness. 
 

 Embrace a Hippocratic oath – “first do no harm.” 
 

Tax reform to secure large amounts of new revenue to fix deficits and increase program 
funding is not just politically difficult, it also creates a high-risk environment with respect to 
protecting and improving state competitiveness.  Policy makers should recognize it may be 
better not to do something than to risk causing more harm than good. 
 

 Whatever reform is enacted should not make Minnesota an outlier. 
 

Our outlier exposure is greatest in the individual income tax, corporate income taxes, and 
commercial property taxes.  Policymakers must exercise care to avoid turning a relative 
competitive disadvantage into a major tax outlier problem. 
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 Don’t dismantle or undercut the smart tax policy “investments” we already have in 
place with new policies. 

 
Several longstanding features of Minnesota business taxation provide the state important 
competitiveness-related benefits:  most notably the move to single sales apportionment, 
exemption of manufacturing inputs from sales taxation, and our commercial and industrial 
personal property exemption.  Preservation of these elements is essential. 
 

It is in this context that proposed expansion of the sales tax on business-to-business services 
must be considered.  Business support and research facilities – two areas with strong 
Minnesota presence – pay more sales tax as a share of their total tax burden than other types 
of facilities and also have the highest total effective tax rates on new investment.  Such 
findings suggest the deep concerns expressed by businesses over the competitive impacts of 
enacting this policy are not hyperbole. 

 

 Ensure business tax revenues obtain in a high rate of return on this “investment”. 
 

Becoming a high-tax state is relatively simple; ensuring the value proposition continues to 
exist for business to support above-average levels of taxation is substantially more difficult.  
Investments can and do underperform, and simply putting more money into underperforming 
assets is not a sound strategy.  In an increasingly competitive environment, business will find 
it necessary to walk away from such “investments.” 
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