
Taxation and the Session 
Homestretch 
With all the tax plans now on the table, it’s 
abundantly clear anyone who thought one-
party control of the legislature and gover-
nor’s mansion would yield ten minute con-
ference committees on the tax and finance 
bills was sorely mistaken. As the table on the 
next page illustrates, the policy destinations 
are fairly consistent, but the avenues taken 
to get there have some huge differences.

The unifying tax policy themes are more 
money and more progressivity. The latter is 
especially interesting given that the state has 
already invested heavily in building progres-
sivity into its overall tax system. But the ma-
jority of lawmakers clearly believe more can 

and should be done on this issue. If nothing 
else, Minnesota appears to be positioned 
to become a popular research destination 
for scholars interested in investigating the 
timeless question of how far this lever can 
be pulled before creating collateral damage 
to economic growth, the stability of the tax 
system, and general state competitiveness.

Doubling down on volatile revenue 
sources

The initial experience with electronic pull-
tabs brought into sharp relief the question-
able wisdom of basing big expenditures on 
highly unpredictable revenue streams. Yet 
the substantial proposed increase in ciga-
rette taxation as a source of general fund 
revenues suggests that even if lawmakers 
are aware of the inherent volatility associ-
ated with vice taxation, their concerns have 
been subordinated to the revenue projec-
tions accompanying these proposals.

The appeal of cigarette taxation is its unique 
ability to have at least some of your cake and 
eat it too – advance very socially beneficial 
policy and raise some money in the pro-
cess. Department of Revenue estimates do 
carefully factor in the relationship between 
higher taxes and reduced demand. But the 
experiences of other states suggest the very 
real issue of border impacts and illegal trade 
markets create significant uncertainty with 
respect to the reliability of these estimates.

According to testimony presented at the 
House omnibus tax bill hearing, of the 21 
states that increased excise taxes on ciga-
rettes since 2008, 18 realized less revenue 
than projected, and the average shortfall 
among these 18 states was a rather remark-
able 48.7%. The nearest Minnesota case 
study is Wisconsin, which increased the cig-
arette tax twice during this period and fell 

short of revenue expectations 58% the first 
time and 39% the second. 

Applying this average experience to Minne-
sota’s proposed budget illustrates the poten-
tial fiscal risks. A 48.7% revenue shortfall 
on the projected revenue estimates trans-
lates into approximately $250 million per 
biennium, which is roughly equal to all of 
the new local government aid increases and 
property tax relief in the House tax bill. Or 
to frame the exposure in the language of the 
Governor’s spending proposals, it roughly 
equals the spending on all of the Governor’s 
economic development initiatives plus the 
basic education formula aid increase, and all 
day kindergarten.

Tax scholars have long considered tobacco 
taxes as an important way to fund the so-
cial impacts and externalities of smoking but 
also “a lousy way to fund government.”1 The 
significantly expanded reliance on this tax 
for general fund revenues doesn’t just raise 
the prospects of another “e pull-tab-like” 
experience, it carries a whiff of the gimmick-
ry which has plagued past biennial budgets.

Relief 1, Reform 0

Everybody’s favorite piñata, the property 
tax, received its expected and over-the-top 
rhetorical bludgeoning this session. Unsur-
prisingly, property tax relief (or the appear-
ance of relief) is the focus of significant new 
spending in both tax bills embodied in more 
local aids and, in the case of the House, a 
significantly expanded and relabeled home-
owners’ refund program.

What’s far more interesting is the absence of 
any property tax reform despite the impor-
tant recommendations of the Property Tax 
Working Group charged with this mission. 
The state established this group during the 
2010 legislative session to develop recom-
mendations on making the property tax sys-
tem more “simple, understandable, transpar-
ent, accountable, and efficient.” The final 
report, delivered in 2012, offers 19 separate 
recommendations covering all dimensions 
of the property tax system in support of 
these policy objectives. With the exception 
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of the “easy” recommendation – expand the 
refund program – none of the recommenda-
tions regarding structural, administrative, 
and transparency improvements were in-
cluded in either omnibus tax bills.

The property tax will remain the cornerstone 
of local government finance, so it is in ev-
eryone’s interest to restore public faith and 
trust in a tax system that is losing credibility 
with taxpayers. Such an effort might actually 
accomplish more in pacifying taxpayers’ re-
lentless demands for property tax relief than 
buying them off. That, however, will once 
again have to wait for another time.

Tax	Expenditure	Theory	and	
Politics

Over the past several years, the term “tax 
expenditure” has moved from the domain 
of policy wonks to the public mainstream. 
Perhaps no idea generates the amount of 
general head bobbing than taking a critical 
look at the various exemptions, credits, and 
deductions within our tax system with an 
eye to eliminating as many as possible.

But if this legislative session proved one 
thing, it’s that Minnesota remains very fond 
of the idea of using the tax code to incen-
tivize certain outcomes and behaviors. This 
session we counted over 30 bills proposing 
new business tax expenditures subsidizing 
activities ranging from off-Broadway play 
productions to alternative fuel use. This to-
tal does not include the large TIF universe 
or the equally large number of proposed 
tax expenditures regarding individual be-
haviors and actions. If people believe lower 
taxes really won’t materially affect behav-
ior, you wouldn’t know it by looking at the 
bills Minnesota’s legislators introduce. n 

The Price Tag of Minnesota 
Tax Fairness
In his entertaining “Devil’s Dictionary of 
Taxation,” Billy Hamilton of State Tax Notes 
defines tax fairness as, “a concept of taxation 
that, like beauty, is in the eye of the behold-
er.” But neither Mr. Hamilton nor the devil 
had access to the Department of Revenue’s 
new 2013 Minnesota Tax Incidence Study.

This biennial analysis is much more than a 
detailed look at the relative progressivity or 
regressivity of various state and local taxes 

Summary of 2013 Tax Proposals
(Detail includes only those items exceeding $40 million in fiscal impact)

Governor House Senate

Income Taxes 1,122.8 1,520.1 1,116.1 

New 4th tier 1,118.9 281.8 0.0 

Increased 3rd tier 0.0 0.0 1,213.6 

Temporary 5th tier 0.0 1,225.9 0.0 

Change in Charitable Contributions 0.0 64.1 0.0 

Clothing Credit 0.0 0.0 (67.0)

Corporate Taxes 329.7 316.3 62.6 

Repeal Foreign Royalty Subtraction 189.2 0.0 189.2 

Reduce Foreign Royalty Subtraction to 50% 0.0 65.9 0.0 

Repeal FOCs 44.0 44.0 44.0 

Definition of MN Sales 46.0 46.0 46.0 

Conversion of R&D Credit to Nonrefundable 0.0 83.8 0.0 

Tax Havens 0.0 36.5 0.0 

R&D Credit Enhancement 0.0 0.0 (64.1)

Rate Reduction (9% regular rate/5.3% AMT) 0.0 0.0 (161.0)

Sales Taxes 24.7 (94.4) 89.2 

Capital Equipment Upfront Exemption 0.0 (139.6) (18.0)

Add Clothing to Base 0.0 0.0 541.8 

Add OTC Drugs to Base 0.0 0.0 81.7 

Add Personal Services to Base 0.0 0.0 152.7 

Add Auto Repair Services to Base 0.0 0.0 277.8 

Add Household Goods Repair and Maintenance to Base 0.0 0.0 63.4 

Add Electronic and Commercial Equipment Repair and 
Maintenance to Base

0.0 0.0 133.0 

Add Warehousing and Storage Services to Base 0.0 0.0 165.5 

Add Telecommunications Equipment to Base 0.0 0.0 58.2 

Exempt City and County Purchases 0.0 0.0 (202.3)

Reduce General Sales Tax Rate from 6.5% to 5.675% 0.0 0.0 (1,195.3)

Statewide Property Tax 0.0 0.0 170.7 

Fix rate at 2002 level 0.0 0.0 139.3 

Cigarette and Tobacco Taxes 316.9 434.3 735.7 

$0.94 Increase in Cigarette Tax Rate 318.8 0.0 0.0 
Cigarette Fee - Consumption Change/Transfer from Health  
Impact Fee

(44.7) 0.0 0.0 

$2.35 Increase in Cigarette Tax Rate 0.0 664.9 0.0 

Cigarette Health Impact Fee Repeal 0.0 (321.0) (321.0)

60% Increase in Tobacco Excise Tax Rate 0.0 97.1 0.0 

Tobacco Health Impact Fee Repeal 0.0 (55.4) (55.4)

$1.69 Increase in Cigarette Tax Rate 0.0 0.0 598.9 

55% Increase in Tobacco Excise Tax Rate 0.0 0.0 97.5 

Alcohol Taxes 0.0 0.0 346.7 

Excise Rate Increases; Various 0.0 0.0 338.4 

Estate Taxes 0.0 78.0 23.8 

Impose Gift Tax and Include Certain Gifts in Estate Tax 0.0 41.4 0.0 

Property Tax Aids, Credits, and Refunds (135.5) (269.6) (257.5)

LGA Increase (80.0) (80.0) (80.0)

County Program Aid Increase (40.0) (30.0) (40.0)

Homeowner PTR - Structural Changes 0.0 (85.6) 0.0 

Homeowner PTR - Participation Increase 0.0 (71.0) 0.0 
Education Advancement Revenue 0.0 0.0 (83.6)

Source: House and Senate Fiscal Staff
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and the distribution of tax burdens across 
Minnesota’s households. It has become the 
state’s “fairness bible” – where the cold ob-
jectivity of tax data collides with the heated 
politics and subjectivity of what a “fair tax 
system” means.

In fact, of all the useful and important nug-
gets of information relevant to state and lo-
cal tax policy the report provides, only one 
thing often really seems to matter to policy-
makers: the table of effective tax rates – the 
ratio of taxes to income – by population de-
cile, which we reproduce below.

No other table from a government docu-
ment has been reproduced in more newspa-
pers and blogs or referenced in more hear-
ings than this one. Many present it as slam 
dunk evidence that Minnesota has a major 

tax fairness problem. In the process, it can 
often serve a useful political purpose. Build-
ing an argument for higher taxes based on 
the need for additional government spend-
ing can be a laborious slog. Building an argu-

ment for higher taxes based on the idea that 
other taxpayers haven’t been doing their fair 
share of the lifting is a lot easier.

However, the Incidence Study not only 
shows how taxes in Minnesota are distrib-
uted; by doing so it also allows one to cal-
culate what is needed to achieve the Holy 
Grail – “Minnesota Tax Fairness” – with 
as much precision as any such effort could 
hope to muster.

The	theoretical	price	tag	of	
fairness

The major caveat about calculating a fair-
ness price tag is that there are many ways 
to reduce the regressivity of the tax system 
and improve fairness without increasing 
overall collections. How state and local gov-

ernments collect revenue is fundamentally 
independent from how much revenue they 
collect. But for purposes of the following, we 
will assume 1) that fairness means flattening 
the tax incidence curve at higher income 

levels with higher levels of taxation so that 
“everyone pays their fair share” and 2) that 
this should be the aspirational objective of 
state and local tax policy.

Our first estimate is based on the common 
interpretation of the table referenced earlier 
using the following definition of tax fairness: 
“fair share taxation” demands that higher-
earning population deciles pay at least as 
much of their income in taxes as the imme-
diately preceding decile.2 These conditions 
would yield a steadily progressive-to-pro-
portional tax incidence curve.

Such an interpretation immediately pres-
ents a problem. Thanks primarily to the 
incidence of business taxes and the sales 
taxes consumers pay directly to govern-
ment, households in the second population 
decile (with about $10,000 - $16,500 in in-
come) face the highest total state and local 
tax rate in Minnesota, at 14.0%. The price 
tag of implementing this strictest interpreta-
tion of fairness – where 8 in 10 Minnesota 
households are failing to pay their fair share 
of taxes – would be about $4.7 billion in new 
revenues on families with about $16,500 or 
more of income.

A similar problem exists in the third decile, 
which also faces a higher effective state and 
local tax rate (12.3%) than the decile above 
it (11.7%). If we choose not to use the rates 
these lowest three income deciles pay as our 
fairness benchmark, the effective tax rate 
peaks at the 6th decile (household incomes 
from about $41,000 - $53,000) at 12.3%. The 
table below highlights how much additional 
revenue would need to come from each of 
the seventh through tenth deciles, both in 
the aggregate and on a per-household basis, 
to meet this definition of tax fairness.

All told, approximately $1.7 billion of new 
tax revenue would be needed to achieve 
Minnesota tax fairness. Notably, about 15% 
of the fairness problem extends well into 
middle-income Minnesota.

According to information from Minnesota 
Management and Budget3, a new 9.85% 

Minnesota Effective Tax Rates by Population Decile, 2010

Population Decile 2010

State Local Total

First 18.6 13.5 32.1

Second 9.0 5.1 14.0

Third 7.4 4.9 12.3

Fourth 7.1 4.6 11.7

Fifth 7.6 4.4 12.1

Sixth 7.9 4.5 12.3

Seventh 8.0 4.2 12.2

Eighth 8.2 3.9 12.0

Ninth 8.2 3.5 11.7

Tenth 7.9 2.4 10.3

Total 8.0 3.5 11.5
Source: 2013 MN Tax Incidence Study

Amounts Needed to “Pay Their Fair Share”

Population Decile
(household income range)

Needed Tax 
Revenue

$ million
Actual Tax 
Revenue

Revenue Gap Approximate Amount of 
Needed Tax Revenue per 
Household to Achieve 
Fairness

Seventh ($53,703 - $68,773)       1,920.0 1,896.7 23.3 $89 

Eighth ($68,774 - $89,746) 2,492.2 2,435.1          57.1 $221 

Ninth ($89,747 - $129,113) 3,385.2 3,221.1       164.1 $639 

Tenth ($129,114 and over) 9,052.9 7,594.9    1,458.0 $5,662 

Source: 2013 MN Tax Incidence Study, calculations by MCFE 2 We exclude the first-second decile transition be-
cause the Department of Revenue encourages users 
of the study to disregard findings for the first decile 
due to the anomalous nature of its households and 
incomes.

3 Supplemental Budget Summary Update #1, Min-
nesota Management and Budget.  http://www.mmb.
state.mn.us/doc/budget/bud-op/op14/update1.pdf
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top bracket would put a partial dent in the 
fairness gap by raising about $550 million 
annually over the next four years. Howev-
er, a new top bracket that targets only the 
top 2% of earners but exempts 95% of the 
households currently failing to pay their fair 
share in taxes (the remaining households in 
the 10th decile plus all households in de-
ciles 7-9) – seems a “fairness” issue in and 
of itself. Of course, an alternative approach 
would be to make the necessary changes so 
that the new fourth bracket encompasses 
the top decile of earners. While this sce-
nario would still hold 75% of those paying 
less than their fair share harmless, political 
support for tax fairness using this solution 
might be harder to come by.

Other	Complicating	Questions	
Regarding	Tax	Fairness

For many years we have argued on these 
pages and elsewhere that the Tax Incidence 
Study presents a much more complicated 
“tax fairness” story than most people think. 
Moving from calculations of effective tax 
rates to subjective assessments of fairness 
still includes assumptions and normative 
judgments despite the appearance of math-
ematical precision.

To illustrate our point, we offer three ques-
tions meriting consideration when mining 
incidence study findings for tax fairness 
conclusions. These questions involve both 
the nature of the taxes themselves and how 
Minnesotans actually think about fairness.

1) Should tax fairness exclude taxes peo-
ple themselves don’t directly “pay?”

If asked whether Minnesotans are “paying 
their fair share” in taxes, the average citizen 
would probably take that phrase very liter-
ally. They would respond based on their per-
ception about all the taxes people directly 
pay to government – either by writing a 
check, making a purchase, or having it with-
held. People judge tax fairness on what they 
see and feel.

Yet most of the damage done to tax fairness 
is not caused by caused by taxes which in-
dividuals remit directly to government but 
by significant amounts of hidden business 

taxation passed on to households through 
higher prices, lower wages and lower invest-
ment returns. The incidence study assigns 
all this business taxation to its final resting 
place among households through sophis-
ticated modeling. These business taxes are 
the primary source of regressivity in Minne-
sota’s tax system.

Indeed, many tax fairness advocates are 
highly conflicted by this issue – embracing 
the findings of the incidence study (that 
business taxes are regressive) when fairness is 
the issue but disregarding the concept when 
the issue of tax revenue adequacy is on the 
table. Proposals to increase business taxation 
this session have been marketed as efforts to 
make businesses “pay their fair share.” 4

Intellectual inconsistency aside, such think-
ing also practically creates a perpetual “fair-
ness problem” for Minnesota’s tax system. 
Loading up on business taxes simply means 
that when the next incidence study shows 
that those collections have landed dispro-
portionately on lower and middle income 
households, the “fair share” problem will 
persist even with new income taxes on the 
wealthier Minnesotans.

2) Should tax fairness exclude purely vol-
untary taxation?

Many taxes are voluntary and tied to very 
specific forms of highly discretionary con-
sumption – most notably vice taxes. No one 
is obliged to engage in these activities and to 
pay these taxes unless they want to. It raises 

the question, is it “fair” to accuse the wealthy 
of not doing their income-proportionate 
share of gambling, drinking and smoking?

3) Should tax fairness exclude benefits-
received taxation?

Other forms of individual taxation in the in-
cidence study, like gas taxes and solid waste 
management taxes, are imposed on essential 
goods and services that everyone across the 
income spectrum must consume at some 
level. On one hand, these taxes are typi-
cally quite regressive. On the other hand, 
these taxes are mostly dedicated revenues 
linked directly to the costs associated with 
the delivery of a particular public good or 
service. As a result, they have a strong ben-
efits-received dimension to them – the more 
benefits you receive, the more taxes you pay. 
Tax policy experts have long argued that the 
nature of these taxes already embodies the 
principle of tax fairness.

The fairness of Minnesota’s tax system looks 
very different – and the price tag of achiev-
ing tax fairness changes dramatically – de-
pending on how one answers these ques-
tions. If we exclude those taxes that meet 
any of these three criteria, then what’s left 
are three major revenue sources (homestead 
property,5 sales taxes on purchases by indi-
viduals and individual income taxes) plus a 
handful of miscellaneous taxes (cabin prop-
erty, estate taxes, MinnesotaCare taxes, in-
surance premiums taxes, and mortgage and 
deed taxes.) Most of these are highly com-
pulsory forms of taxation remitted by indi-

4 “Dayton Says Tax Plan Intended to Force Businesses 
to Pay Fair Share” Minnesota Public Radio, March 
6, 2013

5 Net of homeowner property tax Source: 2013 MN Tax Incidence Study, calculations by MCFE



viduals used to support and sustain general 
government operations and an arguably bet-
ter base for evaluating “tax fairness.”

The graph below represents the incidence 
curve for this set of taxes, based on our cal-
culations from data in the 2013 Tax Inci-
dence Study. Again ignoring the first decile, 
we see a remarkably progressive Minnesota 
tax system. The 0.57% drop at the very top 
represents what remains of the state’s fair-
ness challenge. Our calculations suggest 
that to achieve tax fairness under these 
circumstances we would only need roughly 
$420 million from the top 10% of Minne-
sota’s income earners.

None of this alters the fact that there are 
other, equally important, considerations 
that ought to go into deciding whether it’s 
wise to make Minnesota one of the highest 
individual income tax states in the nation. 
Chasing the elusive goal of tax fairness to 
the exclusion of everything else that makes 
up a good tax system – like stability, com-
petitiveness, and accountability, may have 
undesired consequences.

But this exercise does demonstrate that 
determining tax fairness will always remain 
a highly subjective exercise open to inter-
pretation even with a high quality tax in-
cidence study at the fingertips. Or in the 
words of Billy Hamilton’s alternative defi-
nition of tax fairness:

“The fundamental requirement of a good tax 
system, and a concept best appreciated by those 
who manage to exclude themselves from that to 
which the question of fairness applies.” n

MCFE News and Notes

“Minnesota’s troubled price of govern-
ment” – A new MCFE issue brief examines 
how Minnesota’s “price of government” 
metric is challenged by the transformations 
occurring in Minnesota personal income 
– the denominator of this popular mea-
sure. Today over 20% of personal income 
is non-cash income that cannot be used 
to pay taxes or finance government in any 
way – up from 15% of the share 20 years 
ago. Moreover, the fastest growing sources 
of personal income growth are government 
transfer payments, which have grown over 
2.5 times faster than wages and salaries 
over the past decade. Together these trends 
make common interpretations and uses of 

the POG extremely problematic. The mea-
sure understates state and local govern-
ment’s claim on money income by 20-35%, 
and its common use as a measure to evalu-
ate affordability or establish a sustainable 
“level” of spending over the long term is 
significantly compromised.

We recommend adopting a money income 
measure for purposes of POG calculations 
to better capture the intent of the metric. 
However, even with this adaptation we en-
courage caution in using the POG to assess 
the affordability of government over the 
long term or set a “price target” for govern-
ment because the major demographic fac-
tors and trends affecting taxable income will 
continue for the indefinite future. The full 

issue brief is available here: www.fiscalexcel-
lence.org/our-studies/issue-brief-005-final.pdf.

New economic stability indicator – 
MCFE’s previous research examining the 
interactive effects and incentives created 
by state safety net programs and tax code 
provisions to support low income house-
holds and “make work pay” has now been 
incorporated into an innovative economic 
planning and policy tool by Children’s De-
fense Fund of Minnesota. Working collab-
oratively with the MCFE, CDF designed the 
economic stability indicator to both educate 
families about the interactions between 
wages, public programs and tax liabilities to 
inform their decision making and educate 
policymakers on how current and proposed 
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From the Director – Has Minnesota Nice Become 
Minnesota Smug?

In our recent study of Minnesota competitiveness we found curi-
ous disconnects between Minnesota’s exceptional foundational 
strengths and measures of private sector actions and performance 
we might expect given these advantages. Nationally we are ranked 
13th in patents, 12th in venture capital, and 6th in industry 
R&D, yet 44th in entrepreneurial activity, 26th in initial public 
offerings, and 29th in foreign direct investment. We are 12th in 
STEM job concentration, but 37th in STEM job growth. We are 
3rd in educational attainment, and 4th in higher education degree 
output but 34th in long term job growth.  

Recent national fanfare heralding Minnesota’s business climate has also come with 
asterisks. As was recently reported by Governing magazine and picked up in the 
local media, the Kauffman Foundation has ranked Minnesota 11th in the nation 
in “friendliest states to own a small business.”  What went unrecognized is that 
this same study gave Minnesota’s tax code an uninspiring grade of C+.  Updated 
information also by the Kauffman Foundation puts Minnesota dead last in business 
creation. It’s easier to be friendly when you have fewer people to meet. 

Given all this, it’s not exactly a leap of logic to think that at least some consider-
ation should be given to Minnesota’s business tax and cost climate and at least the 
possibility that this might be holding us back in some way from taking full economic 
advantage of the state’s considerable foundational strengths.

But a lot of the tax debate in this session demonstrated little if any concern that 
taxation can negatively affect in-migration of talent and capital to the state. To 
some extent a certain cocksureness is completely understandable given Minnesota’s 
proud economic history. The key word, of course, is “history.”  It’s appropriate to 
question whether the same playbook still works as well in today’s demographically 
challenged, hyper-mobile, globally competitive, margin-squeezing environment. It’s 
also legitimate to recognize that in delivering the critical public goods and services 
the economy needs to  thrive, the tax price tag does matter, and that public invest-
ments  in their current form can and do underperform. 

From all indications, we are about to embark on an interesting test in applied his-
tory.  It will be interesting to see whether Minnesota becomes a case of justified 
confidence or unjustified smugness. 

 — M.H.

Mark Haveman
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legislation on public programs and tax poli-
cies do and don’t work together.

MCFE income tax study goes national – 
MCFE’s multi-state individual income tax 
comparison study was the focus of a recent 
national webinar sponsored by the Gov-
ernmental Research Association. Research 
Director Aaron Twait guided public policy 
researchers from around the country on the 
methodology and findings of the nation’s 
only study examining effective individual 
income rates by filer type and income. n

Page 6


