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March 1, 2013
To the Members of the Legislature of the State of Minnesota:

I am pleased to transmit to you the twelfth Minnesota Tax Incidence Study undertaken by the
Department of Revenue in response to Minnesota Statutes, Section 270C.13 (Laws of 1990, Chapter
604, Article 10, Section 9; Laws of 2005, Chapter 151, Article 1, Section 15).

This version of the incidence study report builds on past studies and provides new information
regarding tax incidence. Previous studies have estimated how the burden of state and local taxes
was distributed across income groups from a historic perspective. This study does that by
displaying the burden of state and local taxes across income groups in 2010. It includes over
99 percent of Minnesota taxes paid, those paid by business as well as those paid by individuals. The
study addresses the important question: “Who pays Minnesota’s taxes?”

The report also estimates tax incidence across income groups for state and local taxes for 2015. By
forecasting incidence into the future, it is possible to give policymakers a view of the state and local
tax system that reflects tax law changes enacted into law to date. Studies that concentrate only on
history would not reflect the most recent changes to Minnesota's tax system. The 2015 projections
also reflect the impact of the forecast for economic growth and expected changes in the distribution
of income on the tax system. This version of the 2015 projections is based on the November 2012
economic forecast from the Department of Management and Budget.

The information presented here can be used to evaluate Minnesota’s tax system. It should also be
valuable in considering any future changes in Minnesota’s tax structure.

Minnesota Statutes, Section 3.197, specifies that a report to the Legislature must include the cost of
its preparation. The approximate cost of preparing this report was $90,000.

Sincerely,
-

Myron Frans
Commissioner

600 North Robert Street Minnesota Relay 711 (TTY)
St. Paul, MN 55146 An equal opportunity employer
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Executive Summary

This study reports the distribution of calendar year 2010 Minnesota state and local taxes in
relation to taxpayer income, along with projections for calendar year 2015. It answers the
question, “Who pays Minnesota’s state and local taxes?”” The major objective is to provide
taxpayers and policymakers with important information on the equity or fairness of the
overall distribution of Minnesota taxes. This is the twelfth biennial tax incidence study
prepared in response to the statutory requirement enacted in 1990.

The report estimates 1) how the total Minnesota state and local tax burden on Minnesota
households varies by income range, and 2) how the burden of each component of the overall
state and local tax system is distributed across Minnesota households. Aggregating the
impact of each component yields an estimate of the distribution of the total state and local
tax burden.'

The estimates include taxes with an initial impact on businesses, such as the corporate
franchise tax and the sales tax on business purchases, as well as taxes imposed directly on
households. The initial impact of taxes imposed on Minnesota households and businesses is
discussed first. The analysis then proceeds to estimate the final incidence of taxes on
Minnesota households, after taxes imposed on businesses have been shifted to those who
bear the final burden.

The report:

* Analyzes $24.3 billion in taxes collected in 2010, a total that represents over
99 percent of all state and local taxes.

» Identifies the shares paid initially by households (63.3 percent by Minnesota
residents and 3.4 percent by nonresidents) and the share paid initially by business
(33.3 percent).

= FEstimates the extent to which the business taxes are shifted to consumers (in
higher prices) or labor (in lower wages), rather than being borne by owners of
capital (in lower rates of return). Also estimates the extent to which the ultimate
burden is “exported” to nonresident owners of capital or nonresident consumers.

= (Calculates average household tax burden by income range. That burden consists
of taxes imposed directly on households, such as the income tax or consumer sales
tax, plus the household share of taxes initially imposed on business but shifted to
households, the ultimate payers. Income is defined to include all forms of cash
income, both taxable and nontaxable.

* Presents results by population decile, each decile including one-tenth of all
households (the lowest-income 10 percent in decile 1 and highest-income
10 percent in decile 10).

* Projects the 2010 results forward to 2015, accounting for the effects of both law
changes and economic growth on the mix and level of state and local taxes.

" Throughout this study, the phrase “tax burden” refers to the burden of Minnesota’s state and local taxes on
Minnesota residents. The study includes no analysis of either federal taxes or taxes imposed in other states.
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Conclusions of the research are:

Of the total $24.3 billion in 2010 taxes, 83.1 percent of the burden ultimately falls
on Minnesota residents ($20.2 billion). The remaining $4.1 billion of the tax
burden is exported to nonresident consumers or nonresident owners of capital.

In 2010, the state and local tax burden on Minnesota housecholds remained
unchanged from 2008 at 11.5 percent of income.

The local tax share of tax revenue rose from 29.1 percent in 2008 to 30.8 percent
in 2010 but is projected to fall to 30.0 percent in 2015. The state tax share fell
from 70.9 percent in 2008 to 69.2 percent in 2010 but is projected to rise to
70.0 percent in 2015.

The share of state and local revenue derived from income taxes fell from
35.2 percent in 2008 to 32.8 percent in 2010 but is projected to rise to 35.7 percent
in 2015. The property tax share increased from 32.1 percent in 2008 to
33.9 percent in 2010 but is projected to fall to 32.2 percent in 2015. The
consumption tax share rose between 2008 and 2010, from 32.7 percent to
33.3 percent, but is projected to fall substantially (to 32.0 percent) in 2015.

The business tax share of total tax revenue rose from 32.1% percent in 2008 to
33.3 percent in 2010 but is projected to fall to 33.0 percent in 2015.

After allowing for the shifting of business taxes, the Minnesota tax system in 2010
was somewhat regressive (as it had been in 2008). Effective tax rates again
exceeded the 11.5 percent average for every decile except the tenth. The full-
sample Suits index, a measure of the progressivity or regressivity of a tax or tax
system, fell from -0.057 in 2008 to -0.060 in 2010°. This change suggests a slight
increase in overall regressivity.

Minnesota’s refundable income tax credits and property tax refunds for
homeowners and renters substantially reduce overall regressivity. In their
absence, the 2010 Suits index would fall from -0.060 to -0.083.

Total Minnesota income is expected to grow by 23 percent between 2010 and
2015. Tax receipts and tax burdens on Minnesotans are forecast to grow more
slowly (at 20 percent), so the overall effective tax rate is projected to fall from
11.5 percent to 11.3 percent of income.

The full-sample Suits index is projected to rise from -0.060 in 2010 to -0.049 in
2015. Income growth is expected to outpace tax growth in every decile.

The twelve biennial tax incidence studies cover 24-year a period. Comparison with
earlier reports provides some historical context for the results of the current study.
Figures E-1 and E-2 below show how effective tax rates and Suits indexes have changed
over time. The effective tax rate is the ratio of tax burden to total household income.
For the Suits index, positive values reflect progressivity and negative values show
regressivity. To allow comparability to earlier studies, Figure E-2 shows population-
decile Suits indexes as well as the more accurate full-sample Suits indexes, which were
not reported until tax year 2004. Chapter I provides further explanation for these trends.

? This differs from published number due to an error in the 2008 database.

3 These are “full-sample” Suits indexes. The “population-decile” Suits index fell from -0.052 in 2008 to -0.056 in
2010 and is projected to rise to -0.040 in 2015. The difference is explained in Chapter 4, Section B. The 2008
indexes differ from the published numbers due to an error in the 2008 database.
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Figure E-1
Effective Tax Rates, All Minnesota Taxes*
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* Effective tax rates for 2008 and later years would have been 0.2 percentage points higher except for a
methodological change that expanded the definition of income.

> The earliest studies (before 2000) did not include all of the taxes included in more recent studies, so both the
effective tax rates (Figure E-1) and Suits indexes (Figure E-2) are adjusted to make them comparable. The
published report for 2006 did not include the Health Impact Fees. Unadjusted effective tax rates reported in the
published studies were 11.8%, 12.1%, 12.9%, 12.7%, 11.8% for 1990-1998, and 11.2% for 2006. The unadjusted
Suits index was -0.004 in 1990, -0.013 in 1992, and -0.062 (full-sample Suits) in 2006. The 2008 Suits indexes are
corrected for errors in the database for that year.
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Chapter 1: Overview of Study

Minnesota State and Local Tax Collections

Minnesota collected $24.3 billion in state and local taxes in 2010.° By 2015, collections are
expected to rise to $29.1 billion. This report estimates how much of the burden of total state
and local taxes in each of those years falls on Minnesota residents and how the tax burden
on Minnesota residents varies with income.’

Minnesota’s 2010 state and local taxes are summarized in Table 1-1. In 2010, 69 percent of
the $24.3 billion of tax was collected at the state level; local governments collected the
remainder, largely from property taxes. The study includes taxes paid by business as well
as those paid directly by households. The 30 separate tax components included in the study
account for over 99 percent of total state tax collections and over 99 percent of local tax
collections. For each of the taxes, the study identifies how the burden is distributed.
Combining the results for each of those components provides an estimate of the distribution
of the burden of the complete state and local tax system.

The 2010 results are based on a stratified random sample of over 100,000 Minnesota
households. The 2015 results are projected forward from 2010 based on the November
2012 economic forecast and are adjusted to account for law changes that took effect after
2010.

% If the $36 million excluded from this study were added, the total would round to $24.4 billion (as on Table 1-1).
" Throughout this study, the phrase “tax burden” refers to the burden of Minnesota’s state and local taxes on
Minnesota residents. The study includes no analysis of either federal taxes or taxes imposed in other states.
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Table 1-1

Minnesota State and Local Tax Collections in 2010

($ Millions)
State Local State and Local
Included Included Included
Individual income tax $7,030 Gross property taxes (after credits)
Corporate franchise tax 800 Homestead property taxes $3,595
Estate tax 155 Property taxes on residential
General sales and use tax 5,018 recreational property taxes (cabins) 180
Motor vehicle sales tax 478 Rental property taxes (residential) 874
Motor fuels excise taxes 838 Other business property taxes
Alcoholic beverage excise taxes 77 (including farming and taconite) 2,531
Cigarette & tobacco excise taxes' 430
Insurance premiums tax 360 Subtotal $7,179
Gambling taxes 37
MinnesotaCare taxes 470 Local sales taxes 214
Motor vehicle registration tax 544 Gross earnings taxes 110
Mortgage and deed taxes 153
Waste taxes 65
State property tax 782
Property tax refunds (416)
Total $16,822 Total $7,502 Total $24,324
Omitted Omitted Omitted
Controlled substances tax General authorization
Airflight property tax lodging taxes
Aircraft registration tax Auxiliary forest tax
Rural electric cooperatives tax Contamination tax
Metropolitan solid waste landfill fee Severed mineral interests tax
Unmined taconite tax
Aggregate material production tax
Total $18 Total $18 Total $36
Total State Tax Collections $16,840 $7,520 $24,360

'Includes Health Impact Fees.




The Concept of Tax Incidence

Economists commonly distinguish between the initial impact of a tax and its incidence.
The initial impact of a tax is on the taxpayer legally liable to pay the tax, while the
incidence of a tax is the final resting place of the tax burden after any tax shifting has
occurred.

Figure 1-1 illustrates the steps involved in moving from impact to tax incidence on
Minnesota households.

Figure 1-1
Estimating Tax Incidence
STEP 1: STEP 2: STEP 3:
INCIDENCE INCIDENCE
IMPACT on (resident and R on specific
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Each of the three steps shown in Figure I-1 is discussed separately below. The major
findings from this study are reviewed in the context of that three-step estimating process.

Step 1 — Impact

Figure 1-2, derived from Tables 1-2 and -3, describes the revenues actually collected in
2008 and 2010 and expected to be collected in 2015. Taxes are divided into three general
categories: Income, Consumption, and Property.®

Figure 1-2
Minnesota Tax System Impacts by Tax Type
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¥ All taxes are assigned to one of the three categories. The motor vehicle registration tax and mortgage and deed
taxes are defined as property taxes. The estate tax is defined as a tax on income. Property tax is net of property tax
refunds. Parts may not sum to 100% due to rounding.



The three graphs in Figure [-2 show that the income tax share fell in 2010 but is

expected to rise significantly through 2015. Both the property tax share and the

consumption tax share rose significantly between 2008 and 2010, and both are expected
to fall through 2015. These swings in tax shares are primarily due to the recession and
recovery.

= Total household income grew less than one percent between 2008 and 2010. For the
first time, household income is below what it was in the previous study. The income
ranges for every population decile are below what they were in the previous study. In
contrast, income is expected to grow by 23 percent between 2010 and 2015 (an
average of 4.2 percent per year).

* As a general rule (in the absence of any law change), income tax revenue falls sharply
in a recession but tends to rise faster than income when the economy expands.
Revenue from income taxes fell by 4.7 percent between 2008 and 2010, but is
expected to rise by 30 percent — faster than income — between 2010 and 2015.

= Taxes on consumption (sales and excise taxes) are generally less responsive to
changes in income. Consumption tax revenue rose by 4.2 percent between 2008 and
2010 (due mostly to increased tax rates) and is projected to rise by 15 percent — much
slower than income — between 2010 and 2015.

= Property taxes differ from income and consumption taxes. They are not as directly
affected by a recession. With fixed income tax rates, income tax revenue falls
automatically as income falls. The same is true of sales tax revenue. In contrast,
property tax levies are set to raise a fixed amount of dollars. The recession and falling
property values may eventually affect property tax levies, but only with a lag. The
rate of growth in property tax levies also depends partly on changes in the system of
state aid to schools and local governments. When state aid grows slowly, this places
upward pressure on local property tax levies. Property taxes increased 7.8 percent
between 2008 and 2010, despite the recession. They are projected to rise by
14 percent — much slower than income — between 2010 and 2015.

Another way of looking at Minnesota’s tax system is to consider how tax revenues are
split between state and local taxes. Between 2008 and 2010, the state’s share fell from
70.9 percent to 69.2 percent. By 2015, it is expected to rise to 70.0 percent. The local
share (including school taxes) rose from 29.1 percent in 2008 to 30.8 percent in 2010 and
is expected to fall to 30.0 percent by 2015. Although local tax revenue is projected to
rise by 16.5 percent, state tax revenue is projected to rise by 21.1 percent.

This study also highlights the distinction between taxes on households and taxes on
business. Taxes on households include taxes paid directly by households (such as the
individual income tax, homeowner property tax, vehicle registration tax on private vehicles,
and the sales tax on consumer purchases). Household taxes are also defined to include taxes
paid by business if the full tax is assumed to be passed on to households in higher prices.
These fully-shifted taxes include excise taxes on cigarettes and alcohol, fuel taxes on fuel
purchased by households, insurance taxes on homeowner insurance policies, and
MinnesotaCare taxes on medical services. The term “business tax,” as defined in this study,
includes any tax paid by business that is not expected to be fully reflected in the price paid
by consumers. Business taxes include, among others, the corporate franchise tax, business
property taxes (including property taxes on rental housing), the sales tax on business
purchases, and insurance taxes on business insurance.
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Table 1-2
2010 State and Local Tax Collections by
Type of Tax and Taxpayer Category

Collections Percentage by Taxpayer Category
Total Percent Households
Tax Type ($ Millions) | Distribution| Resident |Nonresident| Business Total
State Taxes
Taxes on Income and Estates
Individual income tax $7,030 28.9% 94.6% 5.4% 100.0%
Corporation franchise tax ' 800 3.3% 100.0% 100.0%
Estate tax 155 0.6% 100.0% 100.0%
Total Income and Estate Taxes $7,985 32.8% 85.3% 4.7% 10.0% 100.0%
Taxes on Consumption
Total sales tax $5,497 22.6% 53.3% 5.0% 41.7% 100.0%
General sales/use tax 5,018 20.6% 53.6% 5.5% 40.9% 100.0%
Sales tax on motor vehicles 478 2.0% 50.3% 49.7% 100.0%
Motor fuels excise taxes 838 3.4% 55.0% 5.6% 39.4% 100.0%
Alcoholic beverage excise taxes 71 0.3% 92.9% 7.1% 0.0% 100.0%
Cigarette and tobacco excise taxes’ 430 1.8% 94.8% 5.2% 0.0% 100.0%
Insurance premiums taxes 360 1.5% 76.7% 23.3% 100.0%
Gambling taxes 37 0.2% 99.0% 1.0% 0.0% 100.0%
MinnesotaCare taxes 470 1.9% 91.4% 8.6% 0.0% 100.0%
Solid waste management taxes 65 0.3% 47.0% 53.0% 100.0%
Total Consumption Taxes $7,774 32.0% 59.8% 5.0% 35.2% 100.0%
Taxes on Property
State Property Tax $782 3.2% 3.9% 1.0% 95.1% 100.0%
Residential recreational property 38 0.2% 80.2% 19.8% 100.0%
Commercial ® 528 2.2% 100.0% 100.0%
Industrial 148 0.6% 100.0% 100.0%
Utility 68 0.3% 100.0% 100.0%
Motor vehicle registration tax 544 2.2% 67.6% 32.4% 100.0%
Mortgage and deed taxes 153 0.6% 76.3% 23.7% 100.0%
Total Property Taxes $1,479 6.1% 34.8% 0.5% 64.6% 100.0%
Property Tax Refunds
Homeowners -$278 -1.1% 100.0% 100.0%
Renters -139 -0.6% 100.0% 100.0%
Total Property Tax Refunds -$416 -1.7% 100.0% 100.0%
Total State Taxes $16,822 69.2% 68.7% 4.6% 26.7% 100.0%
Local Taxes
Property Taxes $7,179 29.5% 52.1% 0.5% 47.4% 100.0%
General Property Tax 7,104 29.2% 52.6% 0.5% 46.9% 100.0%
Homeowners (before PTR) 3,595 14.8% 100.0% 100.0%
Residential recreational property 180 0.7% 80.2% 19.8% 100.0%
Commercial® 1,415 5.8% 100.0% 100.0%
Industrial 396 1.6% 100.0% 100.0%
Farm (other than residence) * 454 1.9% 100.0% 100.0%
Rental Housing (before PTR) 874 3.6% 100.0% 100.0%
Utility 191 0.8% 100.0% 100.0%
Mining Production Taxes (taconite) 74 0.3% 100.0% 100.0%
Taxes on consumption
Local Sales Taxes 214 0.9% 53.6% 5.5% 40.9% 100.0%
Local Gross Earnings Taxes 110 0.5% 100.0% 100.0%
Total Local Taxes $7,502 30.8% 51.4% 0.6% 48.0% 100.0%
Total State and Local Taxes $24,324 100.0% 63.3% 3.4% 33.3% 100.0%
"Includes taconite/iron ore occupation tax. 3Includes resorts and railroads.
?Includes Health Impact Fees. “Includes timber.

9




Table 1-3
2015 State and Local Tax Collections by
Type of Tax and Taxpayer Category

Collections Percentage by Taxpayer Category
Total Percent Households
Tax Type ($ Millions) | Distribution| Resident |Nonresident| Business Total
State Taxes
Taxes on Income and Estates
Individual income tax $9,285 31.9% 94.6% 5.4% 100.0%
Corporation franchise tax ' 963 3.3% 100.0% 100.0%
Estate tax 155 0.5% 100.0% 100.0%
Total Income and Estate Taxes $10,403 35.7% 86.0% 4.8% 9.3% 100.0%
Taxes on Consumption
Total sales tax $6,252 21.5% 53.2% 4.8% 41.9% 100.0%
General sales/use tax 5,546 19.1% 53.6% 5.5% 40.9% 100.0%
Sales tax on motor vehicles 707 2.4% 50.3% 49.7% 100.0%
Motor fuels excise taxes 872 3.0% 55.0% 5.6% 39.4% 100.0%
Alcoholic beverage excise taxes 83 0.3% 92.9% 7.1% 0.0% 100.0%
Cigarette and tobacco excise taxes’ 419 1.4% 94.8% 5.2% 0.0% 100.0%
Insurance premiums taxes 442 1.5% 76.7% 23.3% 100.0%
Gambling taxes 90 0.3% 99.0% 1.0% 0.0% 100.0%
MinnesotaCare taxes 593 2.0% 91.4% 8.6% 0.0% 100.0%
Solid waste management taxes 78 0.3% 47.0% 53.0% 100.0%
Total Consumption Taxes $8,829 30.3% 59.9% 4.9% 35.2% 100.0%
Taxes on Property
State Property Tax $870 3.0% 4.3% 1.1% 94.6% 100.0%
Residential recreational property 47 0.2% 80.2% 19.8% 100.0%
Commercial® 566 1.9% 100.0% 100.0%
Industrial 160 0.5% 100.0% 100.0%
Utility 97 0.3% 100.0% 100.0%
Motor vehicle registration tax 614 2.1% 67.6% 32.4% 100.0%
Mortgage and deed taxes 208 0.7% 76.3% 23.7% 100.0%
Total Property Taxes $1,691 5.8% 36.1% 0.6% 63.3% 100.0%
Property Tax Refunds
Homeowners -$347 -1.2% 100.0% 100.0%
Renters -210 -0.7% 100.0% 100.0%
Total Property Tax Refunds -$557 -1.9% 100.0% 100.0%
Total State Taxes $20,365 70.0% 70.1% 4.6% 25.2% 100.0%
Local Taxes
Property Taxes $8,247 28.3% 48.9% 0.6% 50.5% 100.0%
General Property Tax 8,145 28.0% 49.5% 0.6% 49.9% 100.0%
Homeowners (before PTR) 3,833 13.2% 100.0% 100.0%
Residential recreational property 247 0.8% 80.2% 19.8% 100.0%
Commercial® 1,655 5.7% 100.0% 100.0%
Industrial 469 1.6% 100.0% 100.0%
Farm (other than residence)* 590 2.0% 100.0% 100.0%
Rental Housing (before PTR) 1,043 3.6% 100.0% 100.0%
Utility 308 1.1% 100.0% 100.0%
Mining Production Taxes (taconite) 102 0.4% 100.0% 100.0%
Taxes on consumption
Local Sales Taxes 361 1.2% 53.6% 5.5% 40.9% 100.0%
Local Gross Earnings Taxes 134 0.5% 100.0% 100.0%
Total Local Taxes $8,743 30.0% 48.3% 0.8% 50.9% 100.0%
Total State and Local Taxes $29,108 100.0% 63.6% 3.5% 33.0% 100.0%
"Includes taconite/iron ore occupation tax. 3Includes resorts and railroads.
’Includes Health Impact Fee. 4Farm includes timber.
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Figure 1-3 shows that business taxes accounted for 33.3 percent of total state and local taxes
in 2010. That share is expected to fall slightly in 2015.

Figure 1-3
Minnesota Tax System Impacts: Business vs. Households
2010 2015
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Given the 20 percent rise in corporate income tax revenue forecast between 2010 and
2015, the small reduction in the business share may seem surprising. The corporate
income tax accounted for less than one-tenth of total business taxes in 2010, but business
property taxes — which accounted for more than half of total business taxes in 2010 — are
also forecast to increase by 20 percent. Other business taxes are projected to grow less
rapidly. Although total business taxes are projected to increase by 18.4 percent,
individual taxes are projected to increase a bit faster at 20.3 percent.

Step 2 — Shifting

Step 2 relies on economic theory to estimate how much of the burden of each tax is
“shifted” from the initial business taxpayer to households. Such shifting depends both on
(a) how Minnesota tax rates compare to those in other states and (b) the nature of the
market for the goods or services produced by the business being taxed. Appendix B
explains the method used to estimate the extent to which each tax initially levied on
business is shifted to consumers (in higher prices) or labor (in lower wages), and how
much is borne instead by the owners of capital (in lower rates of return).
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Figure 1-4 indicates that in 2010 Minnesota households paid (either directly or indirectly
through shifted business tax) a total of $20.2 billion in Minnesota state and local taxes.
This equals 83.1 percent of total state and local tax collections ($24.3 billion). The other
$4.1 billion (16.9 percent) is “exported” to nonresidents or visitors to the state. Between
2010 and 2015 the total burden on Minnesotans will rise by 20.0 percent (to $24.2
billion), increasing more slowly than income (projected to increase 22.7 percent), so the
tax burden as percent of income will fall from 11.5 percent to 11.3 percent.

Between 2010 and 2015, the individual income tax and the corporate tax shares of the
burden on Minnesota households are both projected to increase. The shares of property
tax (after PTR), sales taxes, and other taxes each fall.

Figure 1-4
Tax Incidence After Shifting
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Step 3 — Allocation to Specific Households

Step 3 combines the incidence assumptions from Step 2 with information on the income
and characteristics of individuals to estimate the tax burden falling on each of
Minnesota’s 2.58 million households.” Each dollar of tax not exported to a nonresident is
allocated to a specific Minnesota household. The result is an estimated tax burden, or tax
incidence, for each separate tax. These separate taxes are aggregated to estimate the total
state and local tax burden for each household. Effective tax rat