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FROM T H E EDITOR"S D E S K

BILL GRIFFITH

roperty tax reform led the headlines at the close of the 2001 leg-
islative session. It remains to be seen just how far reform will go as
cities across Minnesota assess the damage to local budgets. One result
will likely be upward pressure on property valuation as assessors make up for the legislature’s down-
ward pressure on tax classification rates.

City government may have taken the biggest hit during this session. Not only will municipalities col-
lect less in property tax revenues, but tax increment financing (TIF), a favorite redevelopment tool,
has been cut to about “half-strength!’ This leaves cities and developers scrambling for new tools to
undertake much needed redevelopment and urban renewal.

Before developers throw in the towel on public assistance, they should examine other programs that
are available to make housing, redevelopment and urban renewal projects work:

+ Tax Abatement is a form of local tax assistance that is fairly uncomplicated compared to pro-
grams such as TIF. Upon adoption of a resolution supporting a qualified project, a city council can
agree to abate its share of property taxes generated by an economic development project. The
taxes, once abated, can be used to finance improvements associated with the project, such as
utilities, roadways and land acquisition.

+ Special Assessment Districts are a typical tool of local governments for financing public improve-

ment projects. Improvements are financed through bonds or notes issued by local government
and repaid through an assessment on benefited property.



SEAN D. KELLY

innesota’s 2001 legislative session may have been much too long

and dominated by partisan bickering, but it was probably all worth

it for most owners of business property. Sweeping changes to
Minnesota’s property tax system should yield meaningful tax relief. However,
the reforms will likely prove to be detrimental to projects relying on tax
increment financing (TIF).

Over the past several years, the Legislature has attempted to address the
high rate of taxation for commercial, industrial, and rental housing properties.
Minnesota's reputation nationally as a high-tax state clearly stems from the
wide disparity in property taxes imposed on homesteads and farms versus
commercial and industrial properties. In years past, it was not unusual for a
business property owner to pay property taxes three to five times higher than
the taxes paid by the owner of a similarly valued homestead or farm.

Last year, Governor Ventura signaled that he was going to pursue significant
property tax reform during the 2001 session to remedy these disparities
(a/k/a "The Big Plan"). The Governor’s proposal included substantial reforms
to education funding, restructuring of the property classification system, and
the expansion of the existing statewide sales tax to include services. While
the sales tax expansion was jettisoned early in the session, the balance of

his proposal was ultimately embraced by the Legislature.

The most important achievement of the 2001 legislative session is the substan-
tial reduction of class rate disparity in the State’s property classification system.
This is commonly referred to as “compression” and has the effect of equalizing
property tax liability among the various classes of property (i.e. commercial/
industrial, multifamily rental, homestead, agricutural, etc.). The top-tier dlass rate
for commercial and industrial property was reduced from 3.4 percent to 2 per-
cent for taxes payable in 2003. The top rate for multifamily rental housing was
reduced from 2.4 percent to 1.5 percent for taxes payable in 2003 and further
reduced to 1.25 percent for taxes payable in 2004 and thereafter.

In addition, the State assumed full responsibility for funding it's share of K-12
education costs by eliminating the general education levy from the local prop-
erty tax. To make up for the loss of tax revenue attributed to the repeal of this
local levy, the Legislature imposed a new statewide property tax on all
commercial/industrial and seasonal/ recreational properties. The state
property tax levy was set at $592 million for taxes payable in 2002 and
will be increased each year thereafter based on an inflation index.

While the 2001 property tax reforms signal good news for most owners
of business property, the reforms will likely have a detrimental effect

upon projects financed in whole, or in part, through tax increment financing
(TIF). Since TIF is a direct function of the property taxes generated by a pro-
ject, the negative impact of the reforms is two-fold. First, the Legislature has
eliminated the general education levy as the primary local tax captured by TIF
districts. As a result, starting in 2003 most TIF districts will generate less than
70 percent of the tax increment revenues generated in prior years. Second,
the reductions in property class rates described above will likely further
decrease the amount of local taxes captured within a given TIF district.

To the extent tax increment revenues are reduced as a result of the 2001
property tax reforms, any debt secured with tax increment is jeopardized.
Such TIF debt is widespread throughout the State of Minnesota, ranging
from general obligation or revenue bonds issued by local authorities, to
pay-as-you-go (PAYG) notes issued directly to developers. In recognition

of the potentially devastating fiscal impacts of the property tax reforms upon
outstanding TIF debt, the Legislature enacted various “transitional laws”
intended to reduce the deficits caused by the reforms.

Chief among the transitional laws is the so-called “TIF Grant Program!” The
Legislature has appropriated $91 million in fiscal year 2003 and $38 million
in each year thereafter to fund this program. Local authorities facing deficits
in TIF districts as a result of the 2001 reforms may apply for grants from this
pool, after exhausting various other statutory remedies. While the specific
procedure for applying for such grants remains uncertain, the legislation does
include two general eligibility requirements. First a TIF district facing a deficit
must have been created prior to August 1, 2001. Second, only “preexisting
obligations” created prior to August 1, 2001 count towards establishing a
deficit for the TIF district.

The term “preexisting obligations” is broadly defined in the legislation to
include any bonds or contracts, to the extent such obligations are secured by
a pledge of tax increment. Despite this seemingly clear definition, however, a
difference of opinion is emerging among practitioners as to whether it
includes PAYG obligations. Predictably, counsel for various local authorities
are taking the position that such obligations are not eligible under the TIF
Grant Program and other transitional laws. The statute does not, however,
distinguish PAYG notes from any other bonds and/or contracts secured by
tax increment. In fact, certain State officials and lobbyists charged with
monitoring this legislation believe that the broad statutory language ultimately
enacted was intended to specifically include PAYG obligations. This issue

will no doubt come to light as the first round of TIF Grant applications are
submitted to the Department of Revenue.
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