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Presentation Notes
Join a discussion about reforming Minnesota's tax system to support future economic growth in ways that are fair, simple and competitive. 



Governor Dayton’s Priorities
Getting Minnesota Working Again

Governor’s Priority #1 Governor’s Priority #2 Governor’s Priority #3

Improve how state
government works Make Minnesota’s
to deliver the best tax system more
services at the best fair

price

Create jobs and
improve
Minnesota’s
competitiveness

TAX REFORM
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Create jobs and improve Minnesota’s competitiveness.
Improve how state government works to deliver the best services at the best price.
Make Minnesota’s tax system more fair.
 
The Governor and I believe that comprehensive tax reform promotes all three of these goals.  I think we all agree that reforming the Minnesota tax system by increasing its fairness and reducing its complexity will promote an economic climate that creates jobs and makes Minnesota more competitive.  Surely reducing complexity will improve the Department’s ability to deliver services for less cost. 



The number of jobs matter

Minnesota Employment by Month

2,800 I
2,780,000

2,750 ? Wj\
S A\

g
S
~ (o)
§2 <o '5.6%
2 2,655,000 | \\’_\///,_ 3.1%
3 l ! 2,624,000
&£ 2,600 | .

| |

|

2550 As of May 2012, state unemployment was down 77,000 jobs |
from the 2008 high, up 79,000 jobs from the 2009 low.

2,500 I I ! I I I I II I I I I

I\ T U\ - B I . I\ I \{ D A0 A AL
1L Y- N - N N Y N Y Y Y AN YA

Source: CES Employment, U.S. Bureau of Labor Statistics

MINNESOTA- REVENUE 3


Presenter
Presentation Notes
We need jobs.

After gaining 135,000 jobs over 3.5 years (following previous recession), Minnesota lost 159,000 jobs in only 1.5 years.

We've made some progress since the low in September 2009, but … total Minnesota employment is still below what it was 10 years ago!



Jobs matter to the state budget

Changing number of jobs drives big swings in state revenue
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Tax revenue by fiscal year. Sales tax includes General Fund only and excludes motor vehicle sales tax.
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Tax revenues rise and fall with employment -- but revenue swings are much larger than employment swings.
     
When the jobs market gets sick, the sales tax gets a cold, the income tax gets the flu, and the corporate tax gets pneumonia.

We cannot get the state budget back on track until the jobs market improves.
 


Taxes tell part of the story...
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State and local tax revenue as a
percent of personal income

13%

12%
MN
11% Us.
Average
10%

Below

Above U.S. Average us.

Average

9%

Minnesota collected tax revenues at or above the
national average for 45 years through 2002 but below
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Blue line.
Measured as S&L tax revenue as percent of personal income.

S&L tax revenue rose in 60’s & 70’s.  This is the era of growing services in government in every state.  The high point on the graph represents the “Minnesota Miracle.”

S&L tax revenue stayed high generally until 1998.

Falls from 12.1% in 1997 to 10.3% in 2010.
 
Red line:  Compare to other states?
 
Minnesota has been a high tax state.

Between 1957 and 2002, Minnesota had higher taxes than the national average in 44 of 45 years!
 
Starting in 2003, Minnesota has had LOWER taxes than the national average in 7 of 8 years!

Between 1993 and 2010, S&L tax share fell from 12.3% o 10.3% -- a full 2 percentage point drop.



...But taxes don’t tell the
whole story
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Minnesota per-capita income rank among 50 states
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In 1950, Minnesota's per capita income was well below the national average.
We ranked 26th of 50 states.
In 2004, we ranked 7th.
 
Minnesota passed another state (on average) every 3 years until 2005.
    
 
Picture is a bit less rosy over the last few years.
 
What was the source of Minnesota's success?
     Investment in education.
     Investment in infrastructure.

     A government -- and political system -- that worked.
     Gaining a reputation as great place to raise a family.
          … but NOT warm weather.
          … and NOT low taxes.



Take a closer look
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Minnesota is wonderful state.  It is a state worth protecting.  Let’s take a closer look and scan our environment.  While the tax code looks a lot like it has for many years, many factors are changing around us.  
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Consumers are spending more as a
share of their income on services, less on goods

1960 1970
B Consumer Goods
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Source: U.S. Bureau of Economic Analysis
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Tax System has failed to keep up with changes in the economy, both demographic and technological.

Goods share of total consumption has fallen from 61% in 1950 to 33% in 2010.

[Because we had no sales tax in MN until 1967, may be better to say fell from half of consumption in 1970 to one-third of consumption today.]

Sales tax applies primarily to goods, with few services taxed (restaurant meals, hotels, entertainment, plus a few other services)

As a result, sales tax revenue fails to grow as fast as consumption.   

Real consumption (inflation adjusted) rose by 50% from 1970-2006.  

BUT real consumption taxed under current law rose only 35%.



Estimated annual lost tax revenue

from consumer e-commerce sales
2000 2004 2011
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Remote seller $190 m
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The internet has greatly increased sales by remote sellers with no sufficient presence in the state.
 
Problem used to be limited to catalog sales.
 
Remote sellers with no physical presence in the state cannot be required to remit sales tax.  
 
Loss due to consumer purchase by such consumers has risen 8-fold in 11  years (2000 to 2011).
 
 In 2011, total loss is about $400 million:
$147 million from consumer e-commerce
$  55 million from catalog sales
$190 million in business purchases from remote sellers (some caught on audit, but not all.



Is our current tax system
/| competitive? |
& p ﬁ’-\\’

...Yes? ...No?

Ernst and Young says Minnesota is The Small Business and
among the top ten states with the Entrepreneurship Council says

lowest effective tax rates on new  Minnesota is among the 10 worst
investment.! tax systems largely due to high

Single sales apportionment factor statutory rates (not effective rates).2

*  Personal property exemption
*  Capital equipment exemption
R&D tax credit
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Demographic change is coming
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Percent change in age groups, 2007 - 2035
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Demographics impact income tax revenue
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Minnesota’s population is aging.
After retirement, an individual’s income tax liability falls by 40 to 50 percent.



Who pays?
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Our S&L effective tax rate includes regressive

taxes and the progressive income tax

Cumulative state & local tax burden by population decile (2008)
14%

12%

10%

8%

6%

4%

2%

Percent of Income Paid to Taxes

0%

-2%
$10-16 $16-24 $24-32 $32-41 $41-53 $53-69 $69-90 $90-130 > $130 > $183 > $429
(Top 5%) (Top 1%)

Annual Household Income ($ Thousands)

[ MN income tax B Property taxes [ State & local sales taxes [] Other taxes

16
MINNE SOTA . REVENUE Sources: Minnesota Tax Incidence Study 2011 (Tax Year 2008), MN Dept. of Revenue. (Annual income amounts rounded.)



Our S&L effective tax rate includes regressive

taxes and the progressive income tax
Cumulative state & local tax burden by population decile (2008)
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Our S&L effective tax rate includes regressive
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Our S&L effective tax rate includes regressive

taxes and the progressive income tax
Cumulative state & local tax burden by population decile (2008)
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Percent of Income Paid to Taxes

Our S&L effective tax rate includes regressive
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taxes and the progressive income tax
Cumulative state & local tax burden by population decile (2008)
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How is Minnesota’s S&L tax burden distributed across income groups?

Income tax:  Progressive tax because burden as percent of tax rises with income.

Property tax:  Regressive tax, even after Property Tax Refund.

Sales Taxes: Even more regressive.

Other taxes (Alcohol, Cigarettes, MinnesotaCare, etc.):  Even more regressive.



While income is increasingly
concentrated at the top...
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Growing income disparity
Top 10% now has 50% share of income (U.S))

50%

50% 49% 48%
45% sz%
40% - ,AVf
39%
35% \/vf
30% 33%
25% I I I I I I I I I I I I I I I I I I

1917 1927 1937 1947 1957 1967 1977 1987 1997

2007

In 2007, top decile includes all U.S. families with annual income above $109,600.

Sources: Piketty & Saez (2003), series updated to 2007, Journal of Economic Literature, Vol XLIX (Mar -11)
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Notes:  Income is defined as market income including realized capital gains (excludes government transfers).  
The Top Decile Income Share in the United States, 1917-2007.



The tax burden is being
shifted to those with the
least ability to pay
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As a percent of income, the top 10 percent pay
less than the rest of Minnesotans

(and increasingly so!)

1990 1992 1994 1996 1998 2000
0%

-2%

-4%

-6%

-8%

-10%

-12%

-14%

2006 2008

-16%

-18%

-20%

-18.6%

MINNESOTA- REVENUE

24



Over time, the mix of taxes
in Minnesota has become
unbalanced
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The three legged stool

“Balanced” 2010

O

Property Tax
p33% Sales Tax Sales Tax

Income Tax 33% Income Tax 27%
33% Property Tax 33%
40%
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Three major revenue sources – property, income, and sales.
	
Must think of total S&L system, not just state taxes.

Since the 1970s, Minnesota has chosen to have a “balanced tax portfolio” – relying about equally on these three tax types.
 
Think of a 3-legged stool.  Balanced tax portfolio means the stool’s legs are of equal length.
 
Unfortunately, our tax system has become increasingly unbalanced.
The property tax leg is much longer than the others.

The sales tax leg has been shrinking (for reasons discussed earlier).



Our tax system is becoming
more complex
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Income Tax was very simple in 1987, following state tax changes to conform with the Reagan federal tax reform of 1986.
Since then, complexity has steadily crept back into our income tax code.
Resident tax return forms:
	Only 6 in 1987.  

	Grew to 9 in 1995 – then up to 18 last year!



1987 Income Tax Calculation

Start with: Federal taxable income
Add: Itemized deduction for state income taxes
State and municipal bond interest
Capital gain portion of lump-sum distribution
Subtract: State income tax refund
U.S. Bond interest
Dependent K-12 education expenses
Equals: Minnesota taxable income
Subtract: Non-refundable tax credits
Credit for income taxes paid to another state
Credit for the elderly or disabled
Refundable tax credits
Child and dependent care credit

For the Individual
Income Tax, the
number of
adjustments and
credits has risen
from 9 to 50!

MINNESOTA- REVENUE

2010 Income Tax Calculation

Start with: Federal taxable income

Add:

Subtract:

Equals:
Subtract:

Itemized deduction for state income taxes
Non-Minnesota state and municipal bond interest
80% of bonus depreciation taken federally
80% of increased federal Section 179 expensing taken federally
Federal deduction for domestic production activities
Additional federal standard deduction for real estate taxes or motor vehicle sales tax
Expenses deducted federally on income not taxed by Minnesota
Federally-exempt subsidy to employers with prescription drug coverage for their retirees
Fines, fees, and penalties deducted federally as a trade or business expense
Federally-exempt suspended losses generated by bonus depreciation
Federally-exempt discharge of indebtedness
Capital gain portion of a lump-sum distribution
Net operating loss carryover adjustment for 2010
State income tax refund (if itemized in 2009)
U.S. bond interest
Dependent K-12 education expenses
50% of charitable contributions over $500 for non-itemizers
20% of 2004-2009 addition for bonus depreciation
20% of 2006-2009 addition for 179 expensing
Income of the elderly or disabled (limited)
Railroad retirement income
For American Indians, income earned on a reservation while living on the reservation
Federal active duty military pay taxed federally (nonresidents)
Federal active duty military pay taxed federally (residents)
National Guard pay for service in Minnesota
Organ donor expenses
Income taxes paid to a subnational level of a foreign country other than Canada
JOBZ business and investment income
Gain from the sale of farm property by an insolvent farmer
Post-service education award from AmeriCorps
Net operating loss carryover adjustment from 2008 and 2009
Prior add-back of reacquisition of business indebtedness
Minnesota taxable income
Non-refundable tax credits
Marriage credit
Credit for income taxes paid to another state
Credit for long-term care insurance premiums
Credit for past military service
Credit for nonresident partners on taxes paid to home state
Employer transit pass credit
Credit for new participants in a Section 125 employer health insurance plan
Alternative minimum tax credit
SEED capital investment credit
Refundable Tax Credits
Child and dependent care credit
Minnesota working family credit
K-12 education credit
Research credit
Angel investment credit
Historic rehabilitation credit
JOBZ jobs credit
Credit for tuberculosis testing in cattle
Enterprise zone credit
Credit for military service in a combat zone (administered off-form)
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Only 8 adjustments or credits.

By 2010, this has grown to over 50!



Expanding number of
property classes and tiers

More fair or just more complicated?

1913 1933 1953 1973 1993 2011
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Businesses pay more.
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So you want agricultural homestead?
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Presenter
Presentation Notes
This is the chart “determining if property qualifies for the agricultural homestead.”  Experts in our property tax division estimate that in some rural counties, complexity associated with agricultural homestead takes up to 30% of county assessors time.



Tax expenditures:
Minnesota’s hidden spending
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“Swiss cheese” tax policy?
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Presenter
Presentation Notes
For a comparison of narrow base/high rate and broad base/low rate, we need look no further than South Dakota.

Minnesota’s state sales tax rate is 6.875% -- but the tax base has a lot of holes.
 
South Dakota’s sales tax rate is only 4% -- but with a very broad tax base.

If we had as broad a base as South Dakota does, we could lower our sales tax by a couple percentage points!
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Presenter
Presentation Notes
Added complexity is largely the result of additional tax preferences.

Many may be good.  But each tax preference narrows the tax base.

With a narrower tax base, it takes a higher rate to achieve any particular revenue goal.

The state collected $16 billion of tax revenue in 2010.
In the absence of tax preferences (as defined in the Tax Expenditure Budget, state revenue – at current rates – would have raised 66% more!

OR – In the absence of tax preferences, tax rates could have been reduced.



For every dollar of state tax
revenue without preferences...
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Presentation Notes
In a true sense, we are using 60 cents of each dollar of potential revenue to fund state expenditures and 40 cents for tax expenditure.

Both direct expenditures and tax expenditures keep tax rates high.

But tax expenditures are rarely reviewed to see if they are achieving the desired purpose.



What do we value in a tax system?

¥ Fair

¥ Simple
¥ Supports Growth
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What are your ideas
for tax reform?

Tell us!

Myron Frans
Commissioner of Revenue

651-556-6003
revenue@state.mn.us
http://bit.ly/TaxReformMN
@ M N Reve nue ‘ : e = v i.}]fifl‘fﬁ]ﬁi
#MNTaxReform e s el

Sign up for email updates
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