Citizens League Report

Cut Tax Exemptions, Boost Equity and Accountability
\

Prepared by
Tax Exempt Committee
Allen Olson, Chair
Craig Olson, Vice-Chair

Approved by the Citizens League Board of Directors
October 20, 1988

Citizens League
708 South Third Street
Suite 500
Minneapolis, MN 55415
338-0791




Summary.......

Introduction......

Findings.......

I. Gener

TABLE OF CONTENTS

.5

- teeececrescrsseretsscentbaane

II. The System of Tax Exemptions........ceveveeveeneeess.15

Conclusions...
Recommendation
Notes......v0.

Appendices....

ceeeed2?

®s e 0 s 00000 40 0060060000000 0 0000000000000 0000

S...........oo..oooo..o................-oo.....osl

teeee35

60 e 000000000 © 00 606000000000 s 000s 000000000000

P 1

Appendix A: Number of Nonprofits........veeeveueeesaesss39

Appendix

Percent of all U.S. Assets Owned by
Government and Nonprofit Organizations......39
Types of Nonprofit Organizations............40

B:
Appendix C: Sales Tax Exemptions--All States............42
D

Appendix

Minority Repor
Minority Repor

Minority Repor

: Selected Minnesota Counties and
Cities with Over 25 percent of Property
Market Value EXempt...cceevereceooncossseessh?
L 5 SR Y. 3 |
Lo 72U 3

L S U AP Y

Work of the Committee.......vuveuurueooorossooeesossosoonsssssbl




LIST OF TABLES

Market Value of Exempt Property in Minnesota...............8

Contributions, Gifts, and Grants as a Percent of
Nonprofit Organization Revenues 1974-77.......cccurvvceeses9

United States Philanthropy, 1986...cceeuirenccssnascnssasssll
Applications for Sales Tax ExemptionS.........cecvceeeees.16
Fiscal Imﬁact of Sales and Property Tax Exemptions........l7
Estimated Fiscal Impact of Removing Sales Tax

Exemptions for Different Types of Nonprofit

Organizations........... e erssecenanen tecsessesesscssaans .19

Share of Gost of Property Tax Exemptions....... RS &

| |
|



SUMMARY

Minnesota’s policy of exempting government and nonprofit organizations
from most taxes should be changed. It unfairly raises taxes on those who
do pay, sends the wrong economic signals to both those who pay and those
who don’t, and ignores the fact that the nonprofit and for-profit sectors
are beginning to look more and more alike.

The Legislature should:

*  Apply the sales tax to purchases made by all governments and nonprofit
organizations, but provide a two-year transition period to assist
organizations in the adjustment.

*  Require government agencies and nonprofit organizations that are
exempt from property taxes to pay fees for property-related services
provided by local governments.

* Tax the income of nonprofit organizations from those business
activities that are unrelated to the exempt purpose of the
organization.

However, the Legislature should still exempt basic activities of
government and nonprofit organizations from state income taxes.

The Legislature should expand incentives, through income tax credits, for
. . . oq! . . . :
individual contributions to nonprofit organizations.

All money collected by government as a result of extending the sales tax
to government and nonprofit purchases, from taxing income of unrelated
businesses of nonprofits, and from imposing fees for property-related
services should be used to reduce tax burdens.

The sales tax exemptions on purchases of nonprofit organizations and
government should be removed because:

* Not all nonprofit organizations or governments receive the exemption.

*  The exemptionihas the effect of making all taxpayers contribute to
the nonprofit organization or a taxing jurisdiction, even though
the organization or taxing jurisdiction may serve only the interests
of its members or residents.

* The exemption [gives a nonprofit organization an advantage over a
for-profit or iother nonprofit organizations engaged in the same or
similar activities.

* Any exemption narrows the tax base, which means the tax rate must be
higher in order to bring in the same amount of money.

* The exemption may encourage formation of nonprofit organizations for
the sole purpose of avoiding the tax.

*  Purchases of nonprofits enjoying the exemption are not audited by the
Department of Revenue to determine whether they fit the requirements.
The law makes merchants responsible for enforcement.
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There is no accountability because effective and regular review of
exemptions do |not exist.

By removing pért of the cost of a purchase, the exemptions distort
decision-making in nonprofits and governments.

Ending the exemption would bring in an estimated $36 million from

nonprofits and $47 million from government in 1989.

Qwners of tax-exempt property should pay a fee for property-related

services received from government because:

*

Ownership of property brings with it a demand for services, including
roads, fire and police protection. Since all property requires and
benefits from property-related services, all property owners,
including governments and nonprofit organizations, should share in the
cost of providing these services.

Property exempt from taxes may serve an area much wider than the
taxing jurisdiction in which it is located, but taxpayers within that
jurisdiction pay most of the cost of the exemption.

Some organizations providing the same or similar services as those
enjoying property tax exempti%ns are unable to enjoy the benefit of
property tax exemptions. |

There is no accountability because effective review of exemptions
does not exist.

Property exempt from taxes should pay a fee based on the value of services
received rather than be subjected to the property tax, because the system
of taxing property on its "highest and best use” would ignore the public
good delivered by |the exempt organizations and governments.

Income from unrelated business activities of nonprofits and governments

should be taxed because:

*
*

Failure to tax puts competitors at a disadvantage.

Imposing a tax will send an important message to nonprofit
organizations+-engaging in unrelated business is a move away from the
organization’s purpose and toward profit-making status.

Imposing the tax will bring in between $300,000 and $400,000 a year
in Minnesota.




\ INTRODUCTION

This Citizens Lea%ue study is partly a result of the 1987 Legislative
debate about whether to extend sales taxes to a variety of organizations
and to services. [The proposals considered by the Legislature were
primarily motivated by the need t hold or lower tax rates and raise
revenue.

Our study took a different look a the issues surrounding tax exemptions.
We evaluated the nature and role of the two types of organizations
receiving tax exemptions, governments and nonprofits, in the context of
all organizations., We focused on how state tax policy should promote the
goals of accountability, equity, and economic efficiency. OQur findings
and recommendations are not intended to create revenue windfalls for state
and local governments.

Concerns about tax| exemptions are not limited to Minnesota. Other states
are also reviewinj and making changes to tax exemptions. A few have
changed their defibition of charitly, or limited the availability of tax
exemptions. At the federal level, the Subcommittee on Oversight of the
House Ways and Means Committee is examining current "unrelated business
income" tax policy, because small business owners allege unfair
competition from nonprofit organizations.
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| FINDINGS
\

A. History of Nonprofit Organizations

1.

Private voluntary and charitable organizations have existed
for hundreds of years and so has support for them.

Chariitable organizations existed for centuries before any
government considerdd what their role should be. Prior to
the 17th century, charitable causes were directly connected
with religion. Latjr, charitable purposes became more
secular and included providing health care, building and
mainFaining roads and bridges, education, and assisting the

poor. [1]

Individuals have always contributed to the causes of these
orgarizations, through gifts and bequests. [2]

With the passage of the Statute of Charitable Uses,
government defined specific purposes as charitable.

In 1601, the EnglisH Parliament passed the Statute of
Charlitable Uses. Ome purpose of the statute was to define
charlitable purposes.

As eFumerated in the statute, charitable purposes include:

kelief of aged, impotent, and poor people...maintenance
of sick maimed soldiers and mariners, schools of
learning, free schools, and scholars in
universities...repair of bridges, ports, havens,
causeways, churches, sea-banks, and highways...
education and preferment of orphans...towards relief,
stock, or maintenance for houses of correction...for
marriages of poar maids...for supportation, aid, and
help of young, tradesmen, handicraftsmen, and persons
decayed...for relief or redemption of prisoners or
captives...for aid or ease of any poor inhabitants
concerning payments of fifteens, setting out of
soldiers, and other taxes.

While charitable purposes are specifically enumerated in the
Statute, a history aof the period shows the intent of the
Statute was not all inclusive. [3] The concepts of public
bene&it and relief qf poverty were, however, concluded to be
the reys of the Statlute. [4]

1
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|
3. American charitable organizations followed the purposes and
traaitions of gggliTh charities.
American charities, |begun by early settlers, followed
English precedents.| American historians find church-
affiliated organizations developed to provide a large
variety of social services, including health, adoption,

foster care, counse%ing, and care of the poor, while other
organizations conceTtrated on the development of educational

instiitutions. [5]

Alexis de Tocqueville, in his book Democracy in America, was
fascinated by the tendency of Americans "of all ages, all
stations in life, and all types of dispositions" to form
assaciations..."religious, moral, serious, futile, very
general and very limited, immensely large and very minute."
De Tocqueville concluded the American tendency to form
organizations to meet common needs, rather than wait for
government to do so, to be a unique aspect of our democracy.

After the American ievolution, lawyers and legislators began
to "draw on English|legal and organizational precedents
(including the Statute of Charitable Uses)..." for the
purposes of incorporating different types of organizationms.

(6]

Early "grants of ingorporations were delegations of power
from the state to groups of individuals for the performance
of ﬁublic tasks...legislators made the grants selectively to
groups of individuals, who...were viewed more as public

stewards than as private profiteers..." [7]

B. EEEEEEEQE&EELQS of Curr+nt Tax-Exempt Organizations
|

Two types of organizations are exempt from some or all state
taxes--nonprofits and governments. Nonprofits and governments
share some important chgracteristics and yet are different. For
example, both government and nonprofits attempt to produce
"public" goods. But governments are elected, while nonprofits
form voluntarily. Nonprofits and governments often work
together, as in the financing and provision of social services.

organizations. Some similarities and differences are also

This section illustratii the characteristics of tax-exempt
discussed.

1. Number of Nonprofit Organizations and Governments

Nonprofit organizations represent a large and growing sector
of the economy. By the Internal Revenue Service’s count,
the number of nonprofit organizations has grown from 309,000
in 1967, to 887,000 in 1985 (not including governmental
units.) [8]
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All nonprofits are exempt from the federal income tax. Some
are also eligible tg receive tax-exempt contributions.

These organizations lare designated as 501(c)(3)
organizations, referring to the relevant section of the

In 1969, 501(c)(3) organizations
numbered 138,000. hat number grew to 366,000 in 1985.
501(@)(3) organizations also represent a growing portion of

all nonprofit organizations, from approximately 34 percent
in 1976 to 41 percert in 1985. (See Appendix A.)

Internal Revenue Code

The number of active nonprofit organizations in Minnesota is
unknown. While more than 38,000 nonprofits are registered
with the Minnesota Secretary of State, Minnesota nonprofit
corporations are no required to notify state officials at
the time the organl ation dissolves or becomes inactive.

The 1988-89 Minnesota Nonprofit Directory, published by the
Council on Nonproflqs, lists 1,507 nonprofit organizations
in fhe state. |

Whille we do not kno# the number of active Minnesota
nonprofit organizations, we know two other facts. First,
the growth rate of Minnesota nonprofit organizations is
slowing, as evidenced by a smaller number of

incorporations. According to state officials, the number of
applications for nonprofit corporations fell from 1,526 in
1983 to 1,271 in 1927 [9] Second, most nonprofits in the
ve formed since 1960. A recent study
four local nonprofits were formed after
1970." [10]

metropolitan area h
found "three out of
1960, and half afte

B . SN R

ental units exist in Minnesota. 1In
vernment, there are 87 counties, 855
ips, 435 school districts, and hundreds
g jurisdictions, such as the

, hospital districts, fire districts,
and watershed districts.

g

Thousands of gove
addition to state g
cities, 1,802 towns
of other small taxi
Metropolitan Counci
planning districts,

A_I:,"J_t!‘_o

Nonprofit and Government Assets

and governments remained virtually unchanged from 1952 to
1975, slightly over |13 percent. Changes occurred, however,
in the respective sﬂares of different types of
organizations. The |[federal government’s share dropped
significantly (fromﬂ7.5 percent to 3.9 percent), state/local
government’s share increased significantly (from 5.6 percent
to 8.5 percent), and nonprofit organizations’ share
increased slightly erom 1.5 percent to 1.8 percent). (See
Appendix A.)

Nationally, the perqent of U.S. assets owned by nonprofits

Total assets of all Minnesota nonprofits are unknown,
although assets for [some types of nonprofits are known. For
example Minnesota®’s 500 foundations hold approximately
$2.25 billion in asgets. [11]

|
|
|
\

|
|
|
]
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One type of asset i# property. The value of nonprofit and
government property |increased 40 percent between 1980 and
1986, from $16 billion to $22.6 billion. The value of
property owned by different types of exempt organizations is
noted in the following table.

|
J Table 1.

|
Market Value of Tax-Exempt Property in Minnesota [12]
l

. K-12 Schools $ 5,980,122,402

Colleges and qniversities* 2,175,500,016
Public Burying Grounds 135,683,294
Church Property* 2,662,435,947
Hospitals ﬂ 2,005,442,770
Charitable Organizations 849,226,839
Forests 994,290,535
Indian Reservations* 139,354,600
Public Property 7,652,118,495
TOTAL \ $22,594,174,898

perty Values, Local Government Aids and
;Analysis Divisjon, Minnesota Department of Revenue.

While the value of exempt property is large and growing, it
ncrease in the value of taxable property
t, from $66.5 billion in 1980 to $123.2

(*indicates constitutionally-exempt property)
does not match the

which grew 88 perce

billion in 1986. \

Employment
National estimates
vary from 4.95 million to 10.3 million paid workers. [13]
If voluntary labor is included, an additional 5.7 to 6.7
million full-time equivalent workers can be added to the
total number of persons employed by nonprofits. [14]

f employees of nonprofit organizations

We do not know the Iotal number of persons employed by
nonprofit organizations in Minnesota. But the number of
Minnesota state and |local government employees increased
from 232,776 in 1978 to 242,746 in 1986. [15)

Rev%nue

The vast majority of government revenue is raised by
taxation. However, government also raises money from fees
for |services, licenses, fines, and sales of products.
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|
Nonprofit organizatans raise money through voluntary
private contributions, sale of services or products, or
public grants, or contracts for services.

Today, the degree to| which nonprofits rely on contributions,
gifts, and grants varies widely, depending on the type of
nonprofit. Because only some nonprofits are eligible to
receive tax-deductiblle contributions, the variances are not
surprising.

A recent study found the portion of revenues received from
contributions, gifts/ and grants varies from 1 percent to 97
percent among nonprofit organizations, as shown in Table 2.

| Table 2.
|
! Contributionj, Gifts and Grants as a Perceat of
Nonprofit Organization Revenues, 1974-1977, by Industry*
|

Industry Donations as Z of Revenues
Litigation and 1kgal aid 97
Civil Rights 65
Inner City and Community Development 51
Conservation and environment 46
ﬁelfare ‘ 43
Advocacy 40
tnstruction and training 37
gousing 31
Culture 27
Legislative and political action 18
Education 18
mployee or membership benefit 15
cientific research 14
ealth \ 8
Farming ‘ 7
Business and professions ]
Sports, athletic|, and social clubs 4
1

Mutual associations

*Data cohpiled from IRS‘form 990 tapes. Organizations were
classifLEd by the first jlactivity code listed on the tax form by

the organlzatlon.

Source: The Nonprofit Economy, Burton Weisbrod, 1988.

Nonprofit organizations eligible to receive tax-

deductible contributions also receive a majority of their
revenues from sources other than contributions. [16] Only
religious organizations (most of whom do not file Form 990
returns with the I.R.S.) continue to rely heavily on private
contkibutions for revenues. [17]

|
i
I
|
|
|
|
|
i |
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n 887 billion was donated to

Nationally, more th
6. Donors and donees are listed in

organizations in 19
Table 3.

able 3.

_ _ [+ + 30 | S

. United Statds Philanthropy, 1986
i (In Billiqns of Dollars)

Donor Type 1 Amount Given

i
Individualsi 87
Foundations |

1.7
5.2
Corporations 4.5
5.8
7.2

Charitable ﬁqugsts
TOTAL | $8

Recipient Amount Received

Religion $40.9
Health 12.3
Education 12.7
Human Services 9
Arts/Culture/Humanities 5
Public/Social Benefits 2

4

7

Other .
TOTAL ! $87.

NIOC & o =

Source: | Statistical Athract of the United States, 1988, U.S.
Departmeht of Commerce, Bureau of the Census.

|
The Eederal government is also a large funder of nonprofit
organizations. Direct federal support (through grants or
contracts) was esti@ated at $40.3 billion in 1980. [18]
Direct state and local government support was estimated to
add an additional $8-10 billion. [19]
Some' Minnesota noanofit activities are financed by
government. A recent survey of nonprofit organizations in
the Twin Cities found that government provided 40 percent of
reverues in 1981. [320]

Twin‘Cities nonprofits receiving 40 percent of their
revenues from the government provide services often used by
the poor, including |social services, employment and training
servEces, legal serviices, housing, or advocacy. [21] Other
revenues for these nonprofits include fees for service (31
perc?nt) and private giving (22 percent.) [22]
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par to changes in public policy. As government adopted
social policies, it |consciously turned to nonprofit

orga izations for as 51stance in implementation of the
policies.

|
TheJamount of dlrec# government support is attributable, in

Tax-exempt organizationé are diverse.

Nonprofit organizations have a variety of missions. Still, most
nonprofits can be grouped into one of these four categories (as
defined by the federal ?ourts or IRS regulations):

a. Religious Organizations--assisting others in their
beliefs including, but not limited to, the belief in
God, associated lwith most religions;

b. Education Organizations--engaging in training or
instruction in ﬁhich subject matter, useful to the

individual and beneficial to the community, is presented
in a sufficiently objective manner to enable the
recipient to evdluate it and come to an independent
judgment; \

c. Scientific Organizations--carrying on research in the
Public interest, the results of which either are
available to the public on a nondiscriminatory basis or
otherwise benefit the public;

d. (Charitable Organizations--engaging in activities that:

i. meet a rjcognized need of the community that
would not otherwise be met through the
functloning of the commercial market;

ii. serve the public interest as distinguished from a
private or "selfish" interests;

iii. are consistent with law and public policy.

Additionally, ciaritable organizations must fulfill
their purposes with means reasonably related to the
needs they are 4ddressing. [23]

Governmental units are ﬂot considered nonprofit by the IRS.
Neverthaless, governmenﬂ shares many of the characteristics
common Ln other nonprofits and would pass the legal test imposed
by the IRS. One distinguishing characteristic of government is
that it serves primarily majority interests--whereas nonprofits
can, and do, serve minority interests.

organizations.

Nonproflt organizations | 'share many of the characteristics found

in the flor-profit sector. For example, the same type of
|
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|

services may be available through both organizations (e.g.,
travel services, day care services, nursing home services), or
the same type of product may be sold by different organizations
(e.g., ﬁersonal computej sales by private businesses and

universities.) |

|

Although nonprofit and ﬁor-profit organizations sometimes
provide |similar services or products, there are distinguishing
characteristics between the two organizationms.

|

a. [The clientele méy be different--A recent study found
for-profit and nonprofit organizations "catering to
different subsets of consumers." [24] For example,
consumers unablé to judge the quality of a service or
product are mor? likely to purchase from nonprofits.
[25] !

b. |Government and ﬁonprofits produce public goods and
services--Government produces the types and amounts of
public goods degired by the majority of citizens, while
nonprofit organizations provide public goods that
\supplement government offerings or are desired by a
minority of citizens.

c. Nonprofits lack the profit incentive--Nonprofit
organizations oﬁerate under a "nondistribution
constraint." [26] The nondistribution constraint
‘"prohibits the 4istribution of residual earnings to
individuals who exercise control over the firm, such as
officers, direc%ors, or members. Nonprofits are not
prohibited from earning profits; rather, they must
lsimply devote any surplus to financing future services
lor distribute the surplus to noncontrolling persons.”

127] |

|
d. [Financing mecha#isms are different--Governments levy
'taxes to finance their operations, and some nonprofits

'raise revenue tﬁrough contributions.
i

Informa%ion about nongréfit organizations is not gathered by or
for the public. *

|

Most of’what we know about nonprofit organizations is the result
of prithe research. Even then, information is usually general
in nature.
Some of Ithe missing information includes:
|
a. the number of active nonprofits in the state;
b. how, and the extent to which, nonprofit organizations
fulfill their mission;
c. the 'sources of revenue and the financial condition of many
nonprofit organizatjons;

|
i
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the percentage of tHe state’s economy attributable to
activities of nonprafit organizations;

the extent to which nonprofit organizations offer services
also| provided by the for-profit sector; and

the number of nonprofits owning property in the state.
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Four types of tax exemptions are available to Minnesota nonprofit
organizations and governments. However, not all nonprofits or

governm@nts;gualify for [the exemptions.

Minnesota nonprofit organizations may be exempt from four types of
state and local taxes: (1) Income, (2) Unrelated Business Income,
(3) Sales, and (4) Property.

1.

Income tax exemptions are available to nonprofit organizations
registered under Section 501 of the Internal Revenue Code.
Many types of organizations are found within Section 501
including religious, educational, charitable, research,
community, labor and business associations, veteran
organizations, credit unions, hospitals, health insurers, and
othe& fraternal or mutual associations. (For a complete list
of clategories of orzanizations exempt from Minnesota’s
corpbrate income tax see Appendix B.) Governments are also
exempt from payment of income taxes.

Unrelated Business Income tax exemptions are also available to
all Minnesota nonprofits registered under Section 501 of the
Federal Tax Code. 1f not exempt, the tax would apply to
income generated by activities that are substantially
unrelated to the organizations' tax-exempt goals. The federal
government and most other states tax a nonprofit’s or
government’s unrelatied income.

\

1
Recehtly, some nonprofit organizations have come under
criqicism because of royalty earnings. These organizations
are lallowing for-profit organizations to use their name in
their business. The nonprofit, in turn, receives a fee.
Because the organization does not produce the product,
unrelated business income taxes would not apply. Whether the
unrelated business income tax should apply to this type of
passive income is a current debate.

Sales tax exemptiong are available to a much smaller subset of
Minnesota nonprofit lorganizations when compared to income or
unreuated business income tax exemptions. Sales tax
exemptions are granted to any "corporation, society,
association, foundation, or institutional organization
operated exclusively for charitable, religious, or educational
purposes, if the property is to be used in the performance of
chafltable, rellgLOQS, or educational functions." [28]

|
Exaﬂples of Minnesoﬁa organizations enjoying exemption from
the isales tax include: churches, hospitals, public and
private schools, foundatlons, and nonprofit arts and music
organlzatlons. Exaqples of nonprofits not exempt from sales

| |
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taxe's include: organizations attempting to influence
legislation or participating in political campaigns, fraternal
or beneficial socie@ies, clubs organized and operated for
pleasure, recreation, or other similar purposes, and volunteer
benefit associations.

Apprioximately S,OOO%Minnesota nonprofit organizations are
currently exempt frdm sales tax. From 1984 to 1987, the State
Depﬂrtment of Revende received an average of 601 applications
for 'sales tax exemptions per year. The number of applications
approved and the pefcentage of applications approved during
those years has declined, as illustrated in Table 4. The
decline is due in part to stricter review of applications.

Table 4.

Applications for Sales Tax Exemptions

Year # ofiapps. # approved Z approved # reijected Z rejected
1
J

1984 610 478 | 79.5 61 10.0
1985 5j5 409 | 64.5 31 5.0
1986 604 352 58.3 33 5.5
1987 566 299 52.8 50 8.8

(Totals are mot 100Z because of withdrawal of applications or
approval/rejection occurring in a different year than application)

Source: Minnesota Department of Revenue
!

Mosﬂ states exempt ﬂurchases by nonprofits from the sales
tax.  Nineteen states do not exempt sales to nonprofit
organizations. Nine states do not exempt all sales to state
and local government from taxation. (See Appendix C.)

4. Property tax exemptions are granted in two ways. First, the
Minnesota Constitution exempts churches, academies, colleges,
universities, publiq burying grounds, and Indian reservations.
Second, state statutles provide property tax exemptions for
elementary and secondary schools, hospitals, charitable
instiitutions, federal and state forests, parks and wildlife
ref@ges, and public property used for public purposes.

The &innesota Supreme Court ruled that six factors will
determine whether the property of an organization can qualify
forlexemption. The factors are:

a. whether the stated purpose of the organization is to be
helpful to others without immediate expectation of
material rewardj

b. whether the entity is supported by donations and gifts, in
whole or in pari

.
?

I
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c. }whether the recipients of the charity are required to pay
for services, in whole or in part (it is, however,
)acceptable to c arge fees for services);

d. lwhether income from gifts produces a profit to the
;institution (but reasonable reserves are acceptable);

e. |whether beneficjaries of charity are restricted or
unrestricted, and if restricted, whether the class of
persons to whom|the benefits are available is one having a
reasonable relationship to the charitable objectives; and

f. whether dividends are made available to private interests.
'[29]

In addition, nonprofits that do not own property, but rent
instead, cannot benefit from property tax exemptions.

Projerty tax exempt%ons are not available to all nonprofits.

B. Governments in Minnesots do not receive hundreds of millions of
dollars |in revenue every year because of tax exemptions granted to
organizations. The cost increases every year.

During 1987, Minnesota governments did not collect $540.4 million
in taxes because of organizational exemptions. The State
Department of Revenue estimates the amount of foregone tax
revenues will grow to almost $861.4 million in 1989. The large
growth is primarily attributable to large estimated increases in
the assessed market value of exempt property.
Governmepts are the largest beneficiaries of exemptions from state
sales and property taxesg, as illustrated in Table 5.

Table 5.
Fiscal Impact of Sales 4nd Property Tax Exemptions [12]

Tax Type 3 Year
Exempt Organization 1987 1989

Sales ‘

State Government Unknown NA*
Local Governments $ 43,100,000 § 47,500,000
Nonprofits 29,600,000 36,400,000

Property
ElemlSec@ School 171,900,000 256,900,000
Public Burying Grounds 4,000,000 5,700,000
Hospitals 52,000,000 88,000,000
Charitable Institutions 20,400,000 34,100,000
Government Parks/Refugej 32,100,000 46,100,000
Other Public;jGov.) Property 187,300,000 346,700,000
TOTAL | $540,400,000 $861,400,000

*Purchases of state government are no longer exempt.
Source: Tax Expenditure Budget for the State of Minnesota Fiscal
Years 1986 -| 1989, Minnesota Department of Revenue, January 1987
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We also reviewed the f1 cal impact of exemptions from other
taxes.

1. Income--Estimates of the amount of foregone revenues due to
exemptions from corporate income tax do not exist. The State
Department of Revenuye believes "applying the concept of
taxable income to many nonprofits would be problematical,”
since many of these|organizations budget to meet expenses and
needs, not to produTe a profit or surplus of other kinds.
(30]

2. Unrelated Business ncome--Estlmates of foregone state
revenues due to exempting unrelated business income are
$300,000 in 1987 and $400,000 in 1989. [31]

known because no estimates are available for the taxes that
would be payable by |constitutionally-exempt property. The
value of constitutionally-exempt property, however, is
estimated to be $4.9 billion.

3. Property--The cost %f property tax exemptions is not fully

In abso ;ute dollars, governments and some types of nonprofit
organizations benefit m y

organizgiions.

Many Minnesota nonprofit organizations are exempt from sales and
property taxes. However, most of the cost of tax exemptions is
attributable to government. Hospitals are the largest type of

1. Sales--The exempt purchases of nonprofit hospitals and local
governments (including counties, cities, towns, school
districts, and specjal taxing jurisdictions) account for over
70.6 percent of all|sales tax expenditures. Estimates for
1988 indicate that hospitals and local governments will
receive $55.2 million of the $78.1 million cost of sales tax
exemptions. The Department of Revenue estimates nonprofit
hospitals account for $9.9 million and local governments for
$45./3 million. Nonprofit hospitals, however, estimate the
impdact at $16.5 million annually. [32]

As g percentage of total spending, most nonprofit
organizations benefit almost equally from sales tax
exemptions, as illu%treted in Table 6.
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Table 6.

Estimated Fiscal Impact %f Removing Sales Tax Exemptions for

Different Types of Nonprofits
Nonprofit Type 62 Sales Tax* Tax as I of total
FY 1988 FY 1989 spending
Char./Some Educ. $6.4 $ 6.7 0.62
Nonprofit Hospital 9.9 10.3 0.6
Privateﬁ Nonreligious
Elem./Sec. Educ. .1 .1 0.3
Prvt. Foundations .1 .1 0.6
Religious 6.0 6.3 0.6
Rel. Elem./Sec. .8 .8 0.3
Sr. Citizens .004 .004 1.8
Post Segon. Educ. 2.1 2.0 0.3
TOTAL $25.304 $26.304 0.52
*In millions

Source: Mijnesota Departme+t of Revenue, Sept. 1986

2. Proﬁertz--Governmen and K-12 education account for 77.6
percent of the cost |of property tax exemptions. Hospitals
are |a distant third, accounting for 11.3 percent of the cost
of property tax exemptions. All estimates for 1988 are

found in Table 7 below.

Table 7.

Share of Cost of Property Tax Exemptions

Property type 1988 fiscal vear impact Z of total

Government 325,900,000 44.62
Elem/Sec. Schools 241,500.000 33.0
Hospitals 82,700,000 11.3
Gov. Parks.Refuges 43,400,000 6.0
Charitable Insti. 32,100,000 4.4
Public Burying Grounds 5,400,000 7
TOTAL $731,000, 000 100.02

Source: TaT Expenditure Budget, 1987
|
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Property exempt from ta%ation is not spread evenly across all

areas of the state.

1. Some jurisdictions ercentages of exempt

property.

Estimates of the percentage of property values exempt from
taxation are not available for all counties or cities in
Minnesota. In 1987, at least 12 Minnesota counties have
over 25 percent of the total market value of property exempt
from taxation. Within those 12 counties, 97 cities have
over 25 percent of the total market value of property exempt
from taxation. [33] (See Appendix D.)

2. In some jurisdictions the exempt property benefits all
taxﬁayers in the state, but taxpayers in those jurisdictions
bear a larger burden for services provided to the exe

property.

Some state facilities are located within a jurisdiction
(e.g., state hospital in Faribault). While the state
provides support to|all local governments through local
government aids, the extent to which local governments are
compensated for large percentages of exempt property is
unclear. As a result, local property taxpayers in
jurisdictions with arge amounts of exempt property may be
paying the costs of|property-related services needed by
exe¢pt property benefitting all Minnesotans. The same may
be true for county property located within a city.

ublic support for nonprofit

ent produces public benefits and public

The use of tax exemptio

concerns.

1. Public Benefits

a. Taxexe—mm%&we to administer.
‘Because tax exemptions are not periodically reviewed,
benefits accrue without legislative involvement.
‘Legislators are|thus free to work on other issues.
Support through| tax exemptions is also less expensive
than support through direct funding, because no money
changes hands. |Those distributing state funds save the

time and expense involved in other distributions of
state support.,

b. Tax exemptions are a reliable and stable source of

?public support.

| o .
'As government and organizations grow, so will the value
of the exemptions received. Because tax exemptions are
‘not periodically reviewed, they provide a stable source

of support.
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Tax exemptions

=

rartially relieve nonprofit organizations

and government of the obligation to raise revenues

1directlz.

iAs the amount oi

[so too is the n
ican use more of
missions.

Public Concerns

a.

revenue needed to operate is reduced,
ed to raise funds directly. Nonprofits
their resources to accomplish their

Tax exemptions bypass traditional government processes

preceding the e

cpenditures of public money.

After granting
iexemptions when

'publicly.

INo _accountabili

benefitslburden]

tax exemption, the state Legislature no

longer is required to evaluate the results of those tax

it meets. As a result, the costs/
of tax exemptions are rarely discussed

vy for the use of tax exemptions exist.

\The lack of public review of tax exemptions granted to
‘organlzatlons is a loss of accountability by legislators

to voters.
Accountablllty
exemptions.

number at the t
iclerks to know

its mission.

‘The cost of tax

tax are kept by retailers.

egislators do not act, voters are unable

to fully evalua e their performance.

s also a concern with sales tax

ecords of purchases exempt from the sales

Clerks record a tax-exempt
me of sale. It is difficult for retail

hether the item being purchased will be

used by the ornglzatlon or government in furtherance of

exemptions bears no necessary

relationship to

the value of the services that various

nonprofit organ

izations provide to the community.

‘The cost of tax
conferred on th

nonprofit sector.

exemptions may far exceed the benefits
general public in some segments of the
Often cited examples include hospital

'and arts organizations, where direct public benefits may

:exceed the cost

Tax exemptions

of tax exemptions.

re inequitable among nonprofits and

between nonprofj

As previously m

ts and for-profits.

ntioned, some nonprofits benefit more

from tax-exempt policies than other similar nonprofits.

For example, a
‘and owning prop

onprofit providing health care services
rty would have its purchases exempt from
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%the sales tax aLd its property exempt from the property
'tax. Another nonprofit providing similar services to a
'similar clientele, but renting, instead of owning
iproperty, would| only be exempt from the sales tax
purchases.

If a for-profit|and nonprofit organization also operate
in the same area (e.g., day care, nursing homes), only
the nonprofit wﬁll be eligible to apply for exemptionms.

e. Unfair competitkon may be occurring.

Governments and|private organizations are concerned
about the fairness competition between nonprofit and
\for-profit organizations. One study concluded that the
availability of state property, sales, and income
tax-exemptions 'has a significant effect in enhancing
‘the market share of nonprofit firms vis-a-vis their
proprietary competitors." [34]

the |late summer and|early fall of 1988 to better understand
the lextent of competition between nonprofits, for-profits,
and}governments.

Minﬁesota conductedlhearings on unfair competition during

F. Tax exgéptions have manL effects.

When government exempts an organization or product from taxation
several leffects follow:

1.

|
Tax rates are highei--Exemptions narrow the tax base.

Narrowing of the base means that rates must be higher in
order to collect similar amounts of revenue.

rtain items and organizations from the
of tax exemptions on certain items

g) is much larger than the cost of

o organizations. But when combined,

s taxes equal almost as much as sales
1986, $1.218 billion in exemptions were
ions and products, while state
government collected $1.360 billion. 1In 1987, state
government exempted $1.298 billion and collected $1.470

billion. [35] An %dditional $25.5 million in 1986, and

Minnesota exempts c
sales tax. The cos
(e.g., food, clothi
exemptions granted
exemptions from sal
taxes collected. I
granted to organiza

$24.7 million in 1987 were partially exempt from sales
taxes. [36] (See Appendix E for more specific
information.) £

t to local governments of property tax
exemptions are $731 | million in 1988, and $777.5 million in
1989. An analysis of the effects of broadening the property
tax base to include| statutorily-exempt property found that a
sevén percent rate reduction across all classes of property
would be possible. | [37]

Estimates of the co



Not all taxpayers benefit from tax exemptions--Lost revenue
to state or local governments, because of tax exemptionms,
means that every taxpayer supports all the activities of
organizations receiving tax exemptions. Some nonprofits
represent only the interests of their members. While all
taxpayers support the organization, only the members of the
organization may beﬁefit from the tax exemption (e.g.,
alumni organizations).

Although all taxpayers may not benefit from the
appropriations made by governments, government officials
regularly review appropriations. Governments do not
regqlarly review tax exemptions.

All taxpayers may benefit, but fewer taxpayers may finance
the benefits--Some tax exemptions, like those for state
government, benefit all taxpayers. However, with the
property tax exemptions, residents living where exempt
property is located pay a higher share of the cost of
providing property-related services to exempt property.

cy of the economy may be affected--If an
ecisions without considering the full
cost of those decisions, efficiency may be affected. For
example, if a nonprofit organization had to pay property

The bverall efficieJ
taxes, the amount oi that tax would be considered when a

organization makes

decision about where to locate was being made. Similarly,
consumption by nonprofits might decrease if sales taxes were
applied to purchase

will affect the behavior of producers and consumers. When
governments and nonprofits face the same prices as
for-profits, economic efficiency is enhanced. Because
nonprofit organizations and government have been exempt from
taxes for many year# little anecdotal evidence exists to

Economic studies f13d that the prices of goods and services

show how their organizational behavior would be affected
without exemptions.

Minnesota state goernment however, lost its sales tax
exemption recently. 4 State officials express concern about
the paperwork associated with paying sales tax. But the
samel officials note that loss of the sales tax caused the
state to "look closir for better deals...occasionally buy
cheaper products (for office supplies)...(or make) fewer
purchases of big ticket items...(while) product
specifications...have not been lowered or changed." [38]

Government and n p}oflt organizations are benefitted--Tax
exemptions confer benefits on government and nonprofit

organizations. Without exception, these organizations view
the benefits as public support for their organizations for
whi%h they are very | grateful.
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tives argue that extension of taxes to
will result in fewer services and/or

nd other states are examining tax-exempt

policies,

1.

Federal government--
House Ways and Means
representatives of h
businhesses for a wee

The Subcommittee on Oversight of the
Committee heard testimony from
undreds of nonprofit organizations and
, during the summer of 1987. "Unfair

comp?tition" was alleged by small business owners.

As ajresult of the hearings, Congress is considering minor
changes to current "unrelated business" definitions to curb

abuse in specific ar

Other states~-Like t
governments are exam
tax-exempt policies.

a. Examining Change

eas.
e federal government, several state
ining or recently examined their

A few have actually made changes.

s--The Wisconsin Legislature received a

recommendation f

rom its Audit Bureau to clarify the

definitions of "benevolent" and "educational®

prganizations du

xemption regul

ring 1987.

ions to make it more difficult to

Qregon’s Depart%:nt of Revenue is considering changing
t

ualify. The O

gon Department of Revenue recently

denied property [tax exemption to the YMCA, in Portland,
after finding that "the organization is not operated in

a charitable ma
only a small se
structure, and
|

er because of their policies to serve
ent of the community, their pricing
e minimal element of giving." [39]

Pennsylvania Legislators received recommendations that

would prohibit
enterprise, regj
affiliated grou
strict administ
corporations.

Changes made--Af|

onprofit competition with commercial
late the transfer of funds among

s that include nonprofits, and establish
ative oversight of nonprofit

ter county tax assessors in Kansas began

thallenging andeenying property tax exemption to a

variety of orga
its exemption st

iould not, in an
xemptions.

izations, the Kansas Legislature amended
atute to clarify that charging fees
d of itself, cause loss of property tax

South Dakota’s
Kor tax exemptiﬁ
exemptions, non
resources to “rg
pnderpriviledgej
\

nms in 1986.

egislature adopted restrictive criteria
To qualify for tax

rofit organizations must devote

lief of the poor, distressed, or
Additionally, the organizations must



'receive a majority of their income from donations,
public funds, membership fees, or program fees generated
]solely to cover |operating expenses. Organizations must
loffer services without regard to ability to pay, and
they must be degignated as 501(c)(3) by the I.R.S.

Some Utah hospilals recently lost their property tax
exemptions because of a finding that too little charity
care was being provided. As a response, the hospitals
losing their property tax exemption recently opened a
health care clinic providing free health care.

|
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CONCLUSIONS
The lines between government, nonprofit, and for-profit

organizatigﬁs have blurred.| But the extent and consequences of the
blurring are not well known,

Governments ;and nonprofits have adapted to changing environments.
But to what extent has pressure to lower tax rates (on governments)
and earn revenues (on nonprofits) caused either to engage in
activities also provided by tax paying organizations? What are the
implications for the state’s economy as a whole? Are some
services/products more efficiently provided by certain types of
organizations? We have many questions, but few answers. We should
know more.

Nevertheless, important distinctions between government, nonprofit
and for-profit organizations remain.

Unlike for-profit organizat
organizations are prohibite
persons exercising control

ons, governments and nonprofit
from distributing excess revenues to
f the organization.

Government produces the types and amounts of public goods desired by
the majority of its citizens (or their representatives). Government
is the onlyikind of organization that raises most of its revenue by
levying taxes, rather than selling a service or product. And
governments are elected.

Some nonprofits provide public goods that supplement government
offerings. |Other nonprofits provide public goods desired by a .
minority of |citizens, producing services or products government is
unwilling or unable to provide (e.g., advocacy for minority groups
and religiod). Nonprofit organizations form voluntarily, providing
an important tool for individual participation in community life,
necessary in a democratic society.

Exemptions from taxation do
for individuals to associat

voluntarily.

Voluntary associations existed for many years before exemptions from
income, unrelated business income, and sales taxes. Many voluntary
organizations not enjoying exemptions from taxation exist today.

Tax exemptions, therefore, do not affect the ability or opportunity
for individuals to associate voluntarily.

Nonprofits and governments deserve public support.

Government and nonprofits serve Minnesotans well. These .
organizations provide many economic, social, and political benefits
to the state. Tax policy s%ould recognize this important role.
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Some public support in the form of tax exemption is desirable.

Through exemption from taxation, the special role of governments and
nonprofits i? our society is| recognized.

Tax exemptiohs do more, too.\ They:

A. Provide incentives for o%ganizations to f£fill gaps left by
commercial markets;

B. Promote diversity; and

C. Recognize the special nature of some property assets of nonprofit
organizations.

Less public support to governments and nonprofits should be provided

through tax exemptions because tax exemptions have several
disadvantages. Tax exemEtiiEs are ineguitable; unaccountable, and

may negativeiy affect the oWerall efficiency of the economy.

A. Equity--

Income tax exemptions Lare available only to groups organized
as nonprofits. Many nonprofits are engaged in activities
that are also found ﬂ; the for-profit sector (e.g., day care,
health care, nursing homes, education). Even if the mission,
clientele, and fees charged are similar in both types of
organizations, only e nonprofit organization will be
eligible for exemption from income taxation.

Sales tax exemptions |are not available to all nonprofits.
Nor are they avallab e to for-profit organizations providing
similar services to s1mllar clientele as nonprofits.

Property tax exemptions are enjoyed only by some nonprofits
owning property. Many nonprofit organizations pay property
taxes through rent, or they do not pass the legal test
necessary to take advantage of property tax exemptions.

The property tax is partly used to provide local services to
property owners. Some of the services are property-related,
including street construction, maintenance and repair, and
police and fire protection. While all property owners
benefit from these local services, those with tax exemptions
escapk the costs.

!
Those costs are borne partly by all state taxpayers (through
local government aldé and school aids) and partly by the
taxpayers in a given |jurisdiction (through local property
taxes)). When the fagility benefits the entire state (state
prison or university) it is unfair to require local taxpayers
to subsidize the property-related services needed by the
exempt appropriation. Conversely, when the property benefits
only a few invididuaqs or community (e.g., membership
organizations) it is junfair for all taxpayers in the state to
subsidize.
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B. Accountability--

No effective review if tax exemptions occurs by elected
officials. Lack of periodic review of tax exemptions by
elected officials results in a loss of accountability to.
voters and taxpayers, As long as legislators do not review
tax-exempt policies, voters will not be able to evaluate
their performance fully.

Tax exemptions are subject to abuse. While state law exempts
only purchases made to fulfill charitable nonprofits’
mission, the Department of Revenue does not audit nonprofit
organizations®’ purchases to determine their appropriateness
or to discourage abuse. Instead, the state makes retailers
responsible for enforcing the law, because they must
determine whether tolquestion if the purchase is related to

the charitable mission of the purchasing organization.

Becayse of the intersrelated nature of Minnesota'’s system of
state and local finamce, property tax exemptions in any one
taxing jurisdiction have unforeseen, as well as unknown
financial consequences for taxpayers. While state policy
determines eligibility for exemption from property taxes,
administration is left up to local officials. When property
tax exemptions are granted by a community, the consequences
of that decision areTpartly paid for by all Minnesota
taxpayers. Formulasiused by state government to determine

the level of school aids and local government aids consider
the property tax base of the community. In most cases, if
the property tax base is smaller (because of exemptions), the
local government will receive more aid from the state.

C. Effiaiencz-- ‘

Organizations enjoying tax exemptions are able to make
decisions without comsidering the full cost of those
decisions. Decision-making is distorted.

Distortions in decis
of resources--Would
property if there we
Would the location o
organizations purcha
items if there were

VII. Public support to governments should rely more on taxation. Public
support for nonprofit organizations should rely more on incentives

for individual contributions.
Unlike other nonprofit orgamizations, governments have the ability
to finance their operations|through taxation. When doing so, equity
between governments and accountability to voters is enhanced. Less

on-making may result in inefficient use

onprofit organizations own as much

e no exemptions from property taxes?
exempt property be the same? Would

e the same quantity/quality of taxable

o sales tax exemptions?
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reliance on kax exemptions ghould also result in better
decision-makiing by governmerts.

Indirect support for nonprofiit organizations in the form of
voluntary contributions has none of the disadvantages associated
with tax exemptions. Voluntary contributions are equitable, because
they are currently available to all nonprofit organizations and some
governments. Voluntary contributions are publicly accountable,
because they allow individuals to evaluate their support at regular
intervals. And voluntary contributions enhance efficiency, because
they encourage organizations to satisfy the demands of donors for
service provision and operation at minimal costs.

It is more fair and more efficient to support nonprofit
organizations through individual giving decisions on merits rather
than sustaining a system thﬁt grants public support through broad,
undiscriminating exemptions.

Public support should not be limited to certain types of nonprofit
organizations through establishment of more limited criteria.

A few states/ have limited the availability of tax exemptions to
certain types of organizatidns. We believe that individuals, not
government, Fhould decide which organizations deserve their

support. We| also believe that charity should continue to be an
evolving conbept. New criteria may result in less flexibility, and
therefore, opportunity for grganizations to adapt to changing needs.
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RECOMMENDATIONS

The following reco@mendations are |intended to (a) recognize the special
role of governments and nonprofit organizations in our society and (b)
make tax policy more equitable, accountable and enhancing of the overall

state economy.

I. The Minnesota Legislature shoﬁld:
A C

C.

ontinue tp exempt government and nonprofit organizations from
state incoge taxes.

By exempting Minnesota governments and nonprofits from the payment
of income taxes, the state conforms with federal tax policy.
Movement a%ay from confor%ity would pose a significant
administrakive burden on state tax enforcement and on nonprofit
organizatipns. The potential yield is small, since most experts
agree that nonprofit organizations rarely accumulate significant
revenue surpluses that miaht be subject to taxation.

Governments and nonprofit |organizations have enjoyed exemption
from Minnesota state income taxes as long as the tax has existed.
State policy should continue to recognize organizations electing
not to make "profits” their goal through exemption from state

income tax#s.

Tax the un&elated busines# income of nonprofit organizations.

Continuingl to exempt the unrelated business income of nonprofits
is not justifiable. Given increasing concern and information
about nonp#ofit and government involvement in activities also
provided by tax-paying organizations, state policy should ensure
equal tax treatment, not exacerbate unfair competition. By taxing
unrelated business, state government will send an important
message--as the organization shifts away from its mission to
unrelated business, so toad will the taxable status of the
activity.

Continue to exempt governdgnt and nonprofit organizations from
ayment of property taxes. The state Legislature should require
that all exempt propert ay a fee for property-related services

While we are concerned abqut the equity, efficiency, and effects
of property tax exemptiong, we recognize that the responsibilities
of governments and some n nprofits require ownership of property
in order tlo fulfill their mission. State policy should recognize
this by coptinuing to exempt these properties from payment of the
property tax.
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Someone muyst provide access to and protection for the property.
Most of these services are provided by local governments. Because
all property requires and benefits from property-related services,
all propeﬂty owners, including governments and nonprofits, should
share in the cost of providing those services.

|
Ownership\of property briggs with it a demand for services.

The costs of providing property-related services are currently
included in the local property tax. As a result, the value of
property being assessed plays an important part in the amount of
property ﬂax paid for these services.

Our recomjendation, however, would have all property pay a share
of the costs. Because the state Constitution does not allow
imposition of property taxes against certain types of properties,
the current system charging for property-related services cannot
be used.

Administration should occur at the county or city level. The
system shduld set fees based on:

. the cast of property-related services within a jurisdiction;
. the amount of land involved;

. the size and type of
. the way in which the

tructures; and
roperty as a whole is used.

s WLWNOE

The system to determine fees should be set by statute.
The SYStGJ should allow abatement of the fee for local property
services to the extent the organization provides some of the
property services normally provided by local governments (e.g.,
higher education institutions providing some of their own police
services.)

Without ddubt, there will |be costs and concerns with setting up
the new system to determine fees. In the event the Legislature
finds a new system unfeasible, it should allow assessment of fees
on all statutorily exempt property using the current system of
property valuation and applying appropriate mill rates for
property-related services

Require ggvernment and noiprofit organizations to pay sales taxes
on their purchases but provide a transition period to assist
organizations in adjusting to the change.

Eliminating sales tax exe#ptions produces more equity between

differentﬁorganizations. {No longer will distinctions be made

because of the identity of the purchaser. Without organizational

exemptions, accountability is enhanced because taxpayers and

persons who support nonprofits will know what is being spent for

taxable p#rchases.
\

|




Requiring 'payment of salei taxes should also enhance efficiency,
because all governments and nonprofits will make purchasing
decisions based on the true costs of those decisions.

Elimination of sales tax exemptions will affect organizations
differently. A transition period, lasting a few years, should be
provided to assist organizations in adjusting to and planning for
the loss of sales tax exe$ptions.

II. To provide additional opportunities for fundraising to nonprofit
organizations, the federal and state governments should provide
additional incentives for individual contributions.

Loss of sales‘and unrelated business income tax exemptions and
imposition of |service fees for property-related services will cause
many nonprofits to seek additional support. It seems only reasonable
for national and state policy to expand incentives for individual
contributions [to nonprofit organizations. These incentives should
take the form of income tax credits.

III.As tax—exemgtipolicy changes and tax bases are broadened, new
revenues shouyd be used to de¢rease tax burdens to the extent

possible.

It is not the intent of these |recommendations to provide windfalls for
governments. [Although the fiTcal impact is unclear, we expect

requiring payment of fees for property-related services to result in
additional revenues for local governments. Requiring local
governments to pay sales taxes will also increase the need for new
revenues. The bottom line will vary from one community to another,
local governments should, to the extent possible, use new revenues to
provide property tax relief.

Extension of #ales taxes to ngnprofit and government organizations
should net st#te government approximately $100 million annually. Like
local governments, state gove ent should use new sales tax revenue
to lower sales tax burdens.

IV. The legislative auditor should evaluate the effects of extending taxes

to nonprofit organizations after they have been in place for at least
two vears.

Changes in tax-exempt policies are likely to affect the way in which
both local governments and no‘profit organizations are able to perform
their functions. The legislative auditor should evalute the effects
of changed tax-exempt policies and report to the Legislature.
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E. The Le isiature should charge a state agency with responsibility
for collecting and analyzing information about the state’s

nonprofit sector.

Minnesota'’s nonprofit organizations play a major role in the
state’s economy. But we know very little about them. A
statistical program should be developed to gather data about the
sector, including: its size, activities, products, sources of
revenue, and interactions with for-profit organizationms.
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A?PENDIX A

*able 1
|

Number of No#profits* (Nationally)

Year Total 501¢c) (3 Z_of Total
1976 : 763 260 34.07%
1977 1 790 276 34.932
1978 ‘ 810 294 36.292
1979 825 304 36.84%
1980 846 320 37.822
1981 851 328 38.54%
1982 841 323 38.402
1983 845 336 39.76%
1984 871 353 40.522
1985 887 ‘ 366 41.262

*In thousands

Source: The Nonprofit Economy, Burton Weisbrod, Harvard University
Press, 1988.

Table 2

Per@ent of all U.S. assets owned by government
and nonprofit organizations, 1953 and 1975.
|

|
Government |
Year Féderal State/Local Nonprofit Total
1953 7.5 5.6 1.5 13.1
1975 3.9 8.5 1.8 12.4

Source: The Nonprofit Economy, Burton Weisbrod, Harvard University
Press, 1988. |
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APPENDIX B

Federal corporations created by federal law to act as
instrumentalities of the United States. Example: Federal

Title-holding corpoﬁations for exempt organizations,
necessary because certain states prohibit tax exempt
organizations from holding property.

Religious, educational, charitable, scientific, and literary
organizations testing for public safety, fostering certain
natipnal or international amateur sports competition, or
prevention of cruelty to children or animals. This

includes private foundations.

CiviL leagues, social welfare organizations, and local
associations of employees which promote community welfare or
contribute earnings |to charitable, educational, or

Laboir, agriculturalJ and horticultural organizations which
seek to improve working conditions, products, or efficiency
instruction.

Business leagues, chambers of commerce, real estate boards,
and lother similar organizations which seek to improve the

Cluﬂs organized for the pleasure, recreation, or social

Fraternal beneficiary societies and associations. These
organizations operate under the lodge system and provide
life, sickness, and 2 accident benefits to their members.

enefit associations (including federal

IRC, Sec. Type;of Organization
501(c) (1)

Deposit Insurance Corporation.
501(c)(2)
501(c)(3)

clas
501(c) (4)

recreational purpos%s.
501(c)(S)

through education o
501(c) (6)

common business of Thelr members.
501(c)(7)

act;bltles of their members.
501(c) (8)
501(c) (9) Voluntary employee

501(c)(10)

501(c)(11)

empuoyee voluntary #enefit associations formerly covered by
Sectiion 501(c)(10). | These organizations provide for payment
of life, sickness, 4ccident, or other benefits to members.

Domestic fraternal societies and associations. These
organizations are similar to 501(c)(8) organizations but do
not provide life, sickness, or accident payments to their

members . i
|
|

orgdnlzatlons of a purely local character which provide for

Teachers’ retirement fund associations. These are
payment of retirement benefits.
|

|
|
|
i




501(c) (12)

501(c)(13)

501(c)(14)

501(c) (15)

501(c)(16)

501(c)(17)

501(c)(18)

501(c)(19)
501(c) (20)
501(c) (21)

501(c)(22)

501(c)(23)

501(d)

501 (e)

501 (f)

521 (a)

|
\
|
w -
‘ |

& | .
Benevolent life insurance associations, mutual ditch or
irrigation companies, and mutual or cooperative telephone
companies among othﬁrs.

Cemetery companies gwned by and operated exclusively for the
benefit of their members.

State chartered creéit unions and mutual reserve funds.
Theﬁp organizations provide banking services to their
members.

Mutual insurance companies or associations which provide
insurance to members at cost. (Tax exempt status is limited
to organizations with annual gross incomes of $150,000 or
less). |
Cooperative organizdtions which finance crop operations in
conjunction with activities of a marketing or purchasing
association. |

|

Supqlemental unemleyment benefit trusts.
| |

Emplbyee funded penﬁion trusts (founded prior to

June 25, 1959). |

Recognized posts or |organizations of war veterans.
Trusts to provide f%r prepaid legal services for employees.

Black lung disease &rusts.

i

Witmdrawal liability payment funds. These organizations .
provide funds to meet the liability of employers withdrawing
from a multi-employer pension fund.

| |
Associations of past or present members of the Armed Forces,
founded before 18804

Religious and apostélic associations. These organizations
provide a common trjasury of the regular business activities
of a communal religjous group.

| ‘

Coop@rative hospita# associations providing the following
services for two or more exempt hospitals: data processing,
puiﬂhasing. laborataory testing, printing, communications,
records center, andspersonnel services.

Cooperative educati&nal service organizations. These
perflorm collective %nvestment services for educational
organizations.

|
|

Farﬂers cooperative associations. These organizations
perform cooperative |purchasing and marketing of agricultural
proqucts. ‘
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11-10-87 APPENDIX C
TRANSACTIONS—PART II1
T = mxable E = gxempt
. SALES TO

. .. 2 _a-| FEDERAL :

SALES TO |{GOVERNMENT SALES OF

NONPROFIT|  AND ITS WRAPPERS

ORGANIZA- | AGENCIES, AND CON-
STATE TIONS(1) o) TAINERS
Al 6N E EG7 T(96) T Ei49)
Ariz’ T(34.73) EQ3S) 6 T(104) T E{49)
Ark T(14.67) E(16) T4)) T T T(S1)
Callt, T4 E(18.66) T T96) T9)  E(55.69)
Colo. E E E T(50) T(S9)  E(48.64)
Conn. E(1.6) E ES) T T E69)
= E(5) E E(77) T(90) T(S9)  E49.50)
Pa. E E E(71) T(9%) T E(49.50)
Ge. T(7.28) E E o1 T E(49)
Haw. T EW T T TG) T
Idabo T(14.67) E E T T T(69
m E E E E(89) E(S9)  E(6
Ind. E E E27) T2 T E(55.81)
lows T(67) E E(42.78) - - T(89.93) T E(&4)
Kan T(28) E EG339) - T T E(49)
K. E(8) E EQ7 T T E(55.80)
La TN E E(19) T(%4) TOS)  E@8-50.52)
Me. T(67.68) E(e5) E(8) T T(59)  E(41.44.5%)
Md E E(16) E T(54) T E(712.79)
Mass. E®) E E T(93) T E(69.80)
Mich. E E(15) E(24) T(96) T E(12.48-50.54)
Miga. E(86) E(86) E(T) T(106) T T(49.82)
Miss. E(28.67) E(23) E(15) T T E(41)
Mo. E E E T(89.96) T T(48.63)
Neb. 3 E E T8 T E(69.81)
Nev E E()| E T T E(69.81)
NJ. E(11) E | E 9 E(S9)  E@9)
NM. E(8®) E(s7) E(38) T E(59)  E(e9)
NY. EQ1D) E E T(99) E(9)  E(S.2D)
NC. T(46) EQ26) “T(46,56)  T(100) E(9)  E@)
ND. T40.67) E E(T7) T(96) T E
Ohio E(10) E E T(101) T E(a4)

€ 1987 PH inc. ..As‘rr.- See Croes Reterence Tad|
l

o tor istest doveiopments .
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Charts—Sales Taxes—Specific Transactions—Part ITI 11-10-87
T = taxable E = exempt
' SALES TO | SALES TO
FEDERAL STATE,
SALES TO [GOVERNMENT ITS SALES OF | WITH- | SALES OF
NONPROFIT| AND ITS SUBDI- |COMPUTER| DRAWAL | WRAPPERS
ORGANIZA-| AGENCIES, | VISIONS FTWARE) |[FROM OWN | AND CON-
STATE TIONS(D) a2 & AGEN a9 STOCK 4% | TAINERS
Okda. 6N E(88) " E T T E(49.57.88)
Pe E(83) E E aT(96) T E(22.49)
RL E E E T(102) T E(69.80)
5C. ) EW) T3) T T E(22)
S.D. TO# E E(36) T T(9)  E44)
Tenn, E E(23) E T(103) T E
Ter. E E E T T E(69.80)
Utab E E E(25) T(96) T E49.81)
\73 E(8 E E T(96) T E(41.48)
Va. T(2847.73) E E T(54) E(44.48)
Wash. (Sales- T(58.67) EQ29) T(2.53) (104) T(S9)  E(30)
ase)
(Bus. & T(67 T T T E E
Occup.}
W.Va—~GST1D  TU7) TGO T(17) Ta7 T4 TOD
—CRST17)  E(8) EGD) E(31.70) . .. T(107) T .- E(60)
Wis, E E E - T(96) T E
Wyo. E E T(105) T E(48.49.51)

E(47,88)

FOOTNOTES to chart 9255: (1) Refers to sales to charitable, religious, educa-
tional, etc.. orgs. for juse exclusively for charitable, etc., exempt purposes.
(2) Exemption allowed for receipts reimbursed by US for flood control.
(3) No specific provision; probable status shown.
(4) Sales of liquor, tobacco and other tangible personaity by sellers licensed under
respective liquor, tobacco and gross income tax laws. Sales to Natl. Banks are taxable.
(5) Buyer must have exemption certificate; vendor must meet record keeping require-

ments; institution
D.C., which result

!:Im be located in D.C., carry on activities to substantial extent in
in substantial benefit to D.C. citizens; and property or services bought

are for use consumption in operating institution or honoring institution or members.
(6) Sales of food products to nonprofit schools are exempt.

(D Religious pa
(8) Applies only

for org. benefit are exempt.
those orgs. exempt under IRC §501(cX3) (Ky., Mass., Vt.). In

to
W.Va., such Fed org*. are among those exempted.
(9) Restricted to orgs. providing a public benefit.
(10) Exemption also applies to orgs. providing specified services to hospitals and

charities; state headdg
center; performing ar
(11) Sales to UN
(12) Taxable if co
(13) State purcha:
(14) Exempts sal

hospitals,

(15)° Order must t
(16) Statute exem

e on prescribed form; paid directly by govt.
pts transactions if Fed constitution prohibits taxing.

uarters of veterans’ org.; animal adoption society; community arts
1s; educational TV-radio (Ohio).
are also exempt.
nsumer pays separate charge for container.
sed textbooks, library books for public schools are exempt.

es to oonprofit educational institutions (public only in Ark.) and
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11-10-87 Charts—Sales Taxes—Specific Transactioas—Part 111
FOOTNOTES to chart §255—continued:

(17) GST refers to “Gross Sales Tax™ or the business and occupation tax is repealed
7-1-87 except for certain utility cos. CRST refers to “‘Consumers Retail Sales Tax.”

(18) es taxable if made to U.S. corporate agencies and instrumentalities, not wholly
owned by U.S. Sales to Selective Service officials or local draft bds. exempt. In Calif. ex-
emption doesn't apply to reatals.

19) hases by-—La., depts. & agencies state boards-commissions, school boards.
parish and municipalities, parish hospital service & law enforcement dists., waterworks
dists., public bousing authorities are state tax-exempt. Capital mass. transit equipment
exempt. .

(20) Specifies IRC exempt org. and other such furnishing exempt certificate.

. . 1) Container with contents for ultimate consumer, exempt; includes pennanent Ja-
bels, name plates for shipping.

(22) __Exempt if part of sale, delivery to customer. .

(23) . If sale made and billed directly to U.S. or agency and pnd for directly by U.S.

(24) 1f sale ordered on prescribed govt. order form. .

(25) Agencies must be performing essential governmental funcuon

(26) Agencies must be owned and controlled by govt.

(27) Sales exempt if used to perform governmental functions.

(28) Sales to nonprofit schools and hospitals are exempt. In Va. also exempt are sales
to adult or nursing bomes, state historical societies (specified items) and specified others.

(29) Regulation exempts if govt. agency operates for benefit of public.

(30) Taxable if in litter-producing category.

(31) Sales to govt. and agencies for distribution in public welfare or relief work.

(32) Kern-Limerick (1954) 347 U.S. 110, 74 SCt 403 is paramount Fed law, exempt-
ing from use tax and from consumer's sales taxes.

(33) es to state, its departments and institutions, for use in governmental capacity.

(34) empt: sales to nonprofit hospital, nursing-residential care institutions.

(35) Direct sales by instate manufacturers, assemblers or repairers to U.S. exempt.
Sellers for manufacturers ewc. making Fed sales pay tax less 50% deduction. Also exempt
if items for development of certain Fed research projects (Ariz). .

36 Proof may be required as to payment of sale with governmcnt funds.

(37 Counties and incorporated municipalities.

(38) Agencies not specifically mentioned in law or regulations.

(39) Uniess buyer engaged in business subject to sales tax.

(40) Exempts sales to nursing homes. And hospitals in N.D.

(41) Non-returnabies when sold to manufacturers and wholesalers.

(42) Except sales of goods used to operate municipally owned public utilities.

(43). Exempt items are specified.

(44) Exempt if (a) sold to mirs., fabricators or processors as raw materials per S.
Dak. law and used or consumed by mir.; or (b) sold to retailer using same to hold other
taxable personalty.

(45) 1f exempt from sales tax, probably subject to existing use tax, (See (59) below).

(46) Refund of tax on personalty and building material available to certain buyers.

(47) Sales 1o churches are exempt.

(48) Sales to U.S. are exempt except charges for transmission of voice or messages.

(49) 1f container is returnable (except food and soft drinks containers), sale is taxabie.

(80) Tmble if sold to person rendering non-taxable service. In Fla., if one-time use.

(51) Sales to manufacturers for shipping own product are exempt, including proces-
sors & pounders in Wyo.

52) es to wholesalers for making single wholesale delivery are taxable.

(53) es of one political subdivision to another are exempt. .

(54) Includes sales to wholesalers and others for making deliveries.

(55) Returnsble containers sold with contents or resold for filling.

(86) Refund of tax on materials for buildings owned or leased by counnes. cities and
towns. Sales to Dept. Transp. are exempt. (NC). ’

N CY)) es 10 persons having no sales tax permit are taxable.

@ 1987 PH Inc. —=ASTG— See Cross Reference Tabia for iatest deveiopments
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Taxes—Specific Transactions—Part 111 11-00-87

FOOTNOTES to $285—continued:

(58) Sales to schools are exempt.

(59) Taxable c v

(60) Contamers\ exempt if returnable and billed scparatel) '; '

(61) Tax is on retailer so most sales to US are taxed.

(62) If original substantial, later sale isn’t one for resale.

(63) Reusable containers transferred in retail sales are exempt xf refundable deposit
required; note (64) also applies (Mo.). .

(64) Exempt: containers and other disposables furnished free thh uable food, meals
or beverages (Colo.; Mo.).

(65) State hospitals are exempt. L

(66) Nat'l banks are use m-exempt S

(67) Specified groups exempt.’

(68) Except sales to hospitals, medical research centers. schools and churchs

(69) Nonreturnable containers when sold without contents, -returnable (except non-
refillable beverage i m Conn.) containers when sold with contents and- containers sold with
npontaxable contentsl are exempt.

(70) Sales to Vol. fire dept. and public service districts are exempt

(71) Sales of maf:hmef)v. equipment, parts, etc., used to produce electricity to subdivi-
sior.- are taxable.

(72) Taxable if spid to person rendering nontaxable service.

(73) Exempts proceeds of sales of textbooks used in schools. In Ariz., exemption ap-
plies only to books required by state U or community college.

(74) Exempt if for resale.

(75) Exemp: if self-propelled farm equxpment or earth movers ($3000 cot (min.)) with-
drawn for rental (sales promotion).

(76) Exempt if purchascd for resale along with contents.

(77) Orther states-territories exempt if reciprocal. Minn. and localities; Minn. doesn’t
require reciprocity. |

(78) Applies 10 purchases used for public purposes.

(79) Exempt und r use tax if purchased by purely public charity.

(80) Returnable and nonreturnable exempt if sold to sellers for filling and sale.

(81) Taxable if sdld to final user or consumer.

(82) Exempt if for use by farm or mirs; also, for shipping household goods outstate.

(83) Taxable are items becoming permanent part of realty but items for routine
maintenance-repair are exempt.

(84) Sales to charities are exempt.

(85) Taxable if title held or taken as finance security (Me.).

(86) Taxable if bldg. materials bought by contractor as part of lump-sum or like con-
tract with guaranteed max. price for labor-materials.

(87) Taxable if items for metropolitan dev. project.

(88) Exempts if sale of oil drums to nonretailer of such items. Also exempt are sales
to persons appointed or contracted by U.S. agenau/mstnmenuhus if U.S. takes imme-
diate ownership-possession.

(89) Chart covers only sales of computer software. Sales of computer hardware is gen-
erally taxable unless §poaﬁcaﬂy exempted from tax as in Illinois (if used to generate ex-
empt machinery); lowa (if used dxrectly-pnmmly in promsmg or in R&D of new prod-
ucts or processes); Mich. Gf used in CAD or certain industrial processing system).
Exemnption for manuf ing machinery-equipment is charted at §254.

(90) Exempt if program's preparation or selection needs analysis (D. C.) or it needs
adaptation (by vendor) for use in a specific output device (Colo.).

(91) Exempt if software written in customer’s business place (Ga.).

©2) Exempt if specifically designed for buyer (Ind.).

©3) Exempt if used directly-primarily in processing or in R&D of new products or
processes (mfg., purifying, combining materials, meat packing) (Iowa).

(94) Exempt if wﬂtware custom-designed for one person’s exclusive use (Ida., La.,
Md., Minn.; Va.).

(95 Exempt if cusﬁotn program is readable by humans (Mass.).
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1-10-87 Charts—Sales Taxes—Speciflc Transactions—Part III

(N)T?KTIEStoc&nwtﬂZS&-conunued
17(96) Exempt if customized written program (Ala., Calif., Fla., Mich., Mo., N.D., Pa.,
tah, Vi., Wis.)
.| O7 Taxable if program is the information-directions dictating computer’s function
.tnd if sold without adaptation to customer's requirements.
(N(Db; Tax also applies to charges for coding, punching or otherwise producing software
eb ;e
99) Software is exempt mu.nglble if prepmnon-:elecnon need analysis; or program
beeds adaptation by vendor in  specific environment (NJ; N.Y.).
(100) Software is exempt unless program remains in or placed on computers to oper-
. tu:equqnnent(hi(i) :
" 1 (101) Tax applies to ADP and computer services if true object is buyer's receipt of
tgchh ;emus (not merely incidental) rather than receipt of personal-professional services
: 0,
ﬂ (102) Exempt if custom software (incl incidental services) created spec:ﬁully for one
user and prepared to that user’s special order (R.1.).
| (103) But fabrication of software for own use isn’t taxable “use” (Tenn.).
| (104) Exempt if program is tangible evidence of professional (Wash.) or technological
service (Ariz.).
. 1 (105) Tax applies to sale of computer software needed for basic operation of bard-
ware (Wyo.).
(106) Exempt if master program used to make copies for sale or lease; note (94) aiso
qpplm (Minn.).
(107) Exempt if sale o! EDP services and related software (W.Va.).

Source: All States .Tax Guide, Prentice Hall Information
1 Services, 1987

€ 1087 PH Inc —=ASTG— So0 Cross Reference Tedie for lstest geveiopments
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APPENDIX D

i
Selected Minnesota Counties and Cities with over
25 ﬂercent of Property Market Value Exempt

County City 2 of Market Value Exempt
Anoka %
| Anoka 29.112
Coon Rapids 30.462
Hilltop 51.102
St. Francis 25.942
Becker . 28.872
Audubon 39.402
‘ Callaway 27.82%
| Detroit Lakes 27.082
| Frazee 39.57%2
| Lake Park 30.042
5 Ogema 27.50%
| Wolf Lake 29.132
Big Stone 34.502
Beardsley 40.42%
Clinton 34.362
\ Graceville 51.592%
| Odessa 30.31%
Ortonville 29.532
Brown
Comfrey 46.132
Carver
; Mayer 28.792
| Norwood 36.58%
Clay 34.472
‘ Barnesville 27.172
Georgetown 28.052
Hawley 29.812
Hitterdal 33.932
Moorehead 36.482
Ulen 28.232
Cottonwood 29.272
| Mountain Lake 34.462
| Westbrook 26.912
| Windows 28.871
Dakota |
Farmington 31.322
i Hastings 30.792
Northfield 65.882
New Trier 34,422

Rosemount 28.832
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Selectjd Minnesota Counties and Cities with over

25 Bercent of Property Market Value Exempt
(Continued)
County : City Z of Market Value Exempt
Fillmore
Harmony 30.542
Mabel 28.152
Peterson 35.222
Preston 26.852
Spring Valley 30.202
Wykoff 30.122
Hennepin
Osseo 36.342
Richfield 42.652
Robbinsdale 31.352
Rockford 55.022
Itasca 41.602
: Bigfork 59.212
Bovey 55.86%
Coleraine 46.472
Deer River 60.292
| Effie 36.412
% Grand Rapids 40.412
Keewatin 30.272
Marble 30.692
Nashwauk 42.782
Squaw Lake 68.832
Warba 40.242
Koochiching 33.192
| Big Falls 27.812
} International Falls 36.262
| Littlefork 50.152
ﬁ Northome 70.742
Le Sueur 25.182
Cleveland 30.582
Kilkenny 37.942
Le Center 37.432
Le Sueur 26.262
Waterville 25.77%
Mower |
; Adams 26.752
| Elkton 40.892
i Grand Meadow 29.572
Lyle 37.382
Leroy 25.242

Rose Creek 29.532
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Selecteb Minnesota Counties and Cities with over
25 Percent of Property Market Value Exempt
|

(Continued)
County City Z of Market Value Exempt
Ottertalil 31.132
Fergus Falls 37.192
New York Mills 36.61%
Parkers Prairie 30.38%
‘ Underwood 47.42%2
Ramsey
Arden Hills 41.66%
Falcon Heights 51.162
Redwood 27.35%
Belview 46.71%
Lucan 33,172
Milroy 35.612
Morgan 39.082
Redwood Falls 26.53%
Seaforth 28.73%
Wabasso 36.682
Rice 35.032
Faribault 29.112
Morristown 30.072
Swift
Appleton 27.342
: Murdock 30.352
Traverse 43,552
i Browns Valley 43.447
‘ Dumont 26.987
Tinton 46.842
Wheaton 44,562
Washington
Bayport 44,892
Lakeland Shore 32.902
Mahtomedi 26.812
Wilkin 30.812
Breckenridge 32.532
Campbell 30.402
‘ Rothsay 28.892
Winona
! Winona 28.962

Where county percebtage does not appear, it is less than 25Z.
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Minority Report #1

mmendation that the purchases of nonprofit entities
nts be subject to the sales tax, even with a
Major flaws in support of this recommendation

blic policy to extend taxes first and analyze the

effects at a later

date. Throughout the report, uncertainty about

the effect of thisg]
recommends a revie
extending taxes to
also recommends a

nonprofit sector.

There was no demon

recommendation abounds. For example, the majority
w by the Legislative Auditor of the effects of
nonprofits (and presumably local governments.) It
state agency gather and analyze information on the

stration of abuses in the sales tax area or that

administration of

the sales tax exemption is being tightened. That

calls into questio
recommendation. T
building, said to !

City Center in Minneapolis.

happened in this i
widespread abuse.

more closely is an
Revenue personnel,
proportion of appl

n two of the key "findings" for the majority

he only case of abuse cited was in the case of a

be Galtier Plaza or Landmark Center in St. Paul, or

We also heard varying versions of what

nstance. This hardly constitutes firm evidence of
The evidence that applications are scrutinized
ecdotal, from staff discussion with Department of
and is not borne out by records showing the

icants rejected.

The majority recommendation ignores testimony throughout the first

three months of me

etings that imposing a sales tax would endanger the

services of nonpro

fits. For example, the Wilder Foundation estimates

a sales tax would
increased fees to

Minneapolis estima
increase its expen
groups, arts organ
pay 51 percent of

taxes. Organizati
pay 30 percent of |
state estimate the

The stability and

cost $660,000 annually and would result in

the elderly or reduced services. The United Way of

tes that a sales tax on its 108 agencies would

ses by $2.5 million. According to data from arts
izations with budgets over $700,000 would have to

their grants from the state Arts Board in sales

ons with annual budgets less than $700,000 would

their state grants in sales taxes. YMCAs in the
sales tax would increase their costs by $500,000.

predictability of sales tax revenue--one of the

principal objectiwv

es of proposals to "broaden the base" of sales

taxes~-is not enha

nced by this proposal. The state estimates it

would raise revenu
nonprofit entities
about one-half of !

e of about $78 million (1988) from a sales tax on
and local governments. That is the equivalent of
one percent in current sales tax revenue. A

principal objective of critics of the current sales tax system, is to

improve the stabil

this proposal is negligible.

ity of sales tax revenue. The stability added by
The potential harm is great.
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There is no reliable evidence that additional tax deductions or credits
would make up for lost sales tax dollars. There is mixed evidence on
the question of whether charitable giving has increased or decreased
since personal income tax rates were reduced (an action which economic
theorists predicted would reduce giving.) The majority acknowledges
the uncertainty of this recommendation by recommending a review of the

effects.

Uncertainty about whether the state legislature would, or should,
provide an incomeétax credit which is not in conformity with federal
tax law also exis@s. Doing so would be contrary to recent legislative
efforts to move toward conformity with the federal tax code. The
majority report rightly cites conformity as a benefit from taxing UBI.
The recommendation to provide an income tax credit would have the
opposite effect.

Extending the sales tax to purchases by local government (including
school districts, cities, counties, towns and special districts) would
create another loop in an already overly complex state-local system.
There are more than 4,000 units of local government. The state does
not need additional controls (beyond those already in place) on local
spending. The fundamental control on local spending decisions is
voters’ ability to elect--or reject--candidates for office. It is a
far more powerful control than creating another financial loop.

In its property tax report of two years ago, the Citizens League came
down on the side of simplifying the state-local fiscal system, making
it more understandable. The majority recommendation would have exactly
the opposite effect. [Editor’s note: The 1987 Citizens League
Property Tax report recommended simplifying the system by reducing the
number of property classes to one and eliminating all property tax
exemptions. ]

|
We put a high vglgg on pluralism as reflected in nonprofits. The
majority prefers governmental review, recommends the possibility of
governmental grants through state boards and commissions if nonprofits
fall on hard times through paying the sales tax. In fact, the majority
report prefers ju?gments made by a legislative majority.

All nonprofits--whether "mainstream" or minority--are worthy of support
until they have abused or not qualified for exemptions. The neediest
nonprofits--those serving the least recognized clients, taking on the
least popular tasks, or nonprofits in their formative years, are
generally those with less sophisticated ability to raise funds. And
the necessity to raise additional funds (to compensate for paying sales
taxes) would divert these nonprofits from their mission.

The failure to make any distinction among nonprofit organizations is a
fundamental flaw _in the report. Any legitimate distinctions among
nonprofits should be identified prior to making changes in tax policy.
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Recommendation

The legislature should study the current criteria for nonprofit/sales tax
exempt status, to determine whether or not they are adequate, and to make
changes as appropriate. New law should provide that the exempt §tatgs of
nonprofit entities would sunset periodically, so that reapplication is
required to validate an organization’s eligibility. This would permit
periodic review of the current activities of the organization.

Respectfully submifted,
|

Carol Kelleher
Hugh McLeod
Florence Myslajek !
Carl Reuss !
Phyllis Thornley

Constance Waterous
I
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{ Minority Report #2

The report’s recodmendatlon on the property tax exemption is
disappointing. Iq fails to provide a credible rationale for not ending
the exemption or modlfylng it substantially. And, it falls short of the.
kind of full discussion of the policy aspects of this issue that the topic
requires.

While the sales- -tax exemption is recommended to end (with a transition
period), the property tax exemption is preserved. A "fee for
property-related jerv1ces provided by local governments" is the only
change recommended.

! .
The only rationald offered for not ending the tax exemption on
statutorily-exempt property is: "that the responsibilities of gov?rnments
and some nonprofits require ownership of property in order to fulfill
their missions." |

i

|
This is not sufficient rationale for preserving the "statutory" property

tax exemption, for several reasons:

--it does not|exp1a1n the difference from the approach recommended on
sales taxes, Q1nce governments and most nonprofits must buy (or sell)
goods and services to fulfill their mission;

--it does not examine sufficiently the questions hinted at in the
rationale 1t341f Is the balance between property owned and mission
performed appropriate or reasonable? Does the exemption confer
benefits that lare not necessary to performance of the mission? Can
the burdens of property ownership, legitimately required to fulfill
missions, be borne in other ways that are more efficient, equitable,
and responsible?;

--it gives theiappearance of resisting change based on an inadequately
examined fear |of working hardship on particular kinds of nonprofit
organizations;

|
--it does not frame a response to most of the problems identified with
tax exemption: (a) lack of review of "cost versus benefit" for each
recipient; (b) lack of legislative accountability for exemption
"expenditures"; (c) inequitable distribution among members of the
public of the burdens created or benefits conferred by exemption; and
(d) distortions in resource allocation, operating decision-making and
overall performance potentially created by exemption;

--it results in a "fee for service" recommendation that is vague;
uncertain in its effects on constitutionally-exempt property; and an
incomplete solution that is more likely to prolong than end this
debate; and

--it cuts off careful examination of how to structure revisions to.tax
treatment of statutorily exempt property that could capture the major
benefits of ending the exemption while avoiding undesirable hardships;
for example, cbntinuing to exempt the first X dollars of property
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could minimize hardships on property-owning social service nonprofits;
similarly, a staged phase-in, with review "check points" could tfigger
relief for reqognized hardships based on the emergence of explicit
criteria for Telief.

Recommendation

The Legislature should end property-tax exemptions.

Important public policy gains can be achieved by ending property tax
exemptions:

--beneficiaries of arts, public lands, professional associations,
hospitals, and other selectively-used goods or services should pay a
fairer share ﬁf their real costs;

--governmentsJand nonprofits themselves should take a closef look at
the relationship between property ownership and service delivery; the
result should be better decision-making by each; and

--in recognition of the need, in some cases, to augment public support
or private contributions to "deserving" nonprofits, a system of o
decision-makiﬂg would evolve with more transparency and more explicit
criteria for public support and, in the case of private charitable
giving, more individual influence in allocating resouces to the
nonprofit sector.

Respectfully submitted,
Robbin Johnson

Pat Davies
Wayne Carlson
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Minority Report #3

What has differentiated American society from others, including Western
industrial countrjes, is the degree of voluntary participation of its
citizens. This participation has been encouraged by government in
recognition of the important role that pluralism plays in our society.
Income and other tax exemptions were specifically designed to encourage
the growth of the spirit of volunteerism. Many of the most important
advances in health, welfare, and the arts have resulted from demonstration
programs that were initiated by private organizations. Changes in tax
exemption could threaten the existing structure of these organizations,
and would strike at the basic composition of American society.

The majority report recommends that the State Legislature impose three
taxes on nonprofitis: 1) a tax on unrelated business income; 2) a fee for
property-related services; and 3) sales taxes. While it is easy to
rationalize that such changes are fair, it is irresponsible to recommend
such legislation without giving thought to the impact it would have on the
institutions concerned. No measure of such impact are included in the
League’s report. It is impossible to present an overall analysis for all
nonprofit organizations, but I have taken the liberty of trying to
determine what such impact will have on a few.

Impact of Majority Recommendations

Unrelated Business Income--There is a growing trend for nonprofit
organizations to develop business activities not directly related to their
missions or goals, A tax on the income derived from such activities is
thoroughly defensible.

Sales Tax

Wilder Foundation--As an operating foundation, Wilder operates programs
for people who aré economically deprived. Its major areas of interest are
in child welfare dnd services to the elderly. These include intermediate
and long-term care of the elderly, care of emotionally disturbed children,
day care, and the /provision of housing for low and moderate income
persons. The Wilder Foundation estimates that the imposition of a sales
tax would result in a tax increase of $660,000, and would result in
increased fees to\the elderly or reduction in services. Since 40Z of its
clients come fromcounty referrals, it would be necessary to ask the
county for more mdney. The private sector could not build the low-income
housing provided by Wilder.

United Way--The United Way of Minneapolis estimates that a sales tax
imposed on its 108 agencies would increase the expenses of those agencies
by $2,536,808. A proportionate increase would also be assessed against
the agencies of the St. Paul United Way. These increases would amount to
more than both United Ways could expect to raise in new or additional
money in their forthcoming campaigns. It is not an exciting prospect to
ask corporations jnd individuals to increase their gifts in order that the
agencies pay sales tax.
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YMCA’s--The YMCA’s in Minnesota indicated that the imposition of a sal?s
tax would increase their costs by $500,000 and would account for one-fifth
of all their contributed dollars.

Arts Groups--If a sales tax is adopted, it would mean that much of the aid
received by arts organizations from the State Arts Board would be

negated. Data provided by arts groups indicate that those organization§
with budgets over $700,000 would have to pay 51Z of their state grants in
sales tax payments. Organizations with annual budgets less than $700,000
would have to retutn 30Z of their State grants in sale taxes. What is
accomplished by th#s approach?

Fees for Property-Related Services

One of the difficulties in determining the impact of fee for
property-related services is that no information has been made available
as to the method of valuing the property, or giving the percentage of mill
rate that would be' applied. Under these circumstances, it is impossible
to measure accurately the effect a property tax would have on hospitals,
social service agencies, health agencies, settlements and arts
organizations. What is known is that many of these nonprofit groups are
having a very difflicult time in balancing budgets. The imposition of fees
would merely add to their burden, and in some cases, make it impossible
for the organization to continue to serve the public. Once a tax base has
been established, government has a habit of constantly expanding it.

The hospital industry, in particular, is in a state of crisis, and the
imposition of a property tax would result in increases in insurance
premiumns for policyowners and an increase in Medicaid payments by the
counties. Some rural hospitals might have to close. Fees for service on
hospitals could amount to $7.5 million. Total operating margins for all
158 hospitals last| year was only $36 million. Thirty-nine percent of
Minnesota hospitals had operating deficits.

Contributions by Nonprofits

The draft report also fails to give specific information about the direct
and indirect contributions of nonprofit organizations to government.
Examples include:

Private High Schools-- Education provided through private higy schools in
Minnsota amounts to $46 million per year. These schools receive no grants
from the State, and they educate over 14,000 students.

Private Colleges--The 17 private colleges in Minnesota create 24,000 jobs
and have an impact! on Minnesota'’s economy of nearly $2 billion per year.
While students in private colleges pay 65Z of their tuition, students at
public colleges provide only about 35Z, the balance coming from the

State. Private colleges receive only 27 of their income from state
grants. Of all families with children attending private colleges, 63Z
have two wage earners, 58I earn less than $36,000, 207 earn less than
$18,000. Contrary to popular belief, private education is not for the
elite. Private colleges and universities educate over 30,000 students and
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account for the highest percentage of merit scholars. Seventy-five
percent of privati college students receive some kind of financial
assistance. If private high schools and colleges did not exist, the
students would have to be educated in state colleges, at an enormous
increase in cost.‘

Hospitals -- Hospitals provided over $19 million of free care in 1984.
Additionally, hospitals provided over $53 million of subsidized care.(the
difference between established fees for procedures and the amount paid by
government for the services) to patients eligible for Medicaid. $38
million was proviqed by hospitals as a subsidy to Medicare patients where
fees are discounted by the federal government. $46 million was absorbed
by hospitals for patients who were unable or unwilling to pay for care.

Conclusions
1. The impositioﬂ of a tax on unrelated business income is justifiable.

2. Fees for property-related services and sales taxes will greatly
increase the cost of operating nonprofit organizations. Some
organizations may cease to exist.

3. Since some of the services offered by nonprofits are paid for by
government, it will be necessary for the nonprofit sector to ask local and
state governments for additional funds to compensate for the cost of new
taxes and fees. Therefore, any additional income to the state and local.
governments will tend to be offset by the increase request for funding, if
the funding is granted.

4. Exemption from property taxes is a way the local community indicates
its support for the provision of essential health, welfare, and
educational services, and the contribution these services make to the
community and to the quality of life.

5. Imposition of sales taxes and fees for property-related services will
necessitate increases in government expenditures, disallowing any
reduction is tax 7urdens recommended by the majority.

6. Many nonprofit organizations receive no state assistance. Imposition
of taxes would fall heaviest on organizations not receiving state grants.
7. Present public policy shifts more responsibility from government to
the private sector. The imposition of taxes will make shifting more
difficult at a time when federal grants are being reduced.
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Recommendations

|
1. The Legislature should impose taxes on the unrelated business income
of nonprofit orgaqizations.

\
2. Sales tax exeﬁptions should be maintained, but sunset periodically.

3. Fees for propérty-related services should be rejected.

Respectfully subm%tted,

William Smith
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WORK OF THE COMMITTEE

Charge to the Committee:

The committee worked in response to the following charge from the Citizens
League Board of Directors:

Eligibility for T#x-Exempt Status

|
Many types of entities. including charitable, religious, and educational
groups and units of government are exempt from paying state and local
sales, income, and property taxes.

Controversy is growing in the state Legislature over how to define an
organization that should be eligible for tax exemption. For example,
should entities be allowed to retain their tax exemption if they produce
services or products in direct competition with taxpaying entities? If
non-profit entities lose their exemptions but units of government retailn
theirs, are units of government given unfair advantage in delivering
services? :

The 1987 Legislatﬁre considered, but did not pass, proposals to extend
property and sales taxes to a broad array of tax-exempt groups.
Ultimately, the only major change in exemptions was to extend the sales
tax to purchases of state government.

The committee’s broad assignment: to decide what types of organizations
should be eligible for exemption from some or all local and state taxes,
in light of the public purposes that should be served by such exempti9ns.
The assignment should encompass all types of governmental and nonprofit
entities, including nonprofits that receive much of their funding from
government. 5

|

The committee sho#ld examine:
--The cost of |existing exemptions and the return to the public for
granting the exemptions.
--How tax burdens would shift among individuals and groups of various
incomes if exemptions were removed.
--Whether entities that offer services without charge would be more
seriously affected by removal of exemptions than those entities that
are reimbursed for services rendered.
--The impact on for-profit competitors when nonprofits or governmental
entities are favored through exemptions.
--The adequac§ and clarity of the definitions of exempt entities,
including the|use of such terms as "nonprofit.” ) )
--The role of the tax-exempt sector in introducing innovation in
public services.

If the committee believes the charge is too broad, it may limit its
inquiry, for example, to sales taxes.
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Committee Hembersﬂip:

Under the leadership of Allen Olson, chair, and Craig Olson, -
vice-chair, 28 Citizens League members participated actively in the
deliberations of the committee. They are:

Wayne Carlson¥** Mary Ann McCoy

Pat Cragoe : Hugh McLeod, III*
Pat Davies** f Robert Michelet
Shannon Evans ! Florence Myslayek*
Lloyd Graven i Ann O’Loughlin
Charles Hartfiel Joan Peters

John Heintz Carl Reuss*

Curt Hubbard _ Erika Sitz

David Hunt Rick Smith

Robbin Johnson** William Smith#*#**
Carol Kelleher¥* Michael Stutzer
John Klein Tom Swain

A. Scheffer Lang Phyllis Thornley¥*
Patricia Leary . Constance Waterous¥*

|

* Dissented froﬁ the committee recommendation to abolish sales tax
exemptions. (See minority report #1, page 51.)

** Dissented from the committee recommendations to require only
payments for property-related services. (See Minority Report #2,
page 55.)

**% Dissented from the committee recommendations to abolish sales
tax exemptions and require payments for property-related services.
(See minority report #3, page 57.)

Committee Heetingé[Resource Speakers:

The committee met!for the first time on January 13, 1988 and concluded
its work on September 21, 1988. A total of 32 meetings were held. As
a part of the study process, the committee heard from the following
resource speakers:

Scott Anderson, Chief Executive Officer, North Memorial Medical Center,
and Chairman of the Board, Council of Hospital Corporations

Dave Bernier, City of Minneapolis Assessor

Leslie Blicker, Executive Director, Community Clinic Consortium

Marcia Bystrom, Head, Minnesota Delegation to the White House
Conference on |Small Business

Jim Carufel, ViceiPresident, KTCA TV

Ann Cheney, Minnesota Orchestra Administration

Maybeth Christenson, Director, Congressman Frenzel’s Minnesota Office

Glenn Dorfman, Minnesota Association of Relators

Johnelle Foley, Executive Director, Minnesota Association of Public
Teaching Hospitals

David Galligan, Administrative Director, Walker Art Center

Sam Grabarski, Executive Director, Minnesota State Arts Board

Phil Griffin, Physicians Health Plan of Minnesota
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Monsignor James Habiger, Minnesota Catholic Conference

Dennis Hamilton, Minnesota Public Radio

John Harris, Attorney, Faegre and Benson

Michael Hatch, Commissioner, Minnesota Department of Commerce

Rick Heydinger, Vice President, External Relations, University of
Minnesota, Minneapolis Campus

John Humke, Director of Stewardship, Nature Conservancy

John James, Commissioner, Minnesota Department of Revenue

Jim Johnson, AMADOR Corporation

Tom Keegan, Minnesota Public Radio

Peg LaBore, Director, Family Tree Clinic

Byron Laher, United Way of Minneapolis

Patricia Lynch, Vice President, Minneapolis YMCA

Tom Mahowald, MedCenters Health Plan

Jim McCarthy, Board of Trustees Member, Mixed Blood Theatre

Brian Osberg, Group Health, Inc.

Larry Osnes, President, Minnesota Private College Council

Roger Peterson, Association of Metropolitan Municipalities

Jon Pratt, Executive Director, Minnesota Council on Nonprofits

Jacqueline Reis, Executive Director, Minnesota Council on Foundations

Dottie Rietow, member, Metropolitan Council

Pete Rode, Research Director, Urban Coalition

John Roth, President, Minnesota Citizens for the Arts

Joe Selvaggio, Executive Director, Project for Pride in Living

Michael Stutzer, committee member, Senior Economist, Federal Reserve
Bank ;

Tom Triplett, Commissioner, Minnesota Department of Finance

Richard Ward, Ramsey County Assessor

Lois Wattman, Blue Cross/Blue Shield of Minnesota

Burton Weisbrod, $conomist, University of Wisconsin, Madison

i . . >
Detailed minutes were kept of each committee meeting. A limited number
of copies of the committee’s minutes and background materials are
available from the League office.

Assistance to the Committee

Citizens League staff assistance to the committee was provided by
Marina Lyon, Dawn Westerman, and Joann Latulippe.



