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Legislative Update:
What’s A City To Do?
B ILL  GR I FF ITH

Property 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.  

TIF IS NOT THE ONLY PUBLIC 
FINANCING TOOL AVAILABLE TO CITIES

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.  
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PETER COYLE

Each session of the Minnesota Legislature produces a surprise or
two regarding a change of law that affects our clients.  This year
was no exception.  Buried in the fine print of a regulatory reform

bill dealing with building code standards is a provision which eliminates
the super-majority vote requirement for changing the zoning of property.
This provision qualifies as the “sleeper” of the 2001 legislative session.

SUPER-MAJORITY VOTE 
ELIMINATED FOR RESIDENTIAL REZONING

The Minnesota Land Planning Act has for years required that any change
in a zoning ordinance, including the zoning classification for a specific 
parcel of land, be approved based on a two-thirds majority vote of all the
voting members of a local governing body.  This requirement posed a
significant challenge for any developer in pursuit of a project with the
slightest bit of controversy attached to it.  Even absent a controversial 
project, however, the super-majority threshold gave a local jurisdiction 
significant leverage to force changes in the project which might not have
been permissible otherwise.

The change in the voting requirement was sought by a mixture of devel-
oper, public agency and affordable housing advocates, who viewed the
two-thirds vote standard as unnecessarily obstructive at a time when local
governments are under growing pressure to accommodate more dense
land uses, including affordable housing.

Now, while only a simple majority vote is required to change the zoning
for most classes of property, a change from residential to commercial
zoning will still require a two-thirds vote in favor of the amendment.

STATE BUILDING CODE REIGNS SUPREME

While the change in the voting requirements for rezoning property is sig-
nificant, other aspects of the regulatory reform bill adopted by the
Legislature deserve mention, as well.  Chief among these is a new policy
which establishes the State Building Code, as interpreted by the state
building official, as the controlling document in the event of a dispute
between a residential developer or contractor and a local building inspec-
tor.  In the event such a building code dispute cannot be resolved at the
local level, the legislation establishes an appeal process for bringing code
interpretations before an appeals panel for resolution.  

NEW BUILDING FEE LIMITATIONS

In addition, the regulatory reform bill imposes new limitations on the fees
local units of government can collect from a builder.  Unless authorized
by statute, cities are restricted in their ability to collect fees from developers
and builders.  Examples of statutorily authorized fees include sewer
connection charges and park dedication fees.  Beyond that, cities only
may recover their costs for actual services rendered, ie. project inspec-
tions, plan reviews, etc.  Notwithstanding these limits, the building
community has had an ongoing concern that municipal fees were a 
revenue generator for other parts of the city.  As an example, a few 
years ago the Minnesota court of appeals invalidated a city’s “road unit
fee” as an unauthorized tax on new development.  

The new legislation requires that any fee, not otherwise expressly 
authorized, be “fair, reasonable, and proportionate to actual cost…”  
A builder/developer who disagrees with an imposed municipal fee now
has the option of paying the disputed fee into escrow in order to keep
their project on track, while preserving a right to appeal the fee on an
after-the-fact basis.  

The regulatory reform legislation enacted by the Minnesota Legislature
this year will make a meaningful difference in the process for residential
builders and developers.  In particular, the elimination of the super-major-
ity vote requirement for most zoning changes will make it easier to
pursue projects supported by local officials.    ■
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Minnesota’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). 

PROPERTY TAX REFORM: 
GOVERNOR LEADS, LEGISLATURE FOLLOWS

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.

FORWARD PROGRESS FOR BUSINESS TAXPAYERS

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 class 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. 

REFORMS CREATE UNCERTAINTY 
FOR TIF PROJECTS

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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Understanding the
Language of “TIF”
By Sean D. Kelly

A business seeking tax increment financing is usually confronted with a
barrage of unfamiliar terms and concepts unique to the world of local
government and economic development.  The following glossary is
intended to dispel some of the mystery behind the terms most com-
monly enlisted in connection with TIF. 

“Tax Increment Financing” or “TIF” Tax increment financing is a statu-
tory mechanism by which the increased property taxes generated by
new development in a designated area can be captured by the local
authority for a specified duration and used to pay for certain “qualified
costs” (defined below) associated with the new development.  The
increased property taxes captured by the local authority are referred to
as the “tax increment.” 

“Tax Increment Financing District” The geographic area from which
tax increment is generated is referred to as the tax increment financing
district.  The district is created by the local authority through the adop-
tion of a tax increment financing plan.  The TIF plan designates the
geographic boundaries of the district and sets forth the various statutory
findings required for the creation of the district.    

“Substandard” or ”Blighted Property” In order to create a 
“redevelopment” TIF district, a certain proportion of the buildings and
improvements within the district must be substandard or blighted.  The
degree to which an existing building fails to satisfy current building code
requirements determines whether it is substandard for the purposes of
tax increment financing. 

“Qualified Costs” The expenditure of tax increment by the local author-
ity is limited to certain costs designated by statute and referred to
generally as “qualified costs.”  Costs associated with land acquisition,
demolition, environmental remediation, site preparation, and public
infrastructure improvements are typical qualified costs.

“But-For Test” The fundamental premise behind tax increment financ-
ing is that the development or redevelopment would not otherwise
occur “but for” the tax increment assistance provided to project.  This
finding must be made by the local authority in connection with the cre-
ation of the TIF district and oftentimes must be certified by the
developer with respect to any project being assisted with tax increment. 

”Pay-As-You-Go (PAYG) Financing” As a means of financing costs with
tax increment, the local authority may require the private developer or
business to incur such costs in the first instance and will reimburse such
costs on a “pay-as-you-go” basis as tax increment is received from the
property being developed.  This mechanism shifts any risk of insufficient
tax increment revenues to the developer or business actually paying the
property taxes from which the tax increment is derived. 

“Assessment Agreement” A local authority will sometimes require a
developer or business receiving TIF assistance to enter into an assess-
ment agreement to further assure that sufficient tax increment
revenues will be generated to pay any revenue bonds or PAYG obliga-
tions issued in connection with the redevelopment project.  The
assessment agreement is a contract by which the property owner
agrees to a minimum assessed value for the redevelopment property
for a specified period, thereby assuring a certain level of tax increment.

• Community Development Block Grant (CDBG) funds are available for
qualified housing, senior and urban renewal projects.  Funds turned back
from the federal government are provided “in block” to local governments
for certain urban renewal efforts. 

• Metropolitan Livable Communities Fund provides a demonstration
account designed to fund models for “Smart Growth” in all parts of the
region.  The funding is an incentive to demonstrate new forms of devel-
opment that make better use of land and services already in place, and
forge a stronger relationship between land use and transportation.  This
fund is administered through the Metropolitan Council each year.

• Minnesota Housing Finance Agency (MHFA) provides state funding for
qualified housing projects for low-income families and individuals.
Recently, the MHFA awarded $32 million to fund housing projects in over
38 communities throughout the state.  Each year MHFA seeks funding
increases to stem the shortage of affordable housing.

• Department of Trade and Economic Development (DTED) sponsors 
a number of programs designed to support creation of jobs, new busi-
nesses, redevelopment, tourism, and public facilities.  These funds are
available to qualified cities, resorts and tourism related businesses, small
businesses and developers. 

This list is not exhaustive of public programs supporting development projects.
And the need to develop and redevelop urban areas will not go away with
tax reform.  Progressive communities will continue to look for ways to keep
their cities healthy and growing.  Please call us if we can be of help!   ■
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