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Executive Summary

The 2013 Minnesota Legislature passed cigarette and tobacco tax rate increases, effective July
1, 2013. This legislation required the Minnesota Department of Revenue to commission a
report on the current tobacco tax collection system and make recommendations to improve
compliance for both cigarette and other tobacco products taxes. The Minnesota Department of
Revenue selected JD Michael, a tax consulting firm, to produce this report in September 2013.

JD Michael finds, in light of the recent tax increases, that Minnesota has the seventh highest
excise tax rate among the states and the highest excise tax rate among the states bordering
Minnesota. As such, increased tax avoidance and evasion can be expected to increase. In
order to minimize such activities, Minnesota needs to adopt a comprehensive approach to
increasing tax compliance. Such initiatives are identified below.

Section 1 of the report contains results of an in-depth assessment of Minnesota Department of
Revenue’s cigarette and tobacco tax compliance systems. Major findings are:

e Sound procedures and processes for licensing, stamping, returns, forms, assessment
and inspection are in place.

o Cigarette and other tobacco products tax administration staff is knowledgeable, well-
educated, and well-trained.

o Cigarette and OTP training materials for staff are thorough, easy to read, and easy to
understand.

e Taxpayer-education programs provided by Minnesota Department of Revenue in the
area of cigarette and tobacco products tax administration are excellent. All new cigarette
and tobacco products taxpayers receive an on-site visit from Minnesota Department of
Revenue staff, educational materials, and tax return preparation training.

¢ To maintain high levels of quality audit and enforcement activity, increases are needed
to staffing levels in the areas of auditors, inspectors, and criminal investigators.

Section 2 of the report contains a review of Minnesota’s Department of Revenue’s fiscal
estimates associated with the recent cigarette and tobacco tax changes. Using case-study and
survey techniques, JD Michael finds that Minnesota’s revenue estimates are reasonable and
can be substantiated based on other states’ experiences and academic literature. Survey
results indicate that, prior to the tax increases, estimated compliance rates in Minnesota are
comparable to the average for the survey states. Cigarettes have the highest compliance rate
(95 percent). In general, tobacco products’ compliance is lower than for cigarettes. Minnesota’s
compliance rates are average or above average for all categories other than unstamped cigars.



Section 3 of the report contains analysis on survey results received from a select group of
states. The states were selected because they met one or more of the following criteria: border
state; high tax state; or a state with innovative enforcement practices. Responses were
received from 11 states (including Minnesota) and one city. Based on survey results, several
options for Minnesota were identified including:

e License retailers at the state level.

e Adjust license fees.

e Treat cigarette and tobacco products sub-jobbers as distributors in terms of licensing
and reporting.

e License all stages of the supply and distribution chain for both cigarette and tobacco
products.

¢ Evaluate stamping tobacco products that do not currently require a stamp.

¢ Increase resources to allow for regular scheduled and unscheduled inspections of
players at all levels of the supply and distribution chain.

¢ Conduct detailed cost-benefit analysis of introducing a high-technology stamp.

¢ Increase the resources allocated to criminal investigations.

¢ Increase civil and criminal fines and penalties.

Section 4 of the report presents Minnesota’s existing statutory fines, penalties, criminal charges
or sanctions and contrasts them with those in the survey states.

Section 5 of the report addresses the specific question posed by the legislature: what can
Minnesota do to “help to prevent illegal sales of tobacco products, which may make these
products more accessible to youth?” Research suggests that actions to increase overall
enforcement efforts will go a long way to address this issue. Some unique recommendations
discovered during this phase of the research include:

e Coordinate regular enforcement with efforts to stop illegal sales to youth.
e Explore partnerships between public health, law enforcement, and revenue agencies.
e Monitor trends in e-cigarettes, given that they are outlawed in some countries.

Section 6 of the report discusses stamping and tracking and tracing options currently available.
Several recommendations come out of this phase of research. First, the Minnesota Department
of Revenue should evaluate the feasibility of requiring stamping for tobacco products that do not
currently have this requirement. Based on the survey findings and staff interviews, priority
should be given to moist snuff and non-stamped cigars. Minnesota should also consider
conducting a detailed cost-benefit analysis of introducing a high-technology stamp. In recent
years, increased competition has occurred in the high-technology stamp market, creating new
options and resulting in lower costs. In conducting a cost-benefit analysis, rather than thinking
of high technology stamps as a solution in and of itself, Minnesota will need to develop a multi-
pronged compliance strategy that includes licensing at all levels of the supply and distribution
chain, performing more frequent scheduled and unscheduled inspections, and reviewing civil
and criminal fines and penalties.



Section 7 of the report consists of examples of innovate enforcement strategies found in other
countries. Countries included in this section of the report were Australia, Brazil, Canada, China,
Ireland and the United Kingdom, and the Ukraine.

Section 8 of the report concludes with a summary of recommendations. In terms of Minnesota’s
Department of Revenue operations, consideration should be given to separating the cigarette
and tobacco tax audit and civil inspection functions. Such specialization could increase work
guality and productivity. Furthermore, Minnesota should consider consolidating the criminal
investigation functions within the Cigarette, Alcohol, and Tobacco area to further increase
efficiencies. A strong case can be made to increase enforcement resources. First, historic
levels of civil inspections are not being achieved because significant personnel resources are
being allocated to on-going testing under the new tax administration system. Second, in light of
the recent tax increase, the number of scheduled, unscheduled, and criminal inspections for
players at all levels of the supply and distribution chain should be increased. JD Michael
suggests establishing five additional positions (three non-criminal inspector positions and two
criminal investigator positions). In order to leverage resources, JD Michael also recommends
that a working group is established with participants from other agencies directly or indirectly
involved in similar activities such as County Attorneys’ General, County Sheriff Departments,
the State Attorney General, State Patrol, Minnesota Bureau of Criminal Apprehension, and the
federal Bureau of Alcohol, Tobacco, Firearms, and Explosives. The goal of such a working
group would be to improve prosecution results. In addition to the above recommendations, this
section of the report proposes legislative changes to improve compliance and discourage tax
avoidance. These changes are in the following areas:

The definition of tobacco products
The definition of an unlicensed seller
Licensing

Civil and criminal fines and penalties

In conclusion, Minnesota Department of Revenue has a solid infrastructure in place for cigarette
and tobacco tax administration. Additional personnel resources for civil and criminal inspections
are needed in light of the recent tax increase. These costs could be partially defrayed by
increasing existing license fees and licensing activities in the supply chain that are currently
unlicensed. As part of increased enforcement efforts, consideration should be given to adopting
a high-technology stamp. Finally, several statute changes should be adopted to help deter tax
avoidance. Taken together, these actions will result in a comprehensive cigarette and tobacco
tax compliance strategy.
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Introduction

The 2013 Minnesota Legislature passed Minn. Laws, Chapter 143, Article 5, Section 27. This
legislation provided for the commissioner of the Minnesota Department of Revenue to
commission a report on the current tobacco tax collection system and make recommendations
to improve compliance for both cigarette and other tobacco products (OTP) taxes. The
Minnesota Department of Revenue selected JD Michael, a tax consulting firm, to produce this
report in September 2013 (See Appendix A for bios of the consulting team and Appendix B for
details of specific legislation).

Section 1 of the 2013 Tobacco Tax Study (report) summarizes the findings of a detailed review
and assessment of the current cigarette and OTP excise collection and compliance systems
used in Minnesota. It also identifies potential weaknesses in those systems.

Section 2 assesses compliance levels and the effect of stamping requirements on compliance
rates between cigarette and OTP. Analysis contained in this section is derived from survey

results obtained from Minnesota and 18 other states.

Section 3 presents survey results on collection and enforcement methods employed by other
selected states and, where possible, compares these practices with those in Minnesota.

Section 4 compares and contrasts Minnesota’s penalty and fine structure to similar statutory
enforcement methods employed in comparison states.

Section 5 reviews research findings and recommendations on how to reduce the consumption
of illicit tobacco by youth. It also contains primary research information obtained from groups
working in the area of youth tobacco prevention.

Section 6 discusses current options for track and traces technologies.

Section 7 discusses innovative practices adopted by selected countries.

Section 8 evaluates the adequacy of enforcement resources devoted to tobacco tax and

prevention in Minnesota, and makes recommendations on the specific steps needed to institute
and implement new initiatives designed to reduce noncompliance.
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Section 1

Review and Assessment of the Existing Tax
Administration Process in Minnesota

A site visit was conducted by the consulting team from September 24™ through the 26" 2013, at
the Minnesota Department of Revenue (MDOR). The purpose of the visit was to

interview MDOR staff,

gather information on current structures and processes, and

analyze and assess the current tax administration and enforcement of cigarette and
tobacco taxes.

The assessment began with tours of most processing areas at MDOR and was followed by staff
interviews. Existing forms, process flows, statutes, procedures, and job descriptions were
reviewed. (See Appendix C for overviews of each processing function and a detailed analysis of
each area. See Appendix D for unit overviews and job descriptions.)

General observations made by the consultants include the following:

The overall assessment indicates that sound procedures and processes for licensing,
stamping, returns, forms, assessments, and inspections are in place.

MDOR recently adopted an updated tax administration computer system (GenTax®) and
continues to work with the developers to make improvements to the new system.

The MDOR website is easy to use and provides comprehensive taxpayer information.
Cigarette and other tobacco products (OTP) tax administration staff is knowledgeable,
well-educated, and well-trained.

MDOR makes a wide variety of electronic services available to taxpayers.

Cigarette and OTP training materials for staff are thorough, easy to read, and easy to
understand.

Taxpayer-education programs provided by MDOR in the area of cigarette and OTP tax
administration are excellent. All new cigarette and OTP taxpayers receive an on-site visit
from MDOR staff, educational materials, and tax return preparation training.

Procedures for inventory and sales of cigarette tax stamps are well thought out and in
place, and provide a high level of separation of duties.

Staff conducts regular unscheduled retail inspections.

Staff conducts an annual random survey of retailers to establish a weighted annual
average price for a pack of cigarettes, used to calculate the sales tax.

Some observations were made during the on-site visit that may warrant further investigation and
attention. These items are listed below.
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Process Findings and Associated Recommendations

Data Capture/Information Technology (IT)

Finding 1:

Recommendation 1:

Finding 2:

Recommendation 2:

Finding 3:

Recommendation 3:

Finding 4:

Recommendation 4:

Finding 5:

Recommendation 5:

Licensing
Finding 6:

Recommendation 6:

Electronic filing is not currently available and data lifting is not currently
used for license applications.

Develop an electronic filing application that allows a business to register
for a cigarette or OTP license. Develop a promotional campaign to
promote the available electronic services.

The data on paper cigarette and OTP returns was manually entered.
Explore using electronic-data capture (data imaging) of paper returns.
Adoption of this technology could reduce the amount of data entry and
allow for resources to be allocated to other areas.

Information on shipments of products to locations outside of Minnesota
(Form CT201-C) is not currently being captured and stored in GenTax®.
Explore increased opportunities for electronic-information sharing
(exchanging) with other states.

The cigarette and OTP license applications are manually reviewed to
check for outstanding balances and open periods.

Consider automation of the license application review to automatically
check for outstanding balances and open periods.

Minnesota statutes require that applicants for a cigarette or OTP license
be checked for cigarette-related and tobacco-related crimes. MDOR does
not have a systematic procedure in place to determine whether or not an
applicant has been convicted of such a crime.

Introduce a more systematic process for background checks for criminal
activity. Research the possibility of using the Federal Bureau of
Investigations’ National Instant Criminal Background Check System or the
State Police Criminal History Data Base to determine if an applicant has
been convicted of a cigarette-related and tobacco-related crime.

Manufacturer and manufacturer representative licenses are not currently
required by statute.

To assist in enforcement efforts, consider requiring manufacturers and
manufacturer representatives to be licensed, pay a license fee, and file
monthly, informational returns that can be used to cross check shipments
against distributor purchases. This process will assist efforts in product
inventory accountability. Adoption of such a proposal would require a
legislative change.
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Finding 7:

Recommendation 7:

Finding 8:

Recommendation 8:

Finding 9:

Recommendation 9:

Licensing stickers are not required on cigarette or tobacco vending
machines.

Licensing stickers could be issued and required to be displayed on
cigarette or tobacco vending machines. Displaying a license sticker
allows the state to know who is responsible for the machine and the
products contained within.

Retailer licensing occurs at the city or county level. MDOR is not always
provided information on the licenses that are issued.

MDOR could consider requiring state-level retail licenses to minimize tax
evasion at the retailer level. Should this suggestion be adopted, and
accompanied by a license fee, revenue generated could be used to cover
the cost of additional retail inspections. Such a proposal would require
a legislative change. In the meantime, city or county license information
could be systematically captured in the GenTax® system. This will
facilitate information sharing between MDOR and the licensing
municipality regarding matters of evasion or seizure.

The statutes currently do not have a provision for an arm’s length sales
transaction to prevent individuals from conducting illegal activity, leaving
the country, and selling the business to a relative.®

MDOR could consider providing for arm’s length sales transactions. An
“arm’s length transaction” is defined as a sale in good faith and for
valuable consideration that reflects the fair-market value in the open
market between two informed and willing parties, neither under any
compulsion to participate in the transaction. A sale between relatives or
between related companies or partners, or a sale for the primary purpose
of avoiding the effect of violations that occurred at the retail location, is
presumed not to be made at “arm’s length”. Such a proposal would
require a legislative change.

mpind and Bondin

Finding 10:

MDOR does not change the cigarette stamp color or design frequently.

Recommendation 10: The stamp color and or design could be changed more frequently, as this

makes it more difficult to produce counterfeit stamps and, as such, has a
significant deterrence effect on illegal sales.
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Returns

Finding 11:

Recommendation 11:

Finding 12:

Recommendation 12:

lnspections
Finding 13:

Recommendation 13:

Finding 14:
Recommendation 14:

Finding 15:

Recommendation 15:

Finding 16:

Recommendation 16:

MDOR does not require sub-jobbers to complete and file informational
returns.

Sub-jobbers could be required to complete and file informational returns
and the information could be captured and analyzed by the department’s
Cigarette, Alcohol, and Tobacco (CAT) Unit to ensure that the tax has
been paid on all products that are handled by sub-jobbers.

Revenue Tax Specialists (RTS) in the CAT Unit are currently performing
suspense correction.

Suspense correction could be performed by the Early Audit 1 Unit staff,
thereby freeing up RTS resources to conduct more inspections and
audits.

Ongoing GenTax® system testing is very labor intensive, and is pulling
considerable staff resources from compliance and enforcement efforts.
Currently, five of the most experienced auditors have been reallocated to
system testing.

In order to maintain historic levels of audits and unscheduled inspections
(prior to tax increase) additional resources are needed to compensate for
system-testing losses.

Staff conducts both audits and inspections.
Consider having staff specialize in either audit or inspection work and
increase the number of inspections.

Inspections behind locked doors require the permission of the owner or
sales clerk.

Allow more authority to inspect behind locked doors to ensure that
contraband product is not being stored in areas that are inaccessible to
inspectors. For example, a provision could be added to the statutory-
licensing requirement that would permit authorized inspectors to access
all areas of a licensed business. Such a proposal would require a
legislative change.

Inspectors manually create paper reports for their inspections and reenter
the information into GenTax®.

Explore creating a program that inspectors can use to enter data into
laptops or tablets while in the field.
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Finding 17: There is only one criminal investigator assigned to perform cigarette and

tobacco investigations for the whole state of Minnesota and only about 3
to 5 criminal cases are presented annually for prosecution.

Recommendation 17: MDOR could review both the quantity of and the type of resources

allocated to criminal investigations. In addition to criminal investigators,
MDOR could consider hiring computer specialists to analyze data
contained in computers seized from businesses who are in violation of the
tax laws.

During the site visit, MDOR audit and criminal investigations staff shared ideas they have
developed for policy and legislative initiatives that would better help them enforce the existing
tax code and improve compliance and enforcement. These ideas are listed below:

Bolster resources to assist Criminal Investigations Division (CID) in purchasing pole
cameras and Global Positioning System (GPS) equipment used to help develop cases.
Introduce a penalty for retailers selling cigarette and tobacco products that have no
invoices. All receipts need to be maintained at the place of business and a penalty would
enhance the motivation for the retailer to comply with this requirement. Currently, there
are very few consequences for failure to comply with this statute.

Tax e-cigarette products at the tobacco excise tax rate if it contains nicotine, no matter
the source of the nicotine.

Upgrade failure to file/pay penalties from misdemeanors and gross misdemeanors to
gross misdemeanors and felonies to make it consistent with other tax crimes.

Tobacco tax crimes should be subject to the same punishments/sentences as in the
theft statute.

Allow for the aggregation of all similar offenses within a 12-month period. That would
allow prosecutors or courts to recognize the ongoing nature of smuggling transactions
and charge or sentence smugglers accordingly.

Unless licensed to do so, CID proposes that ordering all untaxed cigarette and other
tobacco products through mail, internet, telephone, etc., be added to the list of prohibited
acts.

Selling cigarettes or OTP after a license has been suspended or cancelled or has
expired is a felony. It should also be unlawful to import cigarettes or OTP (whether
stamped/taxed or not) after purchasing them from anyone who is not a licensed
Minnesota distributor or sub-jobber.

Provide that cigarettes and tobacco products held, purchased, manufactured, or brought
into Minnesota without an invoice are contraband.
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Section 2

Review of Revenue Estimates, Methodologies,
and Non-Compliance Rates

This section of the report provides a brief overview of cigarette and other tobacco products
(OTP) taxation both at the federal and state level. This is followed by an examination of
Minnesota’s official revenue estimates associated with the recent cigarette and OTP tax
changes. Using survey results, the section concludes by assessing the levels of compliance
and the effect of stamping requirements for each category of product.?

Taxation in the United States on Cigarettes and Other Tobacco Products

An excise tax on cigarettes was first adopted by the federal government in 1864.° By 1951, it
stood at $0.08 per pack, and was then doubled to $0.16 in 1983. This was followed by an
increase to $0.39 in 2002 and then $1.01 in 2009. Federal excise tax is also levied on most
OTP.

Table 2-1 Federal Excise Tax on Other Tobacco Products

Amount of Excise Tax

$1.0066 per pack on small cigars (52.75 percent of the price for low-

Cigars priced cigars with a cap of 40.26 cents per cigar for high-priced cigars)
Chewing tobacco 3.1 cents per ounce
Moist snuff $1.51 per pound

Roll-your-own tobacco | $24.78 per pound
Rolling papers 1.26 cents per pack

Source: Tax Burden on Tobacco, Historical Compilation Vol. 47, 2012. Published by Orzechowski and Walker.

Taxation in the States on Cigarettes and Other Tobacco Products

All fifty states tax cigarettes. State cigarette taxes were first adopted by lowa in 1921, with
North Carolina being the last state to adopt in 1969. The state levied excise taxes currently
range from New York’s $4.35 per pack to Missouri’s $0.17 per pack. In addition, many localities
add additional tax. This typically amounts to a few cents per pack with a few exceptions. For
example, the per-pack tax in New York City is $1.50, while in Chicago the current combined city
and county tax rate is $2.68.* This wide variation in tax rates is significant as it creates a strong
incentive for evasion.
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MAP OF STATE CIGARETTE TAX RATES

Average State Cigarette Tax: $1.53 per Pack
Average Cigarette Tax in Major Tobacco States: 48.5 cents per Pack

Average Cigarette Tax in Non-Tobacco States: $1.67 per Pack

IL: L N
8 $1.25 \
CO: 84¢ ¢
KS: 79¢ i”
OK: $1.03 | AR: ‘ w
Guam: $3.00 . $1.15
No. Marianas MS:

Islands: $1.75
Q AK: )
$2.00
<Q '
Q %o P

NM: $1.66

MA: $3.51
RI: $3.50

e . 0 Hi- $3.20 Puerto Rico: $2.23

Source: Campaign for Tobacco-Free Kids, August 1, 2013/ Ann Boonn http://www.tobaccofreekids.org/research/factsheets/pdf/0222.pdf

Most states levy an ad valorem tax on OTP. In addition, a sales tax is applied to OTP in most
states. There have been numerous state cigarette excise tax increases over the past 5 years.

Table 2-2 State Cigarette Excise Tax Increases in the Last Five Years®

Effective Date Amount of Increase New Tax Rate

2013

Massachusetts 7/31/13 $1.00 $3.51
Minnesota 7/01/13 $1.60 $2.83
New Hampshire* 8/01/13 $0.10 $1.78
2012

lllinois 6/24/12 $1.00 $1.98
Rhode Island 7/01/12 $0.04 $3.50
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2011
Connecticut
Hawaiit

New Hampshire
Vermont

2010

Guam

Hawaiit

New Mexico
New York
South Carolina
Utah
Washington
2000
Connecticut
Delaware
Washington, DC
Florida

Hawaiit
Kentucky
Mississippi

New Hampshire
New Jersey
North Carolina
Pennsylvania
Puerto Rico
Rhode Island
Vermont

Wisconsin

7/01/11
7/01/11
7/01/11
7/01/11

4/06/10
7/01/10
7/01/10
7/01/10
7/01/10
7/01/10
5/01/10

10/01/09
8/01/09
10/01/09
7/01/09
7/01/09
4/01/09
5/15/09
7/01/09
7/01/09
9/01/09
11/01/09
6/01/09
4/10/09
7/01/09
9/01/09

$0.40
$0.20
-$0.10
$0.38

$2.00
$0.40
$0.75
$1.60
$0.50
$1.005
$1.00

$1.00
$0.45
$0.50
$1.00
$0.60
$0.30
$0.50
$0.45
$0.125
$0.10
$0.25
$1.00
$1.00
$0.25
$0.75

$3.40
$3.20
$1.68
$2.62

$3.00
$3.00
$1.66
$4.35
$0.57
$1.70
$3.025

$3.00
$1.60
$2.50
$1.339
$2.60
$0.60
$0.68
$1.78
$2.70
$0.45
$1.60
$2.23
$3.46
$2.24
$2.52

Sources: Tax Burden on Tobacco, Historical Compilation Vol. 47, 2012. Published by Orzechowski and Walker. Campaign for
Tobacco Free Kids, Cigarette Tax Rate Increases by State per Year 2000-2013, As of August 1, 2013.

* Contingency section of 2011 tobacco tax rate decreases specified that if tobacco tax revenues did not increase by July 15,

2013, then the original tobacco tax rates would be restored automatically (without additional legislative action).

T Part of a multi-year series of cigarette tax increases all passed into law at the same time. The rate was increased annually

from 2006-2011.
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Over the last few years there have been many attempts at legislative changes throughout the
country in the way OTP are taxed. The most prevalent is to move little cigars from the OTP
category and tax them as cigarettes. Changes in the taxation of moist snuff, a growing market
segment, also has been proposed and passed in many states. Currently, regulation and taxation
of e-cigarettes is being hotly debated throughout the country. At the time of writing, Minnesota is
the only state to tax e-cigarettes as cigarettes.

Price Elasticity of Demand for Taxable Cigarettes

Price elasticity is a concept used to quantify changes in quantity of demand for a product
associated with changes in price. It is defined as the percentage change in quantity demanded
in response to a 1 percent change in price. For the last twenty years, estimates have indicated
that a 10 percent rise in price reduces the overall cigarette consumption by between 4 and 5
percent (price elasticity of demand of -0.4 to -0.5).° However, the hypothesis is that this value
increases substantially when states move to having a high tax rate and when they border other
states with lower tax rates. What this implies is that the sensitivity of changes in the quantity of
taxable cigarettes purchased associated with the changes in the price of cigarettes increases as
increased incentives for avoidance or evasion arise. A brief review of the applied literature can
be found in Appendix E.

Below are two tables — one identifying the highest 10 state tax rates and the other comparing
Minnesota’s tax rate to its surrounding states.’

Table 2-3  States with the Highest Excise Tax Rates (as of July 1, 2013)

Tax Rates
1. New York $4.35
2. Massachusetts $3.51
3. Rhode Island $3.50
4. Connecticut $3.40
5. Hawaii $3.20
6. Washington $3.025
7. Minnesota $2.83
8. New Jersey $2.70
9. Vermont $2.62
10. Wisconsin $2.52
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Table 2-4 Tax Rates in States Bordering Minnesota

Tax Rates | State Ranking (1=highest rate)

1. North Dakota $0.44 46"
2. lowa $1.36 26"
3. South Dakota $1.53 24"
4. Wisconsin $2.52 10"
5. Minnesota $2.83 7"

Are Minnesota’s Fisc