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February 13, 2009

Honorable Tim Pawlenty 
Governor 
Minnesota State Capitol 
St. Paul, Minnesota 55155

Dear Governor Pawlenty:

I am pleased to present to you the findings and recommendations of the Governor’s 
21st Century Tax Reform Commission.  This report reflects the outstanding work of 
our 15 commissioners and the many people who contributed their time and exper-
tise through testimony, research and creative thinking.

The title of this report, “Minnesota’s Millennium,” reflects our view that Minnesota 
must modernize its approach to taxing business in order to lay a foundation for 
growth in the 21st century – and beyond.  We believe our recommendations, if en-
acted, will transform Minnesota into a global engine of economic growth and job 
creation.

The Commissioners took to heart the charge of your Executive Order directing us 
to identify tax changes that would make Minnesota more competitive in a global 
economy.

Some will interpret our recommendations as merely a tax give-away for businesses.  
Such criticism is short-sighted.  Minnesota’s Millennium offers a pathway to growth 
in today’s fast-changing economic landscape – with investments in the future of all 
Minnesotans.  Our proposals will enable businesses of all sizes to unleash innova-
tion and productivity, and in the process, create and sustain a new generation of 
high-quality jobs throughout the state, now and well into the future.

The Commission presents this report with confidence that the recommendations 
within will provide a substantial return on investment and spark a renewal of the 
quality of life that is so important to our state. The sooner Minnesota moves to gain 
a global competitive edge, the more quickly all Minnesotans can reap the benefits of 
job growth and economic expansion.

On behalf of the Commission, I thank you, Governor Pawlenty, for the opportunity 
to serve our state.  We respectfully submit “Minnesota’s Millennium,” and we urge 
quick enactment of our recommendations and the investments they represent in our 
collective future. 

Sincerely,

Michael Vekich 
Chair
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Section

1 Executive Summary

“Difficulties mastered are opportunities won.”   
						      ~Winston Churchill

Introduction
Economists are often criticized for tempering their views with the phrase “on the 
other hand.”  Frustrated by this tendency, President Harry S Truman is said to have 
demanded more one-armed economists!

But there is one point on which virtually all economists agree:  The way out of the 
economic slump gripping Minnesota and the nation is to grow and sustain more 
well-paying jobs.  Government spending may have its place but provides, at best, 
a short-term stimulus.  Long-term economic renewal requires expanded business 
investments and payrolls that put more Minnesotans to work in jobs that create eco-
nomic security, stability and wealth.

State business taxation is an important piece of this puzzle.  It’s becoming clear that 
state tax systems are not only failing to keep up with dramatic shifts in the U.S. and 
world economies, but are a drag on economic growth.  

The Commission’s recommendations provide a blueprint for policymakers who are 
serious about creating jobs, building wealth and providing sufficient resources to 
maintain the quality of life all Minnesotans have come to expect.  Only businesses 
and private investments can create the wealth necessary to drive growth across the 
private, government and nonprofit sectors and maintain that quality of life for all 
workers and their families.  

We are confident that, if enacted, these recommendations will move the state for-
ward, even in these difficult times.  On the proverbial “other hand,” if policymakers 
fail to grasp the urgency of creating a more friendly business climate through tax 
reform, Minnesota will see further long-term economic and cultural declines.  Right 
now, our economic future – and that of future generations – is in our hands.
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Summary
Before formulating final recommendations, the Commission heard from a wide 
range of tax-policy experts, business groups and other stakeholders.  Their sugges-
tions, presentations and opinions were viewed against a backdrop of traditional tax 
principles, academic research and real-world experience.  Robust debate within the 
Commission yielded the following broad recommendations and specific proposals:

Reduce business tax burdens
Repeal the state corporate income tax.��
Exempt 20% of active “pass-through” business income from taxation.��
Conform to federal tax write-off provisions for business-related assets.��
Replace the capital equipment sales tax refund with an upfront exemption.��
Extend the capital equipment exemption to businesses that produce services  ��
subject to sales tax.

Improve the transparency of business taxation
Simplify the state property tax system.��
Require a biennial “benefits-received” report of Minnesota business taxation.��

Promote investments in innovation, entrepreneurship and emerging/
high-tech companies

Overhaul the R&D Tax Credit.��
Enact the Small Business Investment Act.��
Enact an Early-Stage Investment Tax Credit.��
Encourage low-income entrepreneurship and business creation loans.��

Paying for reform
Extend the sales tax base to a broader range of consumer products and consumer ��
services.
Increase the excise tax on cigarettes.��

Members of the Commission brought a range of viewpoints and experiences to this 
task.  As with virtually all things tax-related, it is difficult to achieve consensus on ev-
ery aspect of the reforms in this report.  That being said, the Commission has agreed to 
unanimously support this report in recognition of the need to respond to the economi-
cally challenging times in which all Minnesotans find themselves today.

Executive Summary

A downloadable copy of this report, and other information relating  
to the Commission’s work, can be found at our website,  

http://www.taxes.state.mn.us/mntaxreform/index.shtml
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The Case for Reform
Section

2

For much of the last century, Minnesota’s rich stocks of natural resources and human 
capital – enhanced by homegrown innovation and a strong emphasis on education 
– helped drive a booming economy based on manufacturing and (more recently) 
technology and services.

In recent years, the economic and competitive landscape has shifted, exacerbating 
underlying issues with Minnesota’s aging business tax system.  Our outdated tax 
system hinders growth in the 21st-century knowledge-based economy, with its in-
creasingly global markets for investment capital and labor – as well as the goods and 
services they produce.

But with challenge comes opportunity.  Minnesota boasts the foundation of a world-
class education system, an industrious workforce recognized for its productivity, 
and a broad base of businesses – both large and small – that are built around creativ-
ity and innovation.  [See ‘What Minnesota does right,’ page 9]

We can revitalize Minnesota by overhauling our outdated state business tax system 
to put these assets to work in the rapidly changing global marketplace.  Bold, yet 
thoughtful, reform will encourage economic growth, generate new jobs and help 
create wealth for Minnesota workers, businesses, and investors.

Guiding principles for reform
The Commission began its work in June of 2008 by estab-
lishing outcome-based guidelines for reform, which guided 
its thinking and overall approach.  As outlined below, these 
principles incorporate traditional and widely accepted tax 
concepts – such as transparency, simplicity and fairness. 

As a result of reform, Minnesota’s business tax system should 
be:

Inherently Competitive1.	  – The fundamental design 
and structure of Minnesota’s business tax system should 
reduce or eliminate the need for subsidies, exemptions, 
and related business tax expenditures. 

Tied to Benefits Received2.	  – There should be a 
strong, direct relationship between the nature and level 

of business taxation in the state and the cost of benefits 
and services provided to businesses by state and local 
governments. 

Friendly to Economic Growth3.	  – Minnesota’s busi-
ness tax system should encourage savings, capital in-
vestment, or capital formation. 

Administratively Inexpensive4.	  – The administra-
tive costs of oversight and compliance with state and 
local tax laws should be minimized for taxpayers and 
for state and local governments. 

Resistant to Political Change5.	  – The basic design 
and structure should discourage legislative tinkering 
and improve the predictability of tax burdens for busi-
ness planning purposes and revenues for state budget-
ing purposes.



7

Shifting landscape
Minnesota’s approach to taxing businesses is antiquated. It reflects a time dramati-
cally different from today’s fast-moving, technology-driven and global economy.  
And Minnesota is paying a price in the competition for new jobs, economic growth 
and business investments.
This outdated tax structure gives Minnesota less traction in an economic landscape 
that is shifting on several fronts:

Globalization��  – Investment capital and labor (like the goods and services they 
produce) are increasingly mobile.  Because the deployment of economic resourc-
es is more responsive to cost differences, a state’s business tax climate is more 
important than ever before. 

Economic Composition��  – Since the 1960s, the service-producing and retail sec-
tors have expanded dramatically and now dominate the economy, while manu-
facturing has grown at a much slower pace. 

Demographics��  – Maintaining economic growth will be more challenging.  The 
workforce in Minnesota, as in other states and nations, is rapidly aging.  Ag-
ing reduces the ratio of workers to retirees, puts pressure on state spending and 
slows the growth in tax revenue.

Innovation and Technology �� – Economic growth depends on increased produc-
tivity as fewer new workers enter the workforce. Growth in a knowledge-based 
economy requires innovation and rapid adoption of new technologies.  Tax poli-
cy must promote these changes.

Economic Decline��  – Minnesota’s once-enviable growth has fallen off in recent 
years, and we now lag the U.S. average on key economic indicators.

The Case for Reform

Globalization
Minnesota increasingly competes 
with other states – and other nations 
– for new jobs and business 
investments.  Minnesota’s 
workers face stiff competi-
tion from their lower-wage 
counterparts around the 
world, many of whom are 
highly skilled or educated.

With increasingly mobile 
capital, tax differences mat-
ter more than ever.  Many 
economists point to corpo-
rate income taxes as “most 
harmful for growth.”1    As 
other states and nations 
reduce corporate taxes to compete 

more effectively, 2 Minnesota’s high 
tax rates make the state less attrac-
tive to new or expanding compa-

nies.  Since 2002, five states 
have reduced corporate tax 
rates (Kentucky, New York, 
North Dakota, Vermont, and 
West Virginia).3  In addition, 
Ohio’s replacement of its 
corporate income tax with a 
broad-based gross receipts 
tax will cut its business taxes 
by $1.4 billion annually.4 

Minnesota’s statutory corpo-
rate income tax rate of 9.8% 
is among the highest in the 
nation.  Since the U.S. has 

one of the highest corporate income 
tax rates among industrialized na-

We can revitalize 
Minnesota by  
overhauling our 
outdated state 
business tax  
system to put  
these assets  
to work in  
the rapidly  
changing global 
marketplace.
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tions, according to statistics from the 
OECD*, Minnesota’s combined state/
federal rate ranks among the highest 
in the world.5   

Such high statutory income 
tax rates can greatly distort 
business perception when in 
fact many businesses here ul-
timately pay lower effective 
rates due to tax planning strat-
egies, local incentives, and 
other factors.   Business execu-
tives, entrepreneurs and in-
vestors throughout the world 
rely on rankings that are often 
based on statutory tax rates 
when making decisions about 
where to locate new or ex-
panded operations. 

The corporate income tax 
represents the largest anti-
competitive gap for any tax between 
Minnesota and overseas competitors, 
which can discourage foreign invest-
ment in the state.  Other state business 
taxes are also high.  Minnesota’s high 
top personal income tax rate – appli-

cable to non-corporate business in-
come – high business property taxes 
and sales taxes on business inputs 
also discourage investment in Minne-

sota.  A recent study concludes 
that Minnesota business taxes 
are more than twice as large 
as the public benefits received 
by business – a higher tax-to-
benefit ratio than all but eight 
other states.6 [See ‘Benefits- 
received,’ page 14]

These high business tax rates 
may explain why Minnesota 
companies are increasingly 
choosing to expand in other 
states or offshore as well as 
moving existing manufactur-
ing and service activities.  Most 
other states and nations offer 
lower tax rates – sometimes 
combined with valuable incen-

tives.  In many cases, they also repre-
sent important markets for the goods 
and services produced.

Becoming more competitive on busi-
ness taxes will assure that Minnesota 

Big vs. Small
Conventional wisdom holds that small businesses are the 
cornerstone of the U.S. economy.  But if that’s true, then 
much of the remaining foundation – not to mention the walls 
and other structural components – has a distinctly big-busi-
ness texture.

For many people, corporations (registered as “C Corpo-
rations” for tax purposes) are synonymous with “big busi-
ness.”  In reality, the vast majority (96%) of corporations in 
Minnesota are distinctly small, with less than $5 million in 
annual payroll.  And Minnesota’s small businesses are big 
economic players.  These companies – many of them in the 
technology and service sectors – created 44% of new jobs 
in Minnesota from 1996 to 2005.70   

The state’s medium and large businesses pack a sustained 
economic punch.  In 2007, companies with more than $5 
million in payroll comprised just 1.2% of Minnesota’s total 
employers, but they paid more than 62.5% of total pay-
rolls.71 From 1996 to 2005, companies with more than 100 
workers created 56% of new jobs in the state.72 

Large companies employ more Minnesotans, but also indi-
rectly boost the bottom line and drive growth as custom-
ers of the state’s smaller firms.  For example, General Mills 
and U.S. Bank each purchased about $1 billion last year 
in goods and services from small companies based in Min-
nesota.

A look beneath the surface of the big-versus-small debate 
reveals a more complex picture, but one thing is certain:  
Businesses of all sizes are crucial to spur new development, 
jobs and wealth creation.

*Organisation for Economic Co-operation and Development, an umbrella group through which 30 of 
the world’s industrialized market democracies work together to promote economic growth.

Bold, yet  
thoughtful,  
reform will  
encourage  
economic  
growth,  
generate new  
jobs and  
help create  
wealth for  
Minnesota  
workers,  
businesses,  
and investors.
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grows or attracts new businesses that 
leverage the state’s skilled workforce, 
quality infrastructure and natural, 
cultural or educational amenities. 

Economic Composition
Minnesota’s economy, mirroring a 
national trend, has undergone a dra-
matic shift from consump-
tion of goods to consumption 
of services since the 1960s.  
Manufacturing and natural 
resource production retain a 
sizable share of the gross state 
product, and they remain an 
important source of jobs and 
economic growth.  But these 
sectors have not matched the 
explosive expansion of servic-
es, a trend that is expected to 
continue.

Mining, timber, agriculture 
and associated manufactur-
ing have shrunk from 19% of 
the economy in 1963 to about 
6.5% today.7  Meanwhile, the 
service-producing sectors – in-
cluding retail, banking and financial 
services, among others – have mush-
roomed.  These sectors today account 
for 80% of Minnesota’s $255 billion 

economy.8 This economic transforma-
tion has narrowed the base of Min-
nesota’s primary tax on consumption 
– the sales tax.  Almost two-thirds of 
consumer goods and services are ex-
empt from tax.  Because the consumer 
tax base is so narrow, Minnesota is 
forced to increase its reliance on in-
come and property taxes to fund gov-

ernment.

In this rapidly-changing busi-
ness environment, Minnesota 
has been a fertile breeding 
ground for innovation and en-
trepreneurship, producing a 
broad mix of business types and 
sizes.  [See ‘Big vs. Small,’ page 
8]  Most of the state’s 18 “For-
tune 500” companies are home-
grown, and many of them have 
roots going back to the 1960s or 
earlier.  While medium or large 
companies still employ most 
Minnesotans, entrepreneurial 
startups and small businesses 
– many of them technology or 
service firms – have emerged 
as a major force in the state’s 

21st-century economy.  Many of the 
entrepreneurs starting new business-
es once worked for the state’s larger 
companies.

What Minnesota does right
While reform is needed to help Minnesota compete in to-
day’s economy, several aspects of the business tax code 
should be preserved.

For the most part, Minnesota’s sales and property taxes do 
not apply to manufacturing-related equipment, inventory or 
“tangible property,” or to business-to-business services.  This 
makes good policy sense and provides a solid foundation 
upon which to build a business tax system that fits the 21st-
century economy.

Maintaining Minnesota’s leading role in the Streamlined 
Sales and Use Tax Agreement (SST) is also key.  The SST 
helps keep in-state retailers competitive with online mer-

chants while capturing a significant share of sales tax rev-
enue from Internet purchases.  It levels the playing field for 
merchants, whether brick-and-mortar or Internet-based.  As 
one of just 18 states that have adopted all SST provisions, 
Minnesota should continue to advocate for these reforms at 
a national level, to make sure its tax code conforms with 
updates to the SST agreement.

Minnesota’s property tax system has seen improvement.  
The share of local property taxes paid by business relative 
to other types of property has been reduced significantly in 
the past two decades.  This change apportions the cost of 
local spending decisions more equitably on residential prop-
erty, which increases the accountability of the system.  But 
a problematic differential still remains, as is discussed in the 
‘Imperatives for Growth’ section of the report.

The corporate 
income tax  
represents the 
largest anti- 
competitive  
gap for any  
tax between  
Minnesota  
and overseas 
competitors, 
which can  
discourage  
foreign  
investment  
in the state. 
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New business creation is a key fac-
tor in growing Minnesota’s economy, 
employment and personal incomes.  
Business tax changes can encourage 
research and innovation, and increase 
access to capital for new start-
ups, particularly those in the 
rapidly expanding high-tech-
nology sector.  This will help 
ensure that Minnesota thrives 
in today’s fast-moving and 
rapidly-changing economy.

Demographics
The number of Minnesota 
workers reaching retirement 
age jumped 30% in 2008 as 
the first members of the Baby 
Boom generation turned 62.  
The number of workers turn-
ing 62 is expected to double 
by 2013, compared with 2006 
levels.  Meanwhile, the rate at 
which younger workers enter 
the workforce is leveling off, 
and the number of Minnesotans in the 
18-25 age group will decrease in the 
next 15 years.  Minnesota’s labor force 
grew 1.5% annually during the 1990s, 
but annual growth will slow to 0.1% 
by the 2020s.9 

As boomers age, leaving a slower-
growing workforce in their wake, 
they will reshape Minnesota’s revenue 
and spending as never before.  Aging 
workers will likely pay sharply lower 
state income and sales taxes once they 
retire, even as their health-care needs 
increase.10  [See Figure 1 and Figure 2] 
These demographic changes will in-
crease pressure to raise business taxes 
to solve revenue shortfalls and finance 
spending growth as baby boomers 
retire.  To grow, Minnesota must ex-
pand its tax base by attracting new or 
expanding businesses and the high-
quality jobs they bring.  It’s crucial to 
fill the gap without resorting to anti-
competitive tax increases.

Innovation and Technology
As similar demographic changes un-
fold across the nation and around the 
globe, Minnesota will increasingly 
compete for workers as well as dol-

lars.  Immigration will barely 
keep the state workforce from 
shrinking outright, according 
to projections from the Minne-
sota State Demographer.   [See 
Figure 3] As a result, boosting 
worker productivity – through 
innovation, new technology, 
research and education – will 
become the principal means to 
grow the state economy.

Minnesota is losing its historic 
lead in the education and aca-
demic research that drive in-
novation and technological 
development.  While 91% of 
Minnesota’s adult workers to-
day have at least a high school 
diploma, high school gradua-
tion rates have decreased dra-

matically, to just 85% in 2006.11   Min-
nesota’s ranking for academic R&D 
per capita has declined from 20th in 
the nation in 1972 to 40th in 2004.12

Part of the decline in academic R&D 
stems from a federal emphasis on de-
fense research – where other states, 
particularly on the coasts, have an edge 
because of their large concentration of 
military and defense contractors.  But 
generous R&D tax credits and other 
efforts have helped some states make 
inroads into areas where Minnesota 
has traditionally been strong, such as 
a recent initiative to boost biomedical 
research in California.13 

Restoring Minnesota to its historic role 
as a leader in innovation will expand 
the state’s tax base and create well-
paying jobs.  A transformed tax sys-
tem that encourages R&D at all levels 
and nurtures emerging companies 

Business tax 
changes can  
encourage  
research and  
innovation,  
and increase  
access to  
capital for  
new startups, 
particularly 
those in the 
rapidly  
expanding 
high- 
technology  
sector.



11

The Case for Reform

will spur growth by 
high-tech companies 
that build up – and are 
built on – Minnesota’s 
world-class education-
al system and intellec-
tual legacy.

Economic  
Decline
For most of the late- 
20th century, Minneso-
ta’s economic growth 
outpaced the U.S. av-
erage.  Nation-leading 
graduation and em-
ployment rates drove 
a growing economy.  
Increasing incomes 
propelled Minnesota to 
high national rankings 
across a range of social 
and economic factors, 
including:

2�� nd-highest percent-
age of 16-to-64-year-
olds in the workforce 
(76.9%).
8�� th-lowest poverty 
rate (9.8%).
Highest percentage ��
of workers with at 
least a high school 
diploma (90.7%).
2�� nd-highest rank for 
state “healthiness” 
by the United Health 
Foundation (2007).14

For several decades 
at the end of the cen-
tury, Minnesota’s pay-
roll employment grew 
faster than the U.S. av-
erage and Minnesota’s 
unemployment rate 
stayed about 1% below 

Figure 2: Health-Care Spending Spikes After 55
U.S. Health-Care Spending By Age, 2004

Source: Agency for HealthCare Research and Quality, Medical Expenditure 
Panel Survey, data for per capita spending by age group in the Midwest.  
Excludes spending for long-term care institutions.
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Figure 3: Migration Increases in Importance as Labor 
Force Growth Slows

                                                       Total           Natural          Participation Rate        Migration

Source: Minnesota State Demographer (projection revised 2007)
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Figure 1: State Taxes Paid by a  
Married Couple Before and After Retirement

Income Income Tax Sales Tax Total Change Pct

Before retirement

$35,000 $1,236 $782 $2,018

$65,000 $3,387 $1,295 $4,682

After retirement

$25,000 $0 $559 $559 -$1,459 -72%

$45,000 $1,091 $896 $1,987 -$2,695 -58%

Source: Minnesota State Economist
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that of the na-
tion.   The income 
of Minnesotans 
also grew faster 
than the national 
average.15 From 
1959 to 1999, av-
erage personal 
income grew 
6.7% per year in 
Minnesota (2.6% 
above inflation), 
outperforming 
most states on a 
per capita basis.  
Minnesota’s per 
capita income 
moved from 6% 
below the na-
tional average 
(ranked 27th) to 7.5% above (ranked 
11th) during this period.16 

Economic shifts have shak-
en Minnesota’s economy in 
recent years.  From 2004 to 
2007, Minnesota fell behind 
the national economy:

Personal income growth ��
per capita was 13.5%, lag-
ging the U.S. average of 
16.6% and ranking 47th 
among all states.
State GDP growth ��
slipped to 2.6%, less than 
half the U.S. average of 
5.4%, ranking 42nd in the 
nation.
Job growth slowed ��
drastically, as Minne-
sota ranked 30th among 
states from 2000 to 
2007.17 
In 2007, for the first time ��
in decades, Minnesota’s 
unemployment rate ex-
ceeded the U.S. average.  

After staying consistently one to 
two percentage points below the 
national average, the state unem-

ployment rate has not sig-
nificantly differed from the 
U.S. average during the last 
two years.18 [See Figure 4]   

Three Dimensions of 
Tax Reform
The changing economic land-
scape has major implications 
for Minnesota’s tax system 
and its ability to help – or 
hinder – economic growth 
and investment in the state.  
Meaningful business tax re-
form should take into account 
the structure of state and lo-
cal business taxes, the level of 
business taxation in the state, 
and the use of state and local 
business tax revenues.

Tax Structure – In today’s 
global market, it is more im-
portant than ever to avoid 
placing significant tax bur-
dens on mobile capital and 

The Case for Reform

Figure 4: Minnesota Unemployment Rate 
Compared to U.S. Rate (1990 - 2008)

Source: U.S. Bureau of Labor Statistics, 1990-2008
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labor.  The increasing shift from man-
ufacturing to services in Minnesota’s 
economy illustrates why we should 
strive for a tax structure that is not 
only competitive, but also resilient to 
the oft-changing fortunes of various 
industries or economic sectors.  The 
goal should be a supportive tax envi-
ronment in which all sizes and types 
of businesses can thrive, rather than 
a system geared toward specific sec-
tors or business types.  The increas-
ing dominance of services highlights 
the need to shift Minnesota’s sales tax 
toward a broader-based form of con-
sumption tax.

Level of Business Taxation – States 
adjust business tax rates to stay com-
petitive with other states in their re-
gion and across the nation.  Global-
ization raises the stakes, forcing states 
to also consider how they stack up 
against other nations. 

Use of State and Local Business 
Tax Receipts – Under the benefits-
received principle, an important goal 
of business tax reform is to align busi-
ness tax receipts to the greatest extent 
possible with productivity-enhancing 
investments in the state’s economic 
future. [See ‘Benefits-received’ page 14]   
As noted earlier in the report, Min-
nesota does not compare favorably 
to most other states.Businesses here 
pay more than twice as much in taxes 
as they receive in benefits, based on 
analysis by the Federal Reserve Bank 
of Chicago.19   

The need to increase productivity 
and Minnesota’s recent under-perfor-
mance in economic growth and new 
job growth highlight the importance 
of using business tax revenues wisely 
to continue to invest in the productive 
capacity of the state. 

The Case for Reform

“Anytime is a good time to fix a bad policy.  
	 Business taxes are inefficient. Period.”
	 Art Rolnick,  
	 Senior vice president and research director, Federal Reserve Bank of Minneapolis
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The dire economic circumstances in which we find ourselves in 2009 present the 
perfect opportunity for meaningful and effective tax reform.  Lowering tax costs for 
businesses in Minnesota helps them create new jobs and grow our state’s economy.

The taxes businesses pay should not exceed the costs incurred by government on 
their behalf.  [See ‘Benefits-received,’ above]  The Commission’s recommendations are 
based on this benefits-received principle and hold that individuals – who ultimately 
bear the brunt of business taxes – should be informed as to the true tax burden they 
bear.  With these imperatives in mind, the Commission urges the adoption of the 
following reforms.

Reduce business tax burdens
The Commission concludes that tax relief should be an integral part of Minnesota’s 
business tax reform strategy, and has identified the following five areas of priority:

Repeal the state corporate income tax.��
Exempt 20% of “pass-through” business income from taxation.��
Conform to federal tax write-off provisions for business-related assets.��
Replace the capital equipment sales tax refund with an upfront exemption.��
Extend the capital equipment exemption to businesses that provide services  ��
subject to sales tax.

Section

3

Benefits-received: The right way to tax 
business
Since business taxes are ultimately passed along to individu-
als, economists recognize that the primary – some would say 
only – reason for taxing businesses is to pay for the benefits 
they receive from government services and infrastructure.  
These benefits include public assets like the education and le-
gal systems, state universities and research institutions, worker 
training programs, and public roads and highways.  

Under this “benefits-received” principle, the ideal system 
would balance the taxes businesses pay with the benefits they 
receive. While perfection is unlikely, the ratio of taxes to ben-

efits is one way to measure how one state’s business taxes 
compare with other states.  By this standard, Minnesota’s tax-
es are among the least balanced in the U.S.: Businesses pay 
more than twice as much in taxes as they receive in public 
benefits, the nation’s 8th-worst tax-to-benefit ratio.

In 2005, state and local governments in Minnesota collected 
$8.9 billion in business taxes, but businesses received only 
$4.3 billion in government services in return.  The resulting 
ratio of 2.06 is 15.7% above the U.S. average, according to 
research by the Federal Reserve Bank of Chicago.73 In fact, 
based on the 2005 numbers, Minnesota’s tax-to-benefits ratio 
would still be 4.6% above the national average even if the 
state corporate income tax were eliminated.
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Roads best not taken
Several states have reformed their business taxes in 
recent years, often replacing a corporate income tax 
with some other form of entity-level business taxation.  
These reforms have generally aimed to improve each 
state’s competitiveness and increase revenue stability, 
while ensuring adequate revenue to fund services.  

These states have taken one of three general ap-
proaches to reform: gross receipts taxation, gross 
margin taxation or value-added taxation.  The Com-
mission heard expert testimony and considered the 
experiences of other states with these alternative ap-
proaches – in various structural forms – before settling 
on its final recommendations.

Taxes based on receipts are widely acknowledged to 
violate tax policy principles of transparency, fairness, 
economic neutrality and competitiveness.  A tax that 
violates fundamental principles of tax policy, like a 
gross receipts tax, directly impacts average people 
by frustrating job creation and economic develop-
ment.74  

A gross receipts tax (GRT) applies to every sales 
transaction at every stage of business activity.  It has 
appeal partly because of the large potential volume 
of taxes that can be collected at low tax rates.  While 
the GRT may bring greater stability to the business tax 
system, the Commission does not endorse it for Min-
nesota because it scores so poorly on transparency 
and fairness.  A GRT results in substantial tax pyra-
miding: Additional tax burdens are added at each 
step of business activity, which brings higher prices 
for consumers, with correspondingly higher sales 
taxes on the end purchase.  In addition, the apparent 
simplicity of this approach is often undermined by the 
introduction of the same types of credits, exemptions 
and exclusions that make the corporate income tax so 
problematic, and the difficulty in defining and identi-
fying “receipts”.75 

Gross receipts taxes are stealth taxes that affect indi-
viduals in several unseen ways:  1) as sellers, by taxing 
their receipts, while not taxing receipts of some compet-
itors and thus making their products less competitive; 
2) as purchasers, by imposing hidden taxes and thus 
making the products they purchase more expensive; 
and 3) as workers, by depressing investment and thus 
reducing wages and employment opportunities.76   

A gross margins tax (GMT) or “modified 
gross receipts tax” corrects for a major problem 
of GRT by taxing companies on their revenues less 
their cost of goods sold.  Like the GRT it can introduce 
greater stability to business taxation by applying to 
a much broader range of business enterprises – not 
just those that report a profit – with lower tax rates.  
However, tax liabilities can be substantial even if a 
business has no income.  The experiences of states 
that have embarked on this approach (such as Texas) 
suggest that implementing such a tax is also rife with 
administrative complexities.  Because a state is devel-
oping a tax system independent of the federal income 
tax, states must resolve a wide variety of definition-
al, rule making and administrative issues for which 
there is no established body of law on how to resolve 
them.

A value-added tax (VAT), sometimes known as 
a “Business Activities Tax” (BAT), amounts to a tax on 
all the goods and services consumed by the economy. 
The VAT can take a variety of structural forms but in 
general they tend to promote greater tax stability by 
taxing all businesses while being relatively simple to 
collect and administer.  However, when considering 
state competitiveness, the level of taxation is as impor-
tant as the structure of the tax.  Experts who have ex-
amined value added taxation have concluded it may 
not create significant disincentives for business use of 
capital and labor or harm competitiveness “as long 
as the tax is no higher than needed to pay for public 
services provided to business.”77  For example New 
Hampshire’s “Business Enterprise Tax” – recognized 
by tax experts as one of the best VAT approaches – is 
viable because there is no state sales tax, no personal 
income tax and New Hampshire’s effective state tax 
rate on business property is relatively low.78 In con-
trast, Minnesota collects an estimated $2.1 billion 
from business through the state sales tax, and has an 
effective state property tax rate more than triple that 
of New Hampshire. 

Minnesota businesses already pay more than enough 
to cover the cost of public services they receive 
through the existing state property tax, personal in-
come tax and sales tax.  Thus the Commission does 
not recommend that Minnesota adopt a VAT, a GRT 
or any other entity-level replacement for its corporate 
income tax.
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Repeal the state corporate 
income tax.
Taxes on business profits penalize suc-
cess and stifle capital formation while 
discouraging savings, 
investment, new jobs 
and economic growth.  
Competitive, growth and 
policy problems are en-
demic to this inefficient, 
regressive and economi-
cally harmful tax.20 

Currently, Minnesota’s 
combined state and 
federal statutory rate 
(41.1%) is the 3rd-highest 
corporate tax rate in the 
world; surpassed only 
by Pennsylvania and 
Iowa, and compares 
to the average tax rate 
among OECD members 
of 26.2%. Research has shown that 
high statutory income tax rates do 
matter. They incentivize tax planning 
and other efforts to avoid tax burden, 
thus reducing both revenues and the 
size of the state tax base.21

In recognition of this problem, some 
states are reducing or eliminating their 
own state corporate income taxes.  
Some are replacing them with other 
forms of business taxation.  [See “Roads 
best not taken,” page 15] Eliminating 
the corporate income tax would sub-
stantially improve Minnesota’s com-
petitive standing within the U.S. We 
would become one of just four states 
with no tax on corporate income and 
no replacement entity taxes.

Minnesota’s corporate income tax car-
ries high compliance and administra-
tive costs for businesses and govern-
ment. But it accounts for a relatively 
small portion of the state budget 

– about $1 billion (7%) in FY 2008 – 
and of total Minnesota business taxes 
(12%).22 The corporate income tax 
specifically targets certain businesses 
– known as “C Corporations” under 

the tax code – that are most 
likely to seek investors to 
support new or rapidly ex-
panding operations.  

Numerous economic stud-
ies demonstrate that high 
corporate income taxes 
drive away investment cap-
ital.  Research has shown 
that each 1% increase in the 
corporate tax rate reduces 
foreign direct investment 
by 1%.23  Other research has 
shown that high corporate 
tax rates will have a detri-
mental effect on aggregate 
investment, entrepreneurial 
activity and state gross do-

mestic product.24 

Like other forms of business taxa-
tion the corporate income tax is a re-
gressive tax that lacks transparency 
since its burden is ultimately passed 
onto people – primarily employees 
of companies that pay the tax, and 
consumers who purchase the goods 
and services they produce.  The eco-
nomic model used in the Minnesota 
Tax Incidence Study predicts that over 
90% of any net reduction in corporate 
tax payments would go to Minnesota 
consumers in the form of lower prices 
or to Minnesota workers as higher 
wages and benefits.25 

The corporate income tax features 
other major policy-related problems 
that justify its elimination.

It’s broken and cannot be fixed �� – State 
corporate income taxes were de-
signed to function in an environ-

Taxes on business 
profits penalize  
success and stifle 
capital formation 
while discouraging 
savings, investment, 
new jobs and  
economic growth.  
Competitive, growth 
and policy problems 
are endemic to this 
inefficient, regressive 
and economically 
harmful tax.
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ment in which interstate – and in-
ternational – tax competition was 
not nearly as intense as it is today.  
As a result of competitive pres-
sures, state corporate income taxes 
are filled with credits, 
exclusions, deduc-
tions, exemptions and 
an abundance of plan-
ning opportunities to 
minimize tax liability.  
A high rate yielding a 
relatively low level of 
revenue is a hallmark 
of a bad tax.  How-
ever, as long as the 
tax remains intact, no 
state – including Min-
nesota – can afford the 
competitive fallout 
from eliminating these 
favorable provisions 
unilaterally.  Even un-
apologetic believers 
in the theoretical mer-
its of taxing business 
profits have concluded that the 
practical, political and administra-
tive obstacles to creating a viable 
state corporate income tax are not 
easily overcome.  Needed reforms 
are well beyond the ability of indi-
vidual states.  As a result, numer-
ous tax experts have called for its 
elimination.26 
It’s highly volatile��  – The corporate 
income tax is the most unstable 
and unpredictable revenue source 
for state government.  Since 2000, 
year-over-year receipts from this 
tax have varied wildly, increasing 
up to 47% in one year, only to de-
crease by as much as 27% in anoth-
er.27   Recently, Minnesota Manage-
ment and Budget forecasted that 
corporate tax revenues will drop 
by $408 million – or 22.5% – in the 

next two-year budget period.28 The 
Minnesota Budget Trends Commis-
sion, in its recently released report, 
had this to say about the corporate 
income tax:

Minnesota’s corporate [in-
come] tax base, which con-
stitutes 7 percent of general 
fund tax revenue and boasts 
the highest trend growth rate, 
is the most volatile of the three 
major revenue sources, ex-
tremely sensitive to economic 
cycles and thus subject to sub-
stantial uncertainty. In fact, 
the volatility of Minnesota’s 
corporate [income] tax base is 
almost four times greater than 
the volatility of the individual 
income tax base and nearly 
six times greater than the 
volatility of the general sales 
tax base.29 

It’s expensive to admin-��
ister and comply with – Ac-

cording to the Minnesota Depart-
ment of Revenue the tax is the most 
expensive to administer relative to 
revenue collected and costs more 
than twice as much as the individ-
ual income tax.30  However, this is 
just a small part of the administra-
tive burden the tax places on both 
business and government. There 
are substantial legal and judicial 
costs as well as significant compli-
ance and administrative costs for 
the private sector.31 Compliance 
costs are particularly burdensome 
for small and medium-sized cor-
porations.  According to a review 
of the entire corporate tax system 
by Prof. Joel Slemrod of the Uni-
versity of Michigan, “the compli-
ance costs dwarf the administra-
tive costs, and certainly tax policy 

Like other forms of 
business taxation 
the corporate  
income tax is a 
regressive tax that 
lacks transparency 
since its burden  
is ultimately  
passed onto people – 
primarily employees 
of companies that 
pay the tax, and  
consumers who 
purchase the goods 
and services they 
produce.
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needs to address these costs even 
if they do not show up in govern-
ment budgets.”32 It is a waste of 
economic energy in both the public 
and private sectors.

Minnesota was one of the first states 
to seek a competitive advantage by 
tweaking its corporate income tax 
structure.33   Similar attempts today are 
quickly bypassed by changes in other 
states, resulting in a national “race to 
the bottom.”  Minnesota can regain 
national leadership on the corporate 
tax front – rather than participating 
in a race with no end – by eliminat-
ing the inefficient and economically 
harmful corporate income tax.

Exempt 20% of active “pass-
through” business income 
from taxation.
Many businesses in Minnesota – es-
pecially smaller ones – organize and 
operate as “S Corporations,” partner-
ships or limited liability companies 
(LLCs). None of these entities pay 
taxes on net income.34  Instead, net 
income is allocated and distributed 
(or “passed through”) to sharehold-
ers, partners or members who then 
include the income or loss in their 
individual income tax returns.35 

The current economic downturn 
underscores the importance of 
maintaining and growing jobs in 
Minnesota.  Entrepreneurship and 
small businesses are key drivers to 
job maintenance/creation, provided 
they have the requisite investment 
capital or access to reasonably priced 
credit.  If investment capital and/or 
access to credit become scarce, taxes 
can become a particularly strong fac-
tor in the equation when considering 
whether to retain or add employees.

In order to provide S Corporations, 
partnerships and LLCs with the 
means and incentive for retaining 
and adding jobs in Minnesota, the 
Commission recommends the adop-
tion of a 20% exclusion on income 
allocated to shareholders, partners 
and members.  Specifically, the exclu-
sion would be limited to individual 
shareholders, partners and members 
whose respective S Corporation, 
partnership or LLC has ongoing busi-
ness operations with employees and 
tangible property in Minnesota.36 

Minnesota’s maximum individual 
tax rate of 7.85% is currently 11th-
highest in the U.S. Excluding 20% of 
pass-through income would enhance 
Minnesota’s competitiveness with 

The future of the state property tax
Minnesota’s state property tax (otherwise known as the 
“state general tax”) is an historical artifact resulting from the 
2001 tax reforms.  The reforms significantly reduced the dis-
parity between business and other property types for local 
property taxes, and reduced school property tax revenues 
by $1 billion.  The state general tax levy was created to pre-
vent providing “too much” property tax relief to businesses 
relative to the relief provided to other types of property.  Yet 
the state property tax is a significant burden to Minnesota 
businesses adding 40% on average to what businesses are 
already paying in local property taxes.79 Economic devel-
opment specialists have cited property taxes as one of the 

more influential considerations in business location and ex-
pansion decisions.

A strong case can be made that the state general tax could 
be significantly reduced or eliminated based on the benefits-
received principle.  However, state budget realities make 
this unlikely in the near-term, especially in light of other Com-
mission recommendations.

The Commission recommends any future efforts to improve 
Minnesota competitiveness with respect to property taxes be 
directed at the state general tax.  Targeting this tax has an 
additional practical benefit since it can be addressed with-
out impacting the property taxes of other types of property 
owners.
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other states by dropping the highest 
marginal rate on these earnings to 
6.28%, or 23rd-highest in the nation.

Research indicates that higher mar-
ginal tax rates on pass-through 
business income increase the cost of 
capital and discourage additional 
investment and hiring by entrepre-
neurs.  Even when new investment 
or hiring occurs, higher tax rates 
decrease the amount of capital invest-
ment, the number of new jobs and 
total wages paid by these business-
es.37  For example, a 5% increase in 
marginal tax rates resulted in a 10.4% 
reduction in the number of entre-
preneurs making new capital invest-
ments, and reduced the amount of 
any such investments by 9.9%.38

Conform to federal tax 
write-off provisions for 
business-related assets.
Section 179 of the federal 
tax code allows small busi-
nesses to fully deduct (or 
“expense”) the deprecia-
tion costs of some assets (or 
“tangible property”) in the 
year of purchase, subject to 
an annual cap, rather than 
spreading those deductions 
over several years.39   Con-
gressional changes since 
2002 gradually increased 
the expensing limits up to 
$250,000 for 2008 taxes.40     
Minnesota still caps these 
expenses at the original 
$25,000 per year.

Until such time as the corporate income 
tax is completely eliminated, increas-
ing the state expensing limits to match 
the current federal standard will help 
Minnesota’s small businesses add to 
or upgrade their existing equipment.  
The ability to expense equipment pur-

chases under Section 179 encourages 
small businesses to invest in upgrad-
ing or expanding their operations by 
reducing the cost.41 These investments 
also spur additional economic activity 
in the state when Minnesota manufac-
turers or sellers are the source of those 
purchases.

Conforming with the federal standard 
now and in the future also simplifies 
compliance for small businesses that 
would no longer have to comply with 
two sets of Section 179 expensing rules.

Replace capital equipment 
sales tax refund with up-
front exemption.
Under legislation passed in 1992, to 
encourage capital investment in the 
state and reduce the pyramiding that 
occurs when inputs are subject to tax, 
Minnesota businesses are not taxed 
for buying or leasing equipment used 

for manufacturing, fabricat-
ing, mining or refining.  

But the businesses must 
pay the sales tax at the time 
of purchase and then ap-
ply for a refund.  The state 
refunds about $220 million 
each year, but the process is 
cumbersome, and business-
es fail to claim about 5% of 
eligible refunds.  This delay 
is particularly harmful to 
small or startup businesses, 
where cash-flow is a crucial 
concern.  Some businesses 
hire consultants to track 

and file for the refund on their behalf, 
which represents an additional busi-
ness cost.  

Changing to an up-front sales tax ex-
emption on capital equipment pur-
chases would simplify compliance 
and regulation.42

Minnesota can 
regain national 
leadership on the 
corporate tax  
front – rather than 
participating in  
a race with no end 
– by eliminating  
the inefficient  
and economically 
harmful corporate 
income tax.
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Improve the transparency of busi-
ness taxation
The Commission concludes that greater transparency in business taxation and 
spending should be an integral part of Minnesota’s business tax reform strategy, and 
has identified the following two areas of priority:

Simplify the state property tax system.��
Require a biennial “benefits-received” report of Minnesota business taxation.��

Minnesota’s tax system is too complex, which makes administration for businesses 
and tax officials difficult and expensive.  Such complexity also makes the tax system 
less visible for taxpayers, obscuring the link between tax revenues and how they are 
spent.  This transparency is important to encourage voluntary compliance with the 
tax system, and is necessary if taxpayers and elected officials are to have an accurate 
reflection of reality on which to base personal, business or political decisions.

Extend the capital equipment 
exemption to companies that 
produce services subject to 
sales tax.
Service companies are currently re-
quired to pay state sales tax on capital 
equipment purchases, even compa-
nies that provide services which are 
subject to the state sales tax (known 
as “1987 services” because that is the 
year they became taxable).43  

Encouraging service companies to in-
vest in capital equipment in Minneso-
ta, while reducing the pyramiding of 
the sales tax on these purchases, is as 

desirable an objective for these busi-
nesses as it is for the businesses that 
currently qualify for the exemption.

Extending the capital equipment ex-
emption to include purchases by com-
panies that provide services subject 
to state sales tax would make the tax 
code more consistent.  As with current 
rules for manufacturers, the exemp-
tion would cover purchases of capital 
equipment used to directly provide a 
service but would not include ancil-
lary business equipment or supplies.  
This exemption should be extended 
to any service provider covered under 
future expansion of the sales tax base, 
if applicable.

Simplify the state property 
tax system.

Consolidate the property tax clas-��
sification system.
Eliminate Minnesota’s high “ad-��
vertised” property tax rates.
Follow through with the scheduled ��
repeal of Minnesota’s Limited Mar-
ket Value law.

Property taxes account for more than 
one-third of the total tax burden for 
U.S. businesses – more than any other 
single tax – which makes them a key 
factor in decisions about where to 
build or expand.44  The high rates and 
complexity of Minnesota’s property 
tax system often eliminates it from 
consideration early in the decision-
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making process.45 [See Appendix C for a 
sample property tax calculation for a busi-
ness property.]  Greater transparency 
will allow for accurate comparisons 
by businesses and site selection con-
sultants, highlighting where Minne-
sota’s competitiveness has improved 
and where work remains to be done.

Consolidate Minnesota’s prop-
erty tax classification system.
Minnesota has 51 property 
classes and tiers, which un-
necessarily complicates the 
system for both taxpayers 
and government officials.  
Simplification would make 
the whole system more 
understandable for all tax-
payers, reduce the admin-
istrative burden for busi-
ness and government, and 
make it easier to compare 
Minnesota property taxes 
with other states.

Simplification could be ac-
complished by consolidat-
ing classes with similar 
uses and rates together un-
der four broad classes:

Agricultural;1.	

Residential (including residential 2.	
rental property);

Low-value commercial and  3.	
industrial; and

High-value commercial and  4.	
industrial.

Some property owners could experi-
ence large rate and liability changes, 
both positive and negative, as with any 
class consolidation.  But such changes 
would be minimized if no class has a 
significant change in class rate.  For 
example, the various residential class-

es currently have class rates that range 
from 0.75% to 1.25%; they could all 
be combined into a single residential 
class rate of 1%. 

Eliminate Minnesota’s high  
“advertised” property tax rates.
Since 1988, Minnesota’s property tax 
system has been unique among the 
states in that the taxable portion of 
property valuations is calculated us-

ing relatively low “classifi-
cation rates” (1% or 2%, for 
example).  These low clas-
sification rates effectively 
shrink local property tax 
bases (by 98% or 99%, for 
example).

These dramatic base reduc-
tions drive local property 
tax rates to the uncommonly 
high levels needed to meet 
local revenue goals.  The 
current statewide average 
local property tax rate (or 
“tax capacity rate,” in the 
current system) is 94.7%.

To potential investors in 
other parts of the nation or 
world, our unique system 
is likely to appear unneces-

sarily complex, and our tax rates con-
fiscatory.  On paper, Minnesota’s rates 
are many times higher than those of 
other states even though actual prop-
erty tax burdens may be comparable.

There is no compelling reason to re-
tain our current “tax capacity” sys-
tem.  Our high advertised property 
tax rates can easily be converted to the 
lower “mill rates” used in most other 
states, without losing revenue or shift-
ing taxes across properties or property 
classes.  [See Appendix D for an example 
of how this can be accomplished.]

Encouraging  
service companies 
to invest in  
capital equipment 
in Minnesota,  
while reducing  
the pyramiding  
of the sales tax  
on these purchases, 
is as desirable an 
objective for these 
businesses as it is 
for the businesses 
that currently 
qualify for the  
exemption.
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Promote investments in innovation, 
entrepreneurship and emerging/
high-tech companies
The Commission concludes that encouraging investments in the state’s emerging 
and/or innovation-based companies should be an integral part of Minnesota’s busi-
ness tax reform strategy, and has identified the following four areas of priority:

Overhaul the R&D Tax Credit.��
Enact the Small Business Investment Act.��
Enact an Early-Stage Investment Tax Credit.��
Encourage low-income entrepreneurship and business creation loans.��

Follow through with the  
scheduled repeal of Minnesota’s 
Limited Market Value law (LMV). 
LMV shifts taxes from rapidly grow-
ing properties to slower-growth prop-
erties.  In 2008 the LMV law increased 
property taxes on 93% of the state’s 1.4 
million residential homesteads (a total 
increase of $60 million).46  If the law 
expires as scheduled after payable 
year 2009, most business properties, 
apartments and residential home-
steads will receive tax relief.  It is our 
recommendation that the Legislature 
allow the repeal of the limited market 
value law as scheduled to better align 
Minnesota property taxes with actual 
property values.

Require a biennial  
benefits-received report of 
Minnesota business taxation.
In an ideal system, businesses should 
not pay more in taxes than the ser-
vices and benefits they receive from 
state and local governments.  Minne-
sota business taxes currently exceed 
services and benefits by more than 
2-to-1 [see ‘Benefits-received,’ page 14].  
The most direct way to create a proper 

balance is by lowering the tax burden 
on business, which the Commission 
believes should be a top priority.

Another way to improve Minnesota’s 
business tax-to-benefit ratio is to bet-
ter align business tax revenues with 
spending that will improve the state’s 
economic and competitive standing.  
Greater transparency in how tax rev-
enues are actually used is particularly 
important for business taxes – since 
those burdens are ultimately passed 
on to people, and the economic ratio-
nale for taxing business is so depen-
dent on benefits-received.  

Therefore the Commission recom-
mends that the departments of Reve-
nue and Minnesota Management and 
Budget develop a biennial benefits-
received study to examine and report 
on the relationship of business taxes 
paid to business benefits received in 
the state.   This study will serve as a 
valuable complement to the existing 
Minnesota Tax Incidence Study and 
Price of Government Report to track 
trends and identify circumstances 
when changes to either the levels of 
business taxation or state spending 
priorities may be necessary.
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Overhaul the R&D  
Tax Credit.

Extend the R&D Tax ��
Credit to pass-through 
businesses (S Corpora-
tions, partnerships and 
limited liability compa-
nies).
Increase the rate to 10%.��
Make the R&D credit ��
refundable so it can 
benefit businesses that 
have no taxable income, 
or affiliates of corpora-
tions that are members 
of a unitary combined 
group.

Studies show that an 
R&D tax credit is an ef-
fective means of stimulat-
ing private-sector R&D 
activity.  Minnesota’s cur-
rent R&D tax credit is cur-
rently available only to  
C Corporations,47  and ranks 
poorly when compared to 
similar credits offered by 
many other states.

Allowing the state R&D credit to be 
utilized by the shareholders, partners 
and members of pass-through entities 

accommodates the standard 
business practice of con-
ducting R&D activity in an 
LLC, partnership or S Cor-
poration (especially com-
mon for small, startup busi-
nesses).  Increasing the rate 
will encourage businesses 
of all types and sizes – most 
notably the large multi-na-
tional corporations that may 
be tempted to move R&D 
activity to a foreign coun-
try – to instead conduct and 
even expand R&D activity 
in Minnesota.  Finally, con-
verting the R&D credit to a 
refundable credit enables 
a business to currently uti-
lize the credit even though 
it does not yet have taxable 
income, since net operating 
losses are particularly com-
mon for small startup busi-
nesses.  In situations where 
the business earning the 
R&D credit is a member of 

Elimination of the Minnesota corporate income tax is an essential step to create an 
attractive business climate while also implementing sound tax policy.  Admittedly, 
special deductions and tax incentives are not consistent with good tax policy. How-
ever, the reality is that other countries – as well as other states – continue to engage 
in an “arms race” with each other, competing for investment capital and job creation.  
Minnesota cannot “unilaterally disarm” without making the state fundamentally 
uncompetitive – especially if political and/or fiscal factors prevent the elimination 
of the corporate income tax in its entirety.  Minnesota must create a climate that is 
conducive to research and development activity and small business expansion.

The recommendations below specifically (1) encourage research and development 
(“R&D”) activity in Minnesota for all businesses regardless of size and type, and 
(2) improve access to capital for small and startup businesses in Minnesota.  These 
policies promote innovation, capital formation and job growth in a wide range of 
industries and business sizes.  They will help make Minnesota a driving force in the 
21st century’s fast-moving, increasingly global and technology-driven economy.

To potential  
investors in  
other parts of the  
nation or world, 
our unique  
system is likely 
to appear  
unnecessaily 
complex, and  
our tax rates con-
fiscatory.   
On paper,  
Minnesota’s 
rates are many 
times higher 
than those of 
other states even 
though actual 
property tax bur-
dens may  
be comparable.
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a unitary combined group, converting 
to a refundable credit effectively en-
ables profitable affiliates to currently 
utilize the credit.

Overhauling the current R&D tax 
credit will spur additional private-sec-
tor research spending, which is crucial 
to growing technology jobs 
and companies in Minne-
sota.  The majority of private 
R&D spending nationwide 
(70%) goes to pay worker 
salaries.48 A published study 
found that a 10% increase in 
R&D tax credits correlates 
to a nearly 10% increase in 
long-term business research 
spending.49 

Minnesota companies spent roughly 
$6 billion on R&D annually in 2004 and 
2005.50 There are more than 128,000 
technology workers in Minnesota, 
and they earn an average wage that is 
69% higher than workers in other sec-
tors.51 Extending the R&D tax credit 
to pass-through businesses and mak-
ing it refundable will be an especially 
strong incentive for small technology 
businesses to continue and expand 
R&D activity in the state.

Minnesota became the first state to 
offer an R&D tax credit in 1982, one 
year after the credit was established 
for U.S. federal taxes. That pioneer-
ing role helped establish the state as 
a leading promoter of technology 
businesses and the jobs they bring.52  
However, most states now offer some 
form of R&D tax incentive, and Min-
nesota’s tiered 5%/2.5% credit ranks 
among the lowest in the nation.53 

A 2006 research paper indicates that 
R&D credits tend to become more 
generous with time, with several 
states approaching or exceeding the 
20% federal credit.54,55

Enact the Small Business  
Investment Act.
The Commission recommends the 
enactment of the Small Business In-
vestment Act (SBIA) whereby Min-
nesota small businesses can access 
venture capital from a managed fund 

of up to $200 million that 
would be formed with cash 
contributions from insurance 
companies.  In exchange for 
its contribution, an insurance 
company receives a credit 
against its state insurance 
premium tax equal to 80% of 
its contribution.  The credit 
would be applied over a four-
year period beginning four 

years after the contribution.   A fund 
manager, licensed by the state, would 
make investments in selected small 
businesses and then provide the busi-
ness with financial consulting.  The 
program could be structured such that 
the investments would be targeted to 
economically stressed areas (e.g., ru-
ral Minnesota or low income commu-
nities) and the state could share in the 
returns. 

SBIA is patterned on similar programs 
in other states56 and is an alternative to 
banks and other conventional sources 
of capital – which is critically impor-
tant when credit is either unavailable 
or extremely expensive.  The econom-
ic impact would be felt almost imme-
diately as small businesses taking part 
in the program hire employees and/or 
invest in new facilities and equipment.  
Minnesota would incur no costs for 
four years.57 

According to projections presented to 
the Commission, the increased state 
revenue from SBIA-generated eco-
nomic activity could substantially re-
duce or offset the annual $40 million 
cost of the tax credits.58 

Greater  
transparency  
in how tax 
revenues are 
actually used 
is particularly 
important for 
business taxes.



25

Imperatives for Growth

Companies backed by venture capital 
represent an important growth vehi-
cle in the U.S. economy, but 
Minnesota is lagging behind 
many other states.  While 
venture capital investments 
can fluctuate sharply from 
year-to-year, from 2000 to 
2007 Minnesota received 
only 1.24% of total U.S. ven-
ture capital dollars invested 
and only 1.09% of seed and 
early-stage venture capi-
tal investments.59 The SBIA 
taps into a large source of 
investment capital from in-
surance companies that oth-
erwise would not have been 
invested in the state.

Enact an Early-Stage  
Investment Tax Credit.
The program would provide a 30% 
tax credit to investors in early-stage 
companies with high growth poten-
tial, often called “angel investors.” 
Total tax credits available under the 
program would be capped at $15 mil-
lion each year.

Angel investors are alternative sources 
of capital for promising high-technol-
ogy entrepreneurs and nascent busi-
nesses, accounting for up to 90% of 
early-stage equity not obtained from 
friends or family.60 These investors 
provide relatively modest amounts of 
capital (usually $100,000 or less) to lo-
cal or regional companies that are not 
yet able to secure capital from other 
sources.

Many of these small, high-tech com-
panies are highly mobile, and other 
states are providing incentives to at-
tract them.  In all, more than 20 states 
offer tax credits that aim to attract or 
retain investment capital, including 
the nearby states of Wisconsin (25%), 

Iowa (20%), Indiana (20%) and North 
Dakota (45%).61 After Wisconsin im-

plemented its angel invest-
ment tax credit in 2005, the 
state saw a 54% increase in 
angel investments from 2005 
to 2006, and an additional 
increase of 43% from 2006 to 
2007.62 

Business acumen, resources 
and network opportunities 
that angel investors provide 
are also crucial to startup 
companies.  Because venture 
capital is ordinarily placed 
with businesses that are at 
least moderately developed, 
angel investments are increas-
ingly important to help infant 
businesses reach the point 

where venture capital funding be-
comes available.

Encourage low-income  
entrepreneurship and  
business creation loans.

Establish Small Enterprise Loan ��
Guarantee Program (SELGP).
Expand the current Family Assets ��
for Independence in Minnesota ini-
tiative (FAIM).

Microenterprise development and 
entrepreneurship among low-income 
and immigrant households are nec-
essary for a healthy state economy.  
Supporting such efforts is an impor-
tant complement to existing state and 
federal income support and economic 
assistance programs.

Both of these programs are designed 
to provide “gap-financing” in geo-
graphic areas with high poverty rates  
and high unemployment rates.  The 
SELGP program would be used to 
guarantee loans to low income house-

Even when  
new investment 
or hiring  
occurs, higher 
tax rates  
decrease the 
amount of  
capital  
investment,  
the number of 
new jobs and 
total wages  
paid by these 
businesses.
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Paying for reform
The Commission concludes that aligning the state tax system with personal con-
sumption should be an integral part of Minnesota’s business tax reform strategy, and 
has identified the following two areas of priority:

Extend the sales tax base to a broader range of consumer products and consumer ��
services.
Increase the excise tax on cigarettes.��

To thrive in today’s highly competitive global economy, Minnesota needs to encour-
age saving and investing.  Economists and tax policy experts universally agree that 
taxation of personal consumption – not income or investment – is conducive to in-
creased saving and investing.  Expanding the state sales tax base and increasing the 
cigarette excise tax will strengthen the consumption focus of the state tax system 
while covering the costs of reforms that are recommended by the Commission.

Taxes on income and investment such as the corporate income tax or capital gains 
tax are inefficient and volatile sources of revenue – and increasingly so in an age of 
mobile capital.  Income taxes tend to penalize success, which discourages incremen-
tal savings and business investment, which in turn stifles job creation and economic 
growth.

Consumption taxes, such as the sales tax, are generally preferable because they are 
less volatile, cheaper to administer, and encourage saving and investing.  Presently, 
the state sales tax in Minnesota has numerous exemptions – including many con-
sumer products and nearly all consumer services.  The exemption of consumer ser-
vices from sales taxation is particularly inefficient considering that services have 
increased substantially as a percentage of total personal consumption – from 51% 
to 67% over the last 35 years.  The exemptions substantially narrow the sales tax 
base, which makes the sales tax a less dependable source of revenue and a source of 
frustration – and expense – for the businesses that collect the sales tax on behalf of 
the state.

holds for the purpose of starting a 
business.  The program would be ad-
ministered by Community Develop-
ment Financial Institutions who tar-
get economic development hot zones.  
The FAIM program would provide 
3-to-1 matching funds for savings up 
to $480 per year to be used for pur-
chase of a first home, pursuit of higher 
education or capitalization of a small 
business.

By providing access to investment 
capital and business coaching, these 
programs help create jobs while in-

creasing income levels and economic 
self-sufficiency.

For a relatively small state investment, 
these programs can have a substantial 
impact in revitalizing and stabilizing 
low-income and immigrant commu-
nities.

These programs target economically 
distressed areas where would-be or 
existing entrepreneurs need capital to 
establish or expand their businesses 
and more-traditional sources of capi-
tal are not available.
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Extend the sales tax base to 
a broader range of consumer 
products and consumer  
services.
Expanding the sales tax base to most 
products and services purchased di-
rectly by individual consumers will 
achieve the benefits associated with 
a consumption tax.  The Commission 
is not recommending specific con-
sumer goods or consumer services 
to be taxed.  As a general guideline, 
however, it would be best 
to avoid extending the sales 
tax to (1) products that 
carry significant regressiv-
ity concerns, such as food 
or residential heating fuels, 
without a corresponding in-
come tax credit targeted at 
lower-income taxpayers, (2) 
or to those items already ex-
posed to excise or wholesale 
taxes, such as motor fuels or 
prescription drugs.

Purchases of goods and ser-
vices by businesses should 
generally be exempt from 
sales tax – as in the case of 
capital equipment – to the 
extent the goods and ser-
vices represent business 
inputs that contribute to the 
final good or service.  Prod-
ucts and services primarily 
purchased by consumers, 
such as car repair or office supplies, 
would remain subject to sales tax.  Tax 
pyramiding occurs when the sales tax 
on business inputs at various stages 
of production is passed along to the 
customer, increasing both the pur-
chase price and (on taxable sales) the 
amount of sales tax paid at purchase.  
If a significant number of inputs are 

subject to sales tax, the effects of this 
inflation can be substantial.  This not 
only raises costs for consumers and 
businesses, but also represents a com-
petitive issue for companies that con-
sider overall tax levels when deciding 
where to locate their operations.

Increase the excise tax on 
cigarettes.
Increasing the excise tax on cigarettes 
will discourage smoking – especially 
among teenage children – while also 

helping to offset the costs of 
other reforms proposed by 
the Commission.

The Minnesota Depart-
ment of Revenue estimates 
that increasing the cigarette 
excise tax by $1 per pack 
would bring in $148.7 mil-
lion in additional revenue 
in 2010, while a 50-cent per 
pack increase would net 
$95.7 million.

Research shows that in-
creasing the tax on ciga-
rettes results in fewer smok-
ers.63   This is not only a 
desirable social goal, but 
will ultimately result in 
lower health-care costs for 
the state and for businesses 
that provide health care to 
their employees.

After Minnesota imposed a 75-cent 
Health Impact Fee in 2005 on every 
package of cigarettes sold in the state, 
cigarette sales declined more than 
16% over the next year.  Even with this 
decline, the state collected more than 
$160.7 million in new revenues.64 In a 
recent survey, more than 25% of cur-
rent smokers said the fee and result-

To thrive in  
today’s highly 
competitive  
global economy, 
Minnesota needs 
to encourage  
saving and  
investing.   
Economists and 
tax policy experts 
universally agree 
that taxation  
of personal  
consumption – 
not income or 
investment –  
is conducive to 
increased saving 
and investing. 
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ing higher price had encouraged them 
to try to quit.65 

Research by the Minnesota Depart-
ment of Health calculates that cutting 
the number of smokers in the state by 
2% could save about $350 million an-
nually in smoking-related health-care 
costs.66 If Minnesota could reduce its 
smoking rate by 2% per year from 
2009 to 2013, the cumulative savings 
would exceed $3.6 billion.67 

The additional revenue from a higher 
cigarette excise tax could help cover 
the costs of business tax reforms, or 
could be used more directly to lower 

health insurance costs to small and 
medium employers.  For example, 
the proceeds from this increase could 
be dedicated to replace or reduce the 
assessments on health insurance and 
HMO premiums that helps fund the 
state’s high-risk insurance pool.68  

Small and medium employers, along 
with the self-employed and indi-
vidual policyholders, bear the brunt 
of these assessments.  This increases 
their health insurance costs while con-
tributing to a high overall tax burden 
that keeps some of them from being 
able to afford employee health cover-
age at all.69 
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4Conclusion

The Governor’s 21st Century Tax Reform Commission was asked to recommend re-
forms to modernize Minnesota’s antiquated tax system in ways that promote eco-
nomic growth, business investments and new job creation.  

The reforms in this report build upon Minnesota’s history of innovation, productiv-
ity and entrepreneurial spirit.  They represent a much-needed investment in the 
future of all Minnesotans.

We believe that enactment of these recommendations will help generate new high-
quality jobs, lay a foundation for future growth and sustain Minnesota’s quality of 
life well into the future.
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Appendix B –  
Gov. Tim Pawlenty’s charter/addendum for the Governor’s 21st Century Tax  
Reform Commission
Executive Order 08-06 – Providing for the Governor’s 21st Century Tax Reform Commission

I, TIM PAWLENTY, Governor of the State of Minnesota, by virtue of the authority vested in me by the 
Constitution and applicable statutes, do hereby issue this executive order:

WHEREAS, Minnesota’s goal is to be the best place in America to live, work and raise a family; and

WHEREAS, Minnesota’s long-term prosperity requires that businesses and entrepreneurs invest, remain 
and grow in the state; and

WHEREAS, Minnesota’s current tax system reflects the economy and demographics of the 1960s and 
could be improved to better support business development and investment, job growth, income genera-
tion, entrepreneurial activity, research activities and exports; and

WHEREAS, Minnesotans will benefit from an improved tax system that is simple, more predictable, and 
that supports a strong economy and job climate.

NOW, THEREFORE, I hereby order the creation of the Governor’s 21st Century Tax Reform Commission 
(“Commission”).

1. The Commission will be comprised of up to 15 members appointed by the Governor:

a. Membership on the Commission will include individuals with knowledge and experience in how 
state tax systems affect business location, job creation and capital investments.

b. Membership will also include representatives of the following types of businesses and individuals:

i. large and small businesses;

ii. businesses from key Minnesota industries;

iii. C-corporations, S-corporations, partnerships, and sole proprietors;

iv. suppliers of investment capital; and

v. individuals with special experience or knowledge in taxation and the economy.

c. The Governor will designate a chair.

d. Commission members will serve a two-year term, or until the Commission is disbanded at the re-
quest of the Governor.

e. Commission members will serve on a voluntary basis and are not eligible for per-diem or payment of 
expenses.

f. The Commissioner of Revenue and any designees will provide administrative and staff support to 
the Commission.
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2. The Commission’s responsibilities include providing advice and recommendations to the Governor on 
reforming the state’s tax laws with the goal of making long-term improvements in the revenue system that 
reflect changes in business practices, demographics, and the economy that have occurred in Minnesota and in 
other states.

a. The Commission will recommend tax law changes that improve Minnesota’s ability to successfully 
compete with other states and nations for jobs and business investments, and that promote the long-term 
economic prosperity of the State and its citizens.

b. The combined impact of the Commission’s recommendations should be revenue-neutral.

c. The Commission’s recommendations should reflect principles of sound tax policy including equity, sim-
plicity, competitiveness, efficiency, stability, and ease of compliance and administration.

d. The Commission will provide the Governor with a report of its recommendation by December 1, 2008.

3. The Commission will meet as soon as practicable following the completion of the open appointment pro-
cess.

IN TESTIMONY WHEREOF, I have set my hand this 29th day of February, 2008.

Executive Order 08-16 – Providing for the Governor’s 21st Century Tax Reform Commission

I, TIM PAWLENTY, Governor of the State of Minnesota, by virtue of the authority vested in me by the Consti-
tution and applicable statutes, do hereby issue this executive order:

WHEREAS, on February 29, 2008, I issued Executive Order 08-06 establishing the 21st Century Tax Reform 
Commission (“Commission”); and 

WHEREAS, since completion of the open appointments process in April 2008, the Commission has been 
meeting regularly and the members devoting significant personal time to complete the Commission’s analysis 
and recommendations; and 

WHEREAS, the original order called for the Commission to issue a report and recommendations by Decem-
ber 1, 2008; and  

WHEREAS, Minnesota and the rest of the country have experienced significant changes to the economic con-
ditions this Fall; and 

WHEREAS, the Commission should consider the changes to the economy, November forecast and the Gover-
nor’s proposed budget in preparing its report and recommendations. 

NOW, THEREFORE, I hereby order:

1.  The Commission should review and consider as part of its analysis the changes to the Minnesota and na-
tional economy, the November state forecast and the Governor’s proposed state budget.

2.  Executive Order 08-06 is amended to provide that the Commission issue its report and recommendations 
to the Governor no later than February 15, 2009. 

Pursuant to Minnesota Statutes 2006, Section 4.035, Subdivision 2, this Executive Order will be effective fif-
teen (15) days after publication in the State Register and filing with the Secretary of State.

IN TESTIMONY WHEREOF, I have set my hand this 7th day of November, 2008.
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Appendix C – Sample Property Tax Calculation
Calculation for a hypothetical commercial/industrial property*

1. Determine the property’s taxable market value. $1,000,000

2. Determine the class rate based on property type. Commercial/Industrial:   
First $150,000 in value 1.5%   
Remaining value 2.0%

3. Multiply taxable market value by class rate to obtain the net tax 
capacity.

$150,000 x 1.5% = $ 2,250           
$850,000 x 2.0% = $17,000                  
Total:                       $19,250

4. Determine the total local tax rate by summing the tax rates of all 
jurisdictions authorized to levy property taxes upon the property 
(i.e., jurisdictions whose boundaries include the property).

County	                         50% 
City/town                      35 
School district              25 
Special districts              5  
Total:	                         115%

5. Multiply net tax capacity by total tax rate to determine the net tax 
capacity-based portion of the gross tax.

$19,250 X 115% = $22,138

6. Determine the total market value tax rate by summing the market 
value tax rate for all taxing jurisdictions authorized to levy property 
taxes upon the property.	

County	                      0.0% 
City/town                   0.0 
School district            0.1 
Special districts          0.0 
Total	                        0.1%

7. Multiply taxable market value by total market value tax rate to 
determine the market value-based portion of the gross tax.

$1,000,000 X 0.1% = $1,000

8. Add the net tax capacity-based gross tax to market value-based 
gross tax to obtain the total gross tax.

$22,138 + $1,000 = $23,138

9. Applicable credits. $0

10. Subtract the credit from the gross tax to obtain the net tax. $23,138 - $0 = $23,138

*Note: This example does not include any additional calculations needed for business properties affected by special 
programs, such as the Twin Cities Metropolitan Area Fiscal Disparities Program or the Iron Range Fiscal Dispari-
ties Program.  
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1In the above example, the three class rates, 0.01, 0.015, and 0.013 are increased fifty-fold to yield 
assessment ratios of 50%, 75%, and 65%.

2The result is a reduction of “advertised tax rates” from a tax capacity rate of 94.7% to a mill rate 
of 18.94 mills (.01894).

3The shaded lines show no change in tax liabilities as a result of the conversion.

Appendix D – Converting from Tax Capacity to Mill Rates 
Minnesota’s classification rates can be scaled up by any proportion to create smaller tax rates ex-
pressed as more common “mill rates.”

BEFORE (Tax Capacity System) AFTER (Mill Rate System)

Home C/I Other Home C/I Other

Market Value $200,000 $150,000 $200,000 Market Value $200,000 $150,000 $200,000

Class Rate 0.01 0.015 0.013 Assessment Ratio1 0.5 0.75 0.65

Tax Capacity $2,000 $2,250 $2,600 Taxable value $100,000 $112,500 $130,000

Tax Cap.  Rate2 0.947 0.947 0.947 Mill Rate2 0.01894 0.01894 0.01894

Tax3 $1,894 $2,131 $2,462 Tax $1,894 $2,131 $2,462
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