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A Cloudy Future for Minnesota's Businesses 

David S. Dahl 
Regional Economic Affairs Specialist 
Research Department 
Federal Reserve Bank of Minneapolis 

Over the past year, Minnesota has been witnessing a 
heated debate about its business climate. Some peo-
ple have argued that its business climate must be 
good because its economy has been so prosperous in 
recent years. The state has indeed been relatively 
prosperous. It has enjoyed strong economic growth, 
for example. Its total wage and salary employment 
grew at a compound annual rate of 2.8 percent from 
1969 to 1978, much faster than employment grew in 
the nation as a whole, although not outstanding in 
relation to the surrounding states. Minnesota grew 
faster than the neighboring states of Iowa and Wis-
consin but slower than North and South Dakota, 
states that had extremely rapid growth. 

Because of its strong economic growth, Minne-
sota has experienced few serious economic prob-
lems. It has had a very low unemployment rate. In 
1978, only about 4 percent of its labor force was 
jobless—about average for the region but far below 
the nation's 6 percent. Also because of its rapid 
economic growth, Minnesota has had a comfortable 
standard of living. Its per capita personal income, 
according to 1977 figures, is now slightly above the 
national average and above that of all the surround-
ing states. Such current data seem to support those 
who believe that Minnesota's business climate is good. 

Others point out, however, that Minnesota's past 
and present prosperity is no guarantee of future pros-
perity. Its past and present prosperity is a product of 
earlier economic decisions, decisions based on an 
earlier and possibly quite different business climate. 
Its future prosperity depends on its present and future 
business climate, because businesses obviously are 
concerned about present and future opportunities, 
not past ones. 

A state's business climate, by definition, includes 
all the things that affect businesses' opportunities to 
grow and prosper. State and local taxes and public 
services are often key elements of the business cli-
mate. When a firm is picking a broad region of the 
country, it considers access to market and to produc-
tion inputs like raw materials. To pick a particular 
state or community, though, it considers the other 
costs and benefits of the location. Many of these are 
influenced by state and local governments—specifi-
cally by their taxes and public services. 

Taxes and public services are also key elements 
of the business climate because, unlike the weather 
or natural resources, they are the result of human de-
cisions and can be changed directly by governmental 
action. They are the elements of the business climate 
that state and local policymakers have the most con-
trol of. 

To evaluate Minnesota's business climate, there-
fore, one needs to consider the costs and benefits of 
the state's public services, both current and future, 
and the ways the state's businesses are dealing with 
them. This is a difficult task. Although this study does 
not pretend to be definitive, its results suggest that 
Minnesota's business climate is developing some 
problems. Its business climate is not as attractive as it 
was in the 1960s, and the four surrounding s t a t e s -
Wisconsin, Iowa, South Dakota, and North Dakota— 
now appear to have more appeal to businesses. 

Methodology 
Because time intervals can be chosen to justify differ-
ent conclusions, this study of the business climate in 
and around Minnesota has used periods of several 
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years, each beginning and ending as much as possible 
at a similar point in the business cycle. This helps to 
assure that the economic changes that occurred were 
significant and not just the result of the usual ups and 
downs of the economy. 

In most cases, the periods from 1960 to 1969 and 
from 1969 to 1978 were used for comparison, but the 
data were not always available for the years 1977 and 
1978. Consequently, for some comparisons both pe-
riods were shortened by two years; specifically, the 
periods from 1962 to 1969 and from 1969 to 1976 were 
substituted for the longer periods. However, there is 
no reason to suppose that the conclusions would 
change with more recent data. 

In this study, manufacturing receives an empha-
sis that at first glance might seem too heavy. Manu-
facturing accounts for only 20 percent of Minnesota's 
economic activity, but it is extremely important. It 
has been a big source of new jobs within the state, 
particularly in the 1960s. Also, it is a basic industry, 
one that serves primarily regional, national, and in-
ternational markets, not merely local ones. Growth 
in such industries is essential for growth in the state's 
economy because it provides the wherewithal for 
local industries to expand. Moreover, manufacturing 
is a good indicator because it has more mobility than 
many of Minnesota's other basic industries, such as 
mining and agriculture. Although some manufac-
turers are constrained to particular localities, many 
could move to any of the states in this study. Growth 
in manufacturing is thus a fairly clear response to the 
business climate. 

This study does not get into the subtle question of 
the distribution of taxes and public services within 
state boundaries. A preliminary look suggests that 
Minnesota businesses contribute about the same per-
centage to state and local treasuries and receive about 
the same percentage of public services as the busi-
nesses of other states. The matter of distribution 
would probably be important if the total taxes and 
services businesses paid and received were more 
equal in Minnesota and the surrounding states. But in 
most cases they are not even close. Thus, examining 
the distribution is not necessary to explain business 
behavior. Since this study does not examine the dis-
tribution of taxes and public services in any detail, it 
makes no recommendations on whether any specific 
taxes or public services should be changed. 

The costs of doing business are higher and rising faster 
in Minnesota than in the rest of the region . . . 

State and Local Government Tax Effort 
in Minnesota, Surrounding States, and U.S. 

State and Local Taxes* 
per $1,000 Personal Income Rece ived in 

1962 1969 1976 

Wisconsin $125 $146 $144 
South Dakota 107 133 123 
Iowa 111 125 120 
Minnesota 121 125 147 
North Dakota 96 125 118 

U.S. Median $101 $114 $120 

*Taxes co l lec ted f rom Ju ly 1 of this year th rough June 30 of the next year. 

Source: U.S Depar tment of Commerce , Bureau of the Census 

Changes in State and Local Government Tax Effort 
in U.S., Minnesota, and Surrounding States 

Percentage Changes in State and Local Taxes 
per $1,000 Personal Income 

• 1962-69 • 1969-76 

% 
30-1 

2 0 -

10-

L--10 -10-
U.S. North South Wise. Iowa Minn. 

Median Dakota Dakota 

Source: U.S. Depar tment of Commerce , Bureau of the Census 
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Measures of the Business Climate 

Taxes 
One standard indicator of the business climate is 
called tax effort. A state's tax effort is the amount of 
its income that is going to pay for state and local 
public services. This is a better indicator than, say, 
taxes per person because it relates taxes to income or 
ability to pay. A commonly used measure of tax effort 
is the amount of state and local taxes per $1,000 of 
personal income received. This is the measure used 
in this study.1 

In the 1960s, Minnesota's tax effort compared 
favorably to that of neighboring states and to the 
national average. During this period it rose, but state 
and local tax efforts generally rose in the region and 
around the nation in this decade. Minnesota's in-
crease was the smallest in the region, and its tax effort 
was not unusually high. 

However, this changed in the 1970s. From 1969 to 
1976, the states surrounding Minnesota decreased 
their tax efforts while Minnesota increased its effort 
substantially.2 In 1976, the latest year for which data 
are available, Minnesota had the region's highest and 
fastest rising tax effort. 

Public Services 
But businesses don't judge state and local govern-
ments by their taxes alone. Minnesota's taxes, for 
instance, provide a high level of public services and 
pay for many things that businesses need and want. 
The state spends more per person and more per 
dollar of personal income than neighboring states. Its 
outlays are well above the national median. Further-
more, Minnesota has become well known as a state 
with an excellent education system, an item that ac-
counts for close to 40 percent of its state and local 
government expenses. Although Minnesota and its 
surrounding states generally spend more on education 
and other public services than most other states in the 
nation, Minnesota's outlays are the highest in the five-
state region. 

However, while Minnesota's greater state and 
local government outlays may enable it to provide 
better public services than neighboring states, its 
business climate is not necessarily better. The impor-
tant thing is not that residents and businesses receive 
more or better services. What matters is whether or 
not they want these services more than what they 

. . . and although Minnesota's benefits also are grea ter . . . 

State and Local Government Spending 
in Minnesota, Surrounding States, and U.S. in Fiscal 1977 

Per Person 
Per $1,000 

Personal Income 

Minnesota $1,460 $237 
Wisconsin 1,322 218 
North Dakota 1,308 227 
Iowa 1,235 198 
South Dakota 1,180 232 

U.S. Median $1,201 $205 

Source: U.S. Department of Commerce, Bureau of the Census 

could buy privately with the same money. What mat-
ters is whether or not they want the services they are 
getting at the price they are paying. The important 
issue, in other words, is how people value public 
services. 

Responses to the Business Climate 
If the amount of taxes in Minnesota has seriously 
increased costs for businesses without providing de-
sired public services, then we would expect to find 
certain patterns of business behavior. We would ex-
pect to find that Minnesota's businesses expanded 
more during the 1960s when the tax effort was rela-
tively low than during the 1970s when it was relatively 
high. We would also expect to find that in the 1970s 
businesses that are mobile enough would choose to 
locate in Minnesota's neighboring states where taxes 
were lower. This is exactly what we do find.3 

'This tax effort measure does not include unemployment and 
workers' compensation premiums. 

2Shifting the time periods would alter some of these figures but 
would not change the basic point: Minnesota's tax effort is no longer in 
line with the tax efforts of the surrounding states, with the possible 
exception of Wisconsin. The Advisory Commission on Intergovern-
mental Relations reached a similar conclusion in its study of the period 
from 1964 to 1975. It classified Minnesota's tax effort as high and rising, 
Wisconsin's as high and falling, and Iowa's, North Dakota's, and South 
Dakota's as low and falling. See Measuring the Fiscal "Blood Pressure " 
of the States, 1964-1975, M-111, Advisory Commission on Intergovern-
mental Relations, Washington. D.C., February 1977, p. 6. 

3From here on we are emphasizing that the changes in business 
Continued on next page 
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. . . many firms seem to prefer other states. 

Minnesota is losing new jobs to them . . . . as well as capital spending . . . . and manufacturing plants. 

Growth in 
Manufacturing Employment 

in Minnesota and Surrounding States 

Compound Annual Growth Rates 
m 1960-69 • 1969-78 

Growth in 
Manufacturing Investment 

in Minnesota and Surrounding States 

Average Annual Percentage Changes 
From 1972 to 1976* 

Growth in Number of 
Medium-Sized and Large 

Manufacturing Establishments 
in Minnesota and Surrounding States 

Percentage Changes • 1962-69 1969-76 

Minnesota North 
Dakota 

Iowa South Wisconsin 
Dakota 

Source: U.S. Department ot Labor, Bureau of Labor Statistics 

North South Iowa Wise. Minn. 
Dakota Dakota 

'Minnesota data for 1970-71 are considered unreliable, so 
1960s changes are not displayed for comparison; 1963-69 
data suggest, however, that Minnesota placed higher in the 
1960s than in the 1970s. 
Source: U.S. Department of Commerce, Bureau of the Census 

Minnesota North 
Dakota 

Iowa South Wisconsin 
Dakota 

Source: U.S. Department of Commerce, Bureau of the Census 

Employment 
Employment is a good indicator of private responses 
to the business climate. When employment grows in 
an area or an industry, it indicates that existing firms 
have done well enough to add to their work forces, 
that new firms have been attracted to the market, or 
both. While total wage and salary employment has 
grown well in Minnesota in general, a more detailed 
look at employment suggests that the state is becom-
ing less attractive to businesses. From 1960 to 1969, 
Minnesota's growth rate in manufacturing employ-
ment was faster than that of the surrounding states. 
But this fell off markedly from 1969 to 1978. Its 
growth in manufacturing employment has become 
one of the slowest in the five-state region. 

Granted, it does not take much of a gain in manu-
facturing jobs in states like North and South Dakota 
to generate a large percentage increase, since these 
states have small manufacturing industries to begin 

with. The combined economies of the Dakotas and 
Iowa approximate the size of Minnesota's economy 
and provide a check on the results of the state-by-
state comparison. But the results of this comparison 
are not much different. During the 1960s, Minnesota 
gained 49,000 more manufacturing jobs than these 
three states combined, but in the 1970s it gained 
13,000 fewer. That is, Minnesota's manufacturing 
employment grew 4 percent in the earlier period but 
less than 1 percent in the most recent period, while 
manufacturing employment in the three combined 
states grew 2.7 percent and then 1.6 percent. Busi-
nesses now seem to find the other states in the region 
more attractive than Minnesota. 

activity reflect geographical movement—businesses choosing to move 
old plants or locate new plants outside Minnesota. Most of these 
changes, of course, also reflect the slower production growth of busi-
nesses still in Minnesota. 
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An examination of employment patterns along 
Minnesota's borders leads to the same conclusions. 
Businesses that settle or expand near a border can 
choose to do so in Minnesota or another state just by 
moving a few miles. Wherever they decide to locate, 
they will have almost identical labor pools, transpor-
tation costs, and access to raw materials and markets. 
Thus, a business on a border can choose one state 
over another with few concerns other than the busi-
ness climate. 

Businesses frequently are not choosing Minne-
sota. In the Minnesota counties on the western bor-
der, employment in all industries grew 25 percent 
between 1969 and 1976, the period during which 
Minnesota's tax effort increased so sharply.4 But a 
few miles away, in the North and South Dakota coun-
ties adjacent to Minnesota, employment grew 40 per-
cent, more than half again as fast. In the Minnesota 
counties on the southern border, employment grew 
15 percent in this period. But a few miles away, 
in Iowa, employment grew 36 percent. Along the 
eastern border, Minnesota's growth in employment 
was close to Wisconsin's, mainly because of strong 
growth on the outskirts of the Twin Cities. Along all 
three borders, total employment grew 10 percentage 
points slower in Minnesota counties than in adjacent 
counties in neighboring states. Clearly, many busi-
nesses that might have located in Minnesota in recent 
years chose to do so in other states. For comparison, 
from 1962 to 1969 Minnesota's employment growth in 
border counties was faster than in recent years and 
stronger when compared to the surrounding states'. 

The differences between Minnesota and the sur-
rounding states are even more pronounced in manu-
facturing employment. The growth in this type of 
employment in Minnesota's border counties did not 
even come close to that in the adjacent counties in 
surrounding states. Minnesota actually lost jobs on all 
but the western border—and here the growth rate of 
North and South Dakota was almost three times 
Minnesota's. In all, manufacturing employment grew 
32 percent in the counties outside of Minnesota, 
while within the state it shrank 3 percent. In the 
1960s, in contrast, Minnesota's border counties' 
growth in manufacturing was faster and compared 
more favorably to the growth in manufacturing in the 
counties adjacent to Minnesota. Once again, the evi-
dence says that manufacturing firms found Minne-

sota uncongenial in recent years. 

Investment Spending 
Employment gives us a yardstick of current business 
behavior, but to see what future business behavior 
might be it is necessary to examine business invest-
ment spending. This is important because when a 
business invests in a new plant or new equipment, it 
expects to stay in the same location for several years. 
A broad indicator of business investment is the num-
ber of nonresidential contracts—contracts for com-
mercial, industrial, and public buildings—that are 
awarded. These contracts indicate something about 
the future economy, since new facilities are needed 
for long-term economic growth. 

According to these data, businesses have not 
been favoring Minnesota when planning. From 1960 
to 1969, the average annual rate of increase in non-
residential contract awards was 9 percent in this state, 
higher than it was in all of the surrounding states 
except Iowa. But from 1969 to 1978, its growth fell to 
8 percent, making Minnesota and Wisconsin the low-
est states in the region.5 

This pattern reappears when the investment most 
responsive to the business climate, such as manufac-
turing investment, is isolated. In recent years, capital 
spending by Minnesota's manufacturers has not kept 
pace with neighboring states'. From 1972 to 1976,6 

Minnesota's manufacturing investment rose 14 per-
cent, essentially matching Wisconsin's 15 percent but 
considerably below the advances of Iowa and the 
Dakotas. 

Nonresidential contracts and manufacturing in-
vestment are useful yardsticks of business spending, 
but they only measure new development. And, of 
course, some of this new development is to replace 
obsolete structures or equipment. To get some idea 
of net growth, therefore, it is necessary to compare 
the number of manufacturing plants in operation on 
certain dates. It is reasonable to count only those 

4This employment measure does not include agricultural, domes-
tic service, government, and railroad workers. 

5Data provided by the F. W. Dodge Division of the McGraw-Hill 
Information Systems Company. 

^Because of unreliable Minnesota data for 1970 and 1971, this 
series was not compared to the 1960s. However, data for 1963 through 
1969 suggest that Minnesota's manufacturing investment, relative to 
the surrounding states, grew faster in the 1960s than in the 1970s. 
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Recent job growth along Minnesota's borders indicates that businesses are 
settling and expanding more in other states. 

Employment Growth 
in Counties Along Minnesota's East, West, and South Borders 

From 1969 to 1976 • All Industries • Manufacturing 

North Dakota 
and 

South Dakota 

All Counties 
on Minnesota's Borders 

(East, West, and South) 

Inside Outside 
36% 
mm32% 

-3% 

Source: U.S. Department of Commerce, Bureau of the Census 

establishments that employ 20 or more people, be-
cause the location decisions of the smaller establish-
ments like small bakeries, print shops, and sales of-
fices are generally much more sensitive to local de-
mand for their products than to differences in taxes 
between states. 

When these manufacturing establishments are 
counted, the data fall into the pattern that is by now 
familiar: Minnesota looks strong in the 1960s and 
weak in the 1970s. From 1962 to 1969, Minnesota 
gained 434 large and medium-sized plants, more than 
any of the surrounding states. In percentage terms, it 
also had the largest increase in such plants. From 
1969 to 1976, though, Minnesota dropped almost to 
the bottom. It gained only 42 new establishments, one 

more than South Dakota, the state that gained the 
fewest plants in the region. In percentage terms, 
Minnesota had the smallest increase—2 percent— 
while the surrounding states grew from 4 to 48 
percent.7 

Conclusions 
It is clear that Minnesota has a higher tax effort than 
the surrounding states and that its taxes are higher 
now than they were in the 1960s. It is also clear that 

7If manufacturing establishments with from 1 to 19 employees are 
included, Minnesota's relative growth was surpassed only by North 
Dakota in the 1960s and by North and South Dakota in the 1970s. In 
terms of absolute numbers of establishments, Minnesota had the great-
est growth in both periods. 
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Minnesota spends more on public services than the 
surrounding states; its services should be correspond-
ingly better. 

All the indicators in this study, however, are con-
sistent with the hypothesis that businesses are react-
ing negatively to Minnesota's high taxes, regardless of 
the state's high level of public services. They seem to 
be reducing their costs by settling or expanding in 
other states. Manufacturing employment is growing 
slower in the state now than during the 1960s, when 
taxes were lower. It is growing slower in Minnesota 
than in the surrounding states, where taxes are lower. 
Business investment spending is also growing slower 
in the state now than in the 1960s, although it has 
grown rapidly in most of the surrounding states. 
Again, this trend is particularly clear in the mobile 
manufacturing industry. One can thus infer that the 
state's business climate is not as good as it used to be 
and not as good as the business climates of nearby 
states. 

Although it seems likely that Minnesota's high 
taxes and public services are a major cause of the 
trend this study has identified, one cannot be abso-
lutely certain that they are the only cause. Businesses 
consider taxes and public services when making eco-
nomic decisions, but they also consider other ele-
ments of the business climate—those determined by 
the private sector, by nature, or by circumstance. 

In spite of the trend away from Minnesota, noth-
ing in these findings suggests that Minnesota should 
not remain prosperous in the early 1980s. But these 
findings do raise concerns about later in the decade. 
If the public elements in Minnesota's business cli-
mate remain unattractive compared to those of the 
surrounding states, the shift away from Minnesota 
will probably continue and could accelerate. The 
decisions businesses are making today —decisions to 
stay or move, to build or not build —will affect the 
state's prosperity in five, ten, or fifteen years. Busi-
nesses are facing a cloudy future in Minnesota: un-
certain and at least a little unattractive in comparison 
to neighboring states. Policymakers thus need to be 
concerned about the competition of these states if 
they want businesses to stay in Minnesota and con-
tribute to its continuing prosperity. 

This apparently means lowering tax rates. It may 
also require lowering expenditures on public services, 
although they may not have to be lowered if Minne-

sota's economy keeps growing, as it probably will for 
the next few years. In the long run, however, if 
Minnesota's manufacturing employment and busi-
ness investment spending continue to weaken, the 
state's growth could slow so much that any cut in 
taxes would require a heavy cut in services. This 
could make the necessary adjustments much harder. 
To avoid this, taxes apparently should be lowered— 
and before too long. If the public elements of its 
business climate were brought back in line with those 
of the surrounding states, there would be no reason 
Minnesota couldn't once again grow as fast as the rest 
of the region. 
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