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TAX INCREMENT FINANCING REPORT

EXECUTIVE SUMMARY
Description of TIF

Tax increment financing (TIF) is a statutory tool to promote economic development, redevel opment, and
housing in areas where it otherwise would not have occurred. A TIF authority, typicdly acity, a county,
or an entity created by a city or county, captures the increase in net tax capacity resulting from new
development within a designated geographic area caled a TIF didtrict. The TIF authority uses the tax
increments, whicharethe property taxes paid on the captured increase in net tax capacity, to pay for TIF-
eligible costs of the new development that generated the increase in net tax capacity.

The property taxes on the captured net tax capacity are paid to the TIF authority rather than to the city or
town, county, and school district. The school district recovers most of the property tax revenueit losesto
the TIF authority through an increase in Sate education aid payments.

OSA’'sRolein TIF

Inthe 1995 Omnibus Tax Act, the Legidaturetransferred authority for legal complianceoversight of al TIF
digrictsin the date to the Office of the State Auditor (OSA). Loca governments were required to file
reports with the OSA for approximately 2,100 TIF digtrictsfor the year ended December 31, 1999. The
TIF Act authorizesthe OSA to examine and audit the accountsand records of TIF authoritieson arandom
basis to determine whether they are complying with the TIF Act. The OSA is required to provide an
annud summary of itsfindings of noncompliance with the state TIF laws and the responsesto thosefindings
by the governing bodies of therevant municipdities. Thefollowing report issubmitted to the chairs of the
legidative committees with jurisdiction over tax increment financing.

Violations of TIF Act

The report summarizes the following findings of noncompliance made by the OSA and the municipdities
responses:

«  Expendingtax increment and TIF bond proceedsfrom TIF digtricts on activities outsdethe geographic
areas of the TIF didricts, even though the TIF Act did not authorize any tax increment or TIF bond
proceeds to be spent on activities outside the TIF digtricts;

« Not setting forth in writing the reasons and supporting facts for findings thet two TIF digtricts met the
“but for” test;



Not setting forth in writing the reasons and supporting facts for finding that a TIF didtrict qualified as
aredevelopment didrict;

Not including amap of a TIF digtrict in the published notice of the public hearing regarding approva
of the TIF plan for the TIF didtrict;

Recalving tax increment from an economic development didtrict after the statutory maximum duration
limit;
Spending tax increment on administrative expensesin an amount greater than that permitted by the TIF
Act;

Trandferring tax increment to amunicipdity’ s generd fund to compensate the municipdity for the Sate
ad offset and paying tax increment to a developer so that the developer could compensate the
municipdity for the date aid offset;

Using tax increment to pay for cogtsfor which the TIF plans did not contain a specific budget amount;
ad

N ot maintai ning adegquate documentation sufficient to alow the OSA to verify that paymentsmadewith
tax increment were made for lawful purposes.

Statutory | ssues

In addition, the report discusses the following statutory issues:

The proper standards to apply in determining whether aloca government has correctly dravn a TIF
digtrict’ s geographic borders and has successfully complied with the “but for” test.

The correct sandards to apply in determining whether at least 15 percent of a parcel is occupied by
buildings, streets, utilities, or other improvementsaspart of thedetermination that aTIF district qualifies
as aredevelopment digtrict.

The need to review the issue of TIF authorities paying interest on interfund loans and the appropriate
rate of interest on such loans.

TIF Reporting Statistics

BExhibit 1, beginning on page 26 of thisreport, reviewsthe statutory reporting requirementsfor TIF districts
and details the statistics on TIF reporting for the year ended December 31, 1999.



TAX INCREMENT FINANCING REPORT

. GENERAL INFORMATION
A. INTRODUCTION

In the 1995 Omnibus Tax Act, the Legidaturetransferred authority for legal compliance oversight of dl tax
increment financing (T1F) digtrictsin the sateto the Office of the State Auditor (OSA). Loca governments
were required to file reports with the OSA for approximately 2,100 TIF districts for the year ended
December 31, 1999. The OSA isrequired to provide an annua summary of itsfindings of noncompliance
with the state TIF laws and the responses to those findings by the governing bodies of the relevant
municipdities® Thisreport issubmitted to the chairs of the legidative committees with jurisdiction over tax
increment finanang.

B. BACKGROUND
1. What IsTax Increment Financing?

Tax increment financing isastatutory tool to promote economic devel opment, redevel opment, and housing
in areas where it otherwise would not have occurred. A TIF authority, typicaly a city, a county, or an
entity crested by acity or county, capturestheincreasein net tax capacity resulting from new devel opment
withinadesignated geographic areacdled aTIF digtrict. The TIF authority usesthetax increments, which
are the property taxes paid on the captured increase in net tax capacity, to pay for TIF-eligible costs of the
new development that generated the increase in net tax capacity.

The property taxes on the captured net tax capacity are paid to the TIF authority rather than to the city or
town, county, and school district. The school district recovers most of the property tax revenueit losesto
the TIF authority through an increase in Sate education aid payments.

TIF isnot a property tax abatement program. The owner of the property in the TIF digtrict continuesto
pay the full amount of property taxes. The portion of those property taxes generated by the new
development, however, is used to pay some of the devel opment costs that the owner, devel oper, or loca
government otherwise would have paid.

Examples of TIF-digible cogs are land and building acquistion, demolition of structuraly substandard
buildings, ste preparation, inddlation of utilities, road improvements, and congruction of low- or
moderate-income housing. The coststhat are digibleto be paid from tax increment vary depending on the
type of TIF digtrict created and the year in which the district was created.

1 Minn. Stat. § 469.1771, subd. 1(c) (2000).



The up-front costs of TIF-subsidized development frequently have been financed with the proceeds of
genera obligation bonds, revenue bonds, loans from externa sources, or interfund loans, or through other
financing arrangements. The debt service on those obligationsis paid with tax increment generated by one
or more TIF didricts.

An dternative to bonded debt or loans, known as pay-as-you-go financing, is being used with increasing
frequency. Under a pay-as-you-go financing arrangement, the property owner or developer pays the
development costs up front and isreimbursed if, and when, tax increment is generated by the TIF district.2
Therisk of insufficient tax increment to remburse dl of the TIF-eligible costs rests with the property owner
or developer, rather than with the TIF authority.®

2. Overview of Tax Increment Financing Act

The Minnesota Tax Increment Financing Act (TIF Act) governs the cregtion and adminigtration of TIF
districts* Thefollowing isasummary of the provisons of the TIF Act:

C Minn. Stat. §469.174 Definitions,

C Minn. Stat. §469.175 Contents of TIF plans, procedures for gpproving and amending
them, and reporting requirements;

C Minn. Stat. §469.176 Limitations on expenditure of tax increment and maximum
duration limits for TIF didricts;

C Minn. Stat. § 469.1761 Income requirements for housing projects;

C Minn. Stat. 8 469.1762 Arbitration of disputes over county costs,

C Minn. Stat. § 469.1763 Pooling redtrictions and the five-year rule;

*  Minn. Stat. § 469.1764 Ratification of pooling from 1979-82 TIF didricts,

C Minn. Stat. § 469.1765 Rules governing guaranty funds;

C Minn. Stat. 8 469.1766 Redtrictions on devel oper payments,

C Minn. Stat. §469.177 Computation of tax increment, requirement to repay excess
increment, and deduction to fund OSA enforcement function;

C Minn, Stat. §469.1771 Remediesfor violations and OSA enforcement authority;

C Minn. Stat. 8§ 469.178 Tax increment bonding;

2 The TIF authority may use tax increment to reimburse only those costs that are TIF-digible and
that the property owner or developer actudly has incurred. The TIF authority must obtain from
the developer, and retain in itsfiles, documentation of the costs being reimbursed.

3 Evenin situations where bonds are issued or the TIF authority receives an advance of funds, TIF
authorities frequently structure the financing arrangements to shift the risk of insufficient tax
increment from the TIF authority to the property owner or developer.

4 Laws1979, ch. 322. Initidly, the TIF Act was codified at Minn. Stat. 88 273.71 through 273.78.
In 1987, the TIF Act was recodified at Minn. Stat. 88 469.174 through 469.179.



C Minn. Stat. § 469.1781 Required expenditures of tax increment for a neighborhood
revitalization program where certain bonds have been refunded;

C Minn. Stat. 8 469.1782 Provisons gpplicable to TIF digtricts with extended durations as
aresult of specid laws, and

C Minn. Stat. 8 469.179 Presumptions regarding the effective dates of amendmentsto the
TIF Act.

The TIF Act has been amended frequently since its creation in 1979. A TIF digtrict usudly is governed
by the lawsin effect in the year in which the didtrict was crested.

The TIF Act divides TIF digtrictsinto a number of types, each of which has different requirementsfor the
creation of adigrict, different maximum duration limits, and different restrictionson the use of tax increment
from the digtrict:

Pre-1979 didtricts;

Economic development didricts;
Housng didtricts,

Redevelopment didtricts;

Renewa and renovation digtricts, and
Soils condition districts®

DO OO OO

In addition, the TIF Act permits the creation of a hazardous substance subdigtrict withina TIF digtrict. A
hazardous substance subdidtrict has its own statutory requirements for the creation of a subdistrict,
maximum duration limit, and restrictions on the use of tax increment. Furthermore, uncodified laws have
authorized the creation of awide variety of special-purpose TIF districts®

A related statute’ grants specid status to certain TIF districts which meet additiona qudifications:

C Qudified housing didricts,
C Quadified ethanal production facility didtricts;

> TheTIF Act used to authorize the creation of mined underground space development districts, but
these provisons wererepeded by the Legidaturein 2000. See Laws 2000, ch. 490, art. 11, sec.
44(a) (repeding Minn. Stat. 88 469.174, subd. 13 and 469.176, subd. 4a (1998)).

®  See eg., Laws 1995, ch. 264, art. 5, sec. 44-47.

7 Minn. Stat. § 273.1399 (2000).



C Quadlified agriculturd processng facdility digricts, and
C  Qudified manufacturing districts®

3. Who Uses Tax Increment Financing?

The TIF Act authorizes TIF authorities to create TIF didricts.  TIF authorities include housing and
redevelopment authorities, port authorities, economic development authorities, municipa redevelopment
agencies, rura development financing authorities, cities, and counties. The TIF authority takesthefirst step
in cregting a TIF ditrict by adopting a TIF plan for the didtrict. The TIF plan provides information about
the project being funded by tax increment from the TIF digtrict, authorizes the use of tax increment from
the digtrict to pay TIF-dligible project costs, and establishes a budget for tax increment expenditures.®

The governing body of the municipdity in which the TIF didtrict islocated must gpprove the TIF plan for
the district.’® For example, if acity’s port authority proposes to create a TIF district in the city, the city
council must approve the TIF plan for the digtrict. If a county’s housing and redevel opment authority
proposesto createa TIF district in atownship in the county, the county board must approvethe TIF plan.*

Before a TIF didtrict is created, the TIF authority must provide a copy of the proposed TIF plan and
certain information about the proposed TIF district to the county auditor and the clerk of the school board,
who in turn provide copies of these documents to the members of the county board of commissionersand
the school board.*? The county board and school board may comment on the proposed district, but cannot
prevent the creation of the district (except that the county board may prevent creation of the TIF didtrict
if the county is the municipdity that must gpprove the TIF plan).

8 The portion of the Statute that granted specid status to qualified manufacturing districts was
repedal ed effectivefor digtrictswith certification request dates after June 30, 1994. Laws 1995, ch.
264, art. 5, sec. 4 and 49.

°  Minn. Stat. § 469.175, subd. 1 and subd. 6(c)(14) (2000).
10 Minn. Stat. § 469.175, subd. 3 (2000).

11 1f acounty’ s housing and redevelopment authority proposesto creste a TIF digtrict in acity, it is
not clear whether the municipaity that must gpprove the TIF plan is the city, the county, or both.
See Minn. Stat. 8 469.174, subd. 6 (2000).

2 Minn. Stat. § 469.175, subd. 2 (2000).



Minnesotalocd governments use of TIF isacontroverda subject, asis evident from the frequent letters,
publishedin newspapersaround the state, criticizing or defending usesof TIF. Recently, controversesover
uses of TIF have spawned litigation in Minnesota and throughout the United States!

4. Statisticson Use of Tax Increment Financing

A tota of 437 TIF authorities had active TIF digtricts for which TIF authorities and municipdities were
required to report information to the OSA for the year ended December 31, 1999. These TIF authorities
and municipditieswererequired to filereportsregarding 2,103 TIF districts. According to theinformation
municipdities filed with the OSA, these 2,103 TIF didtricts conssted of the following types of TIF
digtricts™

Pre-1979 districts 88
Economic development didricts 737
Housing didtricts 333
Redevelopment digtricts 880
Renewa and renovation digtricts 21
Soils condition didtricts 40
Didtricts authorized by uncodified laws 3
Not reported 1

Tota 2,103

Over the years, the number of TIF didtricts crested annualy has fluctuated. The following teble lists the
number of each type of TIF district grouped by the year of each TIF digtrict’s certification request date
(CRD), gtarting in 1989.°* This unaudited information was reported by municipdities for the year ended
December 31, 1999, and therefore does not include information about TIF districtswhich were decertified
and not required to report for the year ended December 31, 1999.

18 See e.g., Minneapolis Community Dev. Agency v. Opus Northwest, LLC, 582 N.W. 2d 596
(Minn. Ct. App. 1998); J. Gibeaut, “The Money Chase,” ABA Journal, March 1999, p. 58.

14 Thisis unaudited information. The OSA has determined through TIF legal compliance audits that
anumber of municipditiesincorrectly reported the types of their TIF didtricts.

15 This table does not include TIF digtricts reported to be pre-1979 districts, mined underground
gpace didtricts, digtricts authorized by uncodified laws, digtricts for which no type was reported,
and digtricts for which no certification request date was reported. TIF districts with certification
request dates before 1989 also were excluded. Many economic development digtricts created
before 1988 were no longer required to report for theyear ended December 31, 1999. Therefore,
induding TIF digtricts with certification request dates before 1988 would have created the fase
impression that few economic development districts were created during those earlier years.



CRD Economic Renewd & Soils
Year Deveopment Housing Redevel opment Renovation Condition  Total

1989 96 13 52 na 4 165
1990 69 12 46 0 1 128
1991 23 8 17 0 2 50
1992 33 11 29 3 7 83
1993 50 13 49 3 8 123
1994 51 22 41 3 4 121
1995 65 41 57 3 7 173
1996 62 31 68 1 2 164
1997 84 34 58 3 0 179
1998 68 29 63 2 1 163
1999 _43 30 _ 42 _2 _1 _118
Tota _644 _244 _522 _20 _37 L1467

The following tables summarize unaudited financid informeation reported to the OSA for the year ended
December 31, 1999.%6

Source of Funds Prior Years Calendar 1999 Total

Tax increment revenue $2,637,687,969  $275,611,803  $2,912,299,772
Interest on invested funds 403,599,783 18,583,486 422,183,269
Bond proceeds 2,641,357,580 178,491,424  2,819,849,004
Loan proceeds 143,270,978 51,244,280 194,515,258
Red estate sales proceeds 135,784,857 11,534,650 147,319,507
Rent/lease revenue 65,013,802 10,604,264 75,618,066
Grants 155,439,601 11,160,267 166,599,868
Trandersin 539,761,285 43,556,118 583,317,403
All other sources of funds 411,637,083 83,198,772 494,835,855
Total of reported sources of funds $7,137,586.767  $683,984,721  $7,821,571,488

16 The numbersin these tables are rounded to the nearest dollar. Thistable doesnot include asmall
number of TIF ditricts for which the OSA had not received 1999 TIF reports as of the date of
this report.



Use of Funds Prior Years Calendar 1999 Total

Land/building acquistion $1,081,753,771  $74,269,884 $1,156,023,655
Site improvement/preparation costs 536,244,946 48,056,977 584,301,923
Ingdlation of public utilities 345,071,108 15,405,879 360,476,987
Parking facilities 156,529,629 12,173,440 168,703,069
Streets and sidewalks 196,109,391 17,817,590 213,926,981
Public park facilities 27,989,436 4,413,122 32,402,558
Socid, recregtiona, conference facilities 103,176,163 76,726,632* 179,902,795
Bond principd payments 972,486,141 128,528,810 1,101,014,951
Bond interest payments 751,392,382 51,654,863 803,047,245
Loan principa payments 100,524,778 16,301,328 116,651,967
Loar/note interest payments 61,291,972 12,301,328 73,593,300
Adminidretive expenses 242,181,677 17,087,997 259,269,674
Trandfers out 1,386,654,611 141,817,688 1,528,472,299
All other uses of funds 717,756,248 71,992,550 789,748,798
Total of reported uses of funds $6.679,162,253  $688,373,949 $7.367.565,002

*TIF authorities reported spending $76,726,632 on social, recreational, and conference facilities during the year ended
December 31, 1999, up sharply fromthe $23,502,080 T1F authoritiesreported spending on such facilitiesintheyear ended
December 31, 1998. This increase was likely due to the 1999 amendment to Minn. Stat. § 469.176, subd. 4g, which
prohibits the use of tax increment for publicly or privately owned social or recreational facilities and publicly owned
conference facilities after January 1, 2000. This amendment appliesto al TIF districts, regardless of their certification
request dates, but doesnot apply to (1) expendituresmade before January 1, 2000; (2) expendituresmade under abinding
contract entered before January 1, 2000; or (3) expenditures made under a binding contract entered pursuant to aletter
of intent with the developer or contractor if the letter of intent was entered into before January 1, 2000. See Laws 1999,
ch. 243, art. 10, sec. 2 and 29.

C. OSA’'SsROLEINTIF

The 1995 Omnibus Tax Act transferred the respongbility for investigating and reporting whether loca
governmentsarein compliancewith the TIF Act from the Department of Revenuetothe OSA.Y” The OSA
may examine and audit the accountsand records of TIF authorities on arandom basi sto determine whether

17 Laws 1995, ch. 264, art. 5, sec. 34.



they are complying with the TIF Act.® The 1995 act dso transferred to the OSA the responsibility for
callecting the information that TIF authorities and municipdities are required to report annually about their
TIF digtricts.®

The OSA created aTIF Divisonto perform these TIF enforcement and data-collection functions. TheTIF
Divison began its enforcement activities on January 1, 1996. The TIF Divison currently congsts of a
director, eight TIF auditors, alegd andys, and an office and adminidrative specidist. The TIF Divison
focuses on annud collection and review of TIF reports, on conducting legal compliance audits and
investigations, and on education.

The OSA reviewsal TIF reportsit receiveseach year for substantial completeness and returnsreportsthat
are not substantialy complete. Exhibit 1 to this report, beginning on page 26, reviews the statutory
reporting requirements for TIF districts and details the statistics on TIF reporting for the year ended
December 31, 1999.

In addition to reviewing al TIF reports for completeness, the TIF Divison staff reviews the contents of
many of the TIF reports each year for reporting accuracy and potentia legal compliance issues. During
the course of these in-depth reviews, the TIF Divison staff may find Stuations where a TIF authority has
received tax increment after the TIF district was required to be decertified or has made unauthorized
expenditures of tax increment. From January 1, 1996, to date, the review of reports by the TIF Division
daff and subsequent contact with reporting loca government units, plusthe lega complianceinvestigations
and audits performed by the TIF Division staff, has resulted in nearly $2.8 million being paid or returned
to county auditors voluntarily or asthe result of settlement agreementswith county attorneys. Thisamount
was redistributed to the cities, towns, counties, and school digtrictsin which therdevant TIF districtswere
located.? Inaddition, the OSA’s TIF enforcement activitiesmay have prompted internal examinationsthat
resulted in additiona voluntary payments to county auditors of which the OSA is unaware.

Section |1 of this report discusses details of the various TIF lega compliance audits and investigations
completed in the past year. Complete copies of the initial and fina notices of noncompliance and the
municipdities responses are provided in the gppendices to this report.

18 Minn. Stat. § 469.1771, subd. 1(b) (2000).

19 Laws 1995, ch. 264, art. 5, sec. 19 and 21. Prior to 1995, TIF authorities and municipdities
reported certain statutorily required informationto the Department of Revenue and other required
financid information to the OSA.

20 See Minn. Stat. 88 469.176, subd. 2, and 469.1771, subd. 2 and 3 (2000). Some of the school
digtricts which received these redistributions had their state aid decreased by the amount received
from the redistributions, which resulted in a savings to the sate's Generd Fund.



The TIF Divison dso hasworked actively in the area of tax increment financing education on astatewide
leve. In June 2000, the OSA provided five workshops in four locations around the state to assst local
governments with completing the TIF reports. This is the second year that the OSA has conducted
workshops on TIF reporting. 1n October and November of 2000, the TIF Division presented aday-long
seminar on the basics of tax increment financing, holding one seminar in Brainerd and the second in
Brooklyn Center. These seminars were attended by over 250 loca government officias and dteff, Sate
employeesfrom the executiveand legidative branches, and professond TIF advisors. Thisisthethird year
that the OSA has conducted these day-long seminars.

The operations of the TIF Division are funded exclusvely from revenue derived by deducting 0.25 percent
of dl tax increment that county treasurers distribute to TIF authorities and municipdities? The county
treasurers deduct the revenue before distributing the tax increment to theloca governments, and then pay
the deducted revenueto the sate treasurer. The amount of revenueto fund the TIF Divison will vary with
the number of TIF digtricts and the amount of tax increment generated.

[I. VIOLATIONSOF TIF ACT

If the OSA finds that a TIF authority is not in compliance with the TIF Act, a notice of noncomplianceis
sent to the governing body of the municipality that approved the TIF district in which the violation arose??
The notice of noncompliance provides the facts and law upon which the OSA rdied in making its finding
thet the TIF authority is not in compliance. In addition, the notice of noncompliance may inform the
municipdity that the TIF Act requires the TIF authority to pay an amount of money to the county auditor
asrequired to redress certain violations of the TIF Act.?

The governing body must respond in writing to the OSA within 60 days after recelving the notice of
noncompliance. In its response, the municipdity must state whether it accepts, in whole or in part, the
OSA’sfindings. If the municipaity does not accept any part of thefindings, itsreponse must indicatethe
basis for its disagreement with thefindings?* The OSA must provide dl informationregarding unresolved
findings of noncompliance to the county atorney, who may bring an action to enforce the TIF Act.®

2L Minn. Stat. § 469.177, subd. 11 (2000).

2 Minn. Stat. § 469.1771, subd. 1(c) (2000).

2 See Minn. Stat. § 469.1771, subd. 2 and 3 (2000).
24 Minn. Stat. § 469.1771, subd. 1(c) (2000).

2 Minn. Stat. §469.1771, subd. 1(b) (2000). A new enforcement mechanism involving the attorney
genera applies only to final notices of noncompliance issued by the OSA after December 31,
1999. See Minn. Stat. 8 469.1771, subd. 2b (Supp. 1999); Laws 1999, art. 10, sec. 5, 6, and
29. Therefore, this mechanism does not gpply to any of the notices of noncompliance discussed
in this report.



The OSA dso mugt provide asummary of the responsesit receives from the municipdities, and copies of
the responses themselves, to the chairs of the legidative committees with jurisdiction over tax increment
finandng.® Appendices A through | of this report contain copies of notices of noncompliance regarding
the citiesof Braham, Bricelyn, Deerwood, Eden Prairie, Jordan, Lewiston, and M cGregor, the Chanhassen
Economic Development Authority, and the Cook County/Grand Marais Joint Economic Development
Authority, and the municipdities responses. AppendicesJand K containlettersto thecitiesof Austin and
Walker.?” This section discusses the more significant findings, in terms of financia impact and frequency
of occurrence, contained in these notices of noncompliance.

A. “POOLING” OF TAX INCREMENT FROM 1979-82 TIF DISTRICTS
City of Eden Prairie

On November 10, 1999, the OSA sent the City of Eden Prairie anotice of noncompliance. Inthenotice,
the OSA found that the city had improperly spent more than $17 million of tax increment or TIF bond
proceeds from TIF Didrict 1 on activities outsde the geographic area of TIF Didrict 1 and more than
$800,000 of tax increment from TIF Digtrict 2 on activities outside the geographic area of TIF Didtrict 2.
None of the tax increment or bond proceeds from these TIF didtricts was spent on activities within the
geographic areasof thedigtricts. Thecity requested certification of these TIF districts on October 6, 1981,
and April 14, 1982. It wasthe OSA’spostionthat the TIF Act did not permit “pooling” of tax increment
or TIF bond proceeds from TIF digtricts with certification request dates after July 31, 1979, and before
July 1, 1982.

The natice of noncompliance concluded that this finding was resolved by the enactment of Minn. Stat. 8
4690.17641n 1999. By enacting this statute, the Legidature confirmed that pooling of tax increment from
TIF digtrictswith certification request datesafter July 31, 1979, and before July 1, 1982, was not permitted
by the TIF Act, except to pay debt service on city development district revenue bonds issued pursuant to
Minn. Stat. § 469.129, subd. 2.2 Those TIF authorities that improperly pooled tax increment from TIF
digricts with certification request dates after July 31, 1979, and before July 1, 1982, are now subject to
anew law under which the pooling expenditures before December 31, 1999, are ratified, but such TIF
digtricts now are required to redtrict expenditures of tax increment for activities within and outsde the
district and are required to be decertified early.?

26 Minn. Stat. § 469.1771, subd. 1(c) (2000).

2T Theselettersdo not contain findings of noncompliance, but address TIF statutory issueswhich may
be of interest to the Legidature if reviewing current TIF law.

2 SeeMinn. Stat. § 469.1764, subd. 1 (Supp. 1999). City development district revenue bonds may
not be issued under Minn. Stat. § 469.129, subd. 2 after April 30, 1990.

2 See Minn. Stat. § 469.1764, subd. 3 and 4 (Supp. 1999).
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The OSA did not refer thisfinding to the county attorney. Copiesof the OSA’ s notices of noncompliance
and the city’ s response regarding this matter are included in Appendix A.

B. LACK OF REASONSAND SUPPORTING FACTSFOR “BUT FOR” TEST
Cook County/Grand Marais Joint EDA

On July 14, 2000, the OSA sent Cook County a notice of noncompliance. In the notice, the OSA found
that the county board did not set forth in writing the reasons and supporting facts for its findings that the
Cook County/Grand Marais Joint Economic Development Authority’ s (Joint EDA) TIF Didricts 1-1 and
1-2 met the “but for” test. Prior to or a the time it gpproved the TIF plan for a new TIF didrict, the
municipaity was required to find—

[T]hat the proposed development or redevelopment, in the opinion of the municipality,
would not reasonably be expected to occur solely through private investment within the
reasonably foreseeable future and therefore the use of tax increment financing is deemed

necessary.

Minn. Stat. § 469.175, subd. 3(2) (1990). This statutory provision is known as the “but for” test. The
same statute provided that the“ municipality. . . shal set forth inwriting the reasons and supporting facts
for its determination” that the new TIF district met the “but for” test. Minn. Stat. 8§ 469.175, subd. 3
(1990) (emphasis added). In this case, the county was the municipdity that approved the TIF plans for
TIF Didtricts 1-1 and 1-2. Therefore, the county board, as the governing body of the municipdity, was
required to set forth in writing the reasons and supporting facts for its determination that TIF Didtrict 1-1
and 1-2 met the “but for” test. Neither the TIF plans nor the county board resolutions gpproving them
contained or incorporated by reference astatement by the county board of itsreasonsand supporting facts.

The county’ sresponse stated that severa documents taken together contained the county board’ sreasons
and supporting factsfor itsfindingsthat TIF Didrict' s1-1 and 1-2 met the“but for” test. Inreviewing these
documents, the OSA found no documentation showing that the county board s forth in writing the
reasons and supporting factsfor the county’ sfindingsthat TIF Digtricts 1-1 and 1-2 met the “ but for” test.
Smilaly, the county board did not formally adopt reports prepared by outside entities as the board's
gatement of the reasons and supporting facts for its findings.

On December 15, 2000, the OSA sent the county afina notice of noncompliance. The OSA reiterated
itsfindingsthat the county board failed to set forth in writing the reasons and supporting factsfor itsfindings
that the Joint EDA’s TIF Didricts 1-1 and 1-2 met the “but for” test. Absent such documentation, the
creationof TIF Digtricts 1-1 and 1-2 wasinvalid, and the Joint EDA improperly received $101,092 of tax
increment from TIF Digtrict 1-1 and $51,804 of tax increment from TIF District 1-2 through December
31, 1997. The Joint EDA received thesetax increment payments after December 31, 1990, and therefore
they were subject to the payment provisions of Minn. Stat. 8 469.1771, subd. 2.
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The OSA referred this matter to the Cook County Attorney by letter dated December 18, 2000. Copies
of the OSA’s notices of noncompliance and the county’ s response regarding this matter are included in

Appendix B.

C. LACK OF REASONS AND SUPPORTING FACTS FOR FINDING THAT PARCELS
WERE “OCCUPIED” FOR PURPOSES OF QUALIFYING AS A REDEVELOPMENT
DISTRICT

Cook County/Grand Marais Joint EDA

On July 14, 2000, the OSA sent Cook County a notice of noncompliance. Inthe notice, the OSA found
that the county board did not set forth in writing the reasons and facts supporting its finding that the parcels
in TIF Digrict 2-1 met the requirements for incluson in a redevelopment digtrict. In its response, the
county stated that the Joint EDA returned to the county al tax increment recelved by TIF Didtrict 2-1 prior
to itsdecertification on January 12, 1999, and the Office of the Cook County Auditor/Treasurer confirmed
this fact. In its final notice of noncompliance, the OSA concluded that the return of the tax increment
resolved this finding.

The OSA referred other findings of noncompliance in this matter to the Cook County Attorney by letter
dated December 18, 2000. Copies of the OSA’s notices of noncompliance and the county’ s responses
regarding this matter areincluded in Appendix B.

D. INCOMPLETE MAP ACCOMPANYING PUBLIC HEARING NOTICE
City of Jordan

On February 4, 2000, the OSA sent the City of Jordan anotice of noncompliance. In the notice, the OSA
found that the city did not comply with the notice requirements of Minn. Stat. § 469.175, subd. 3whenthe
city approved the TIF plan for TIF Didtrict 1-4. Although the city published a notice of public hearing
regarding gpprova of the TIF plan for TIF Didrict 1-4, the published notice did not include the required
map of the area of the district from which tax increment was to be collected.*® Asaresult, the OSA found
that the city improperly received $440,251.71 of tax increment from TIF Digtrict 1-4.

The city responded that the required map was inadvertently omitted from the public hearing notice. The
city argued that the public had sufficient knowledge of the proposed TIF district because the public hearing
notice contained a lega description of the property to be included in TIF Didtrict 1-4. The city further
argued that “ courts have ruled that good faith substantial compliancewith law by acity issufficient and that
proceedings are not invaidated because of an error or omission in complying with applicable law.”

0 See Minn. Stat. § 469.175, subd. 3 (1990).
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On May 24, 2000, the OSA sent the city a find notice of noncompliance. In the find notice, the OSA
stated that whether the city’s public hearing notice substantialy complied with the requirements of Minn.
Stat. § 469.175, subd. 3 and whether the doctrine of substantia compliance applies to these statutory
requirements are determinations agppropriate for the county attorney and the courts.

Accordingly, the OSA referred thisfinding to the Scott County Attorney for review. Copiesof theOSA’s
notices of noncompliance and the city’ s responses regarding this matter are included in Appendix C.

E. TAXINCREMENT RECEIVED AFTER MAXIMUM DURATION LIMIT
Chanhassen EDA

On March 21, 2000, the OSA sent the City of Chanhassen anatice of noncompliance. Inthe notice, the
OSA found the Chanhassen Economic Development Authority (EDA) improperly received $711,167.96
of tax increment from TIF Didtrict 2-1 after the statutory maximum duration limit for the digtrict. TIF
Didrict 2-1 isan economic development district. According to the gpplicable statute, thisdistrict reached
its maximum duration limit on May 23, 1998, which was ten years after goprovd of the TIF plan. The
OSA determined that the EDA received $711,167.96 of tax increment from this district after May 23,
1998.

Initsresponse, the city did not dispute that the maximum statutory duration limit of thisdistrict wasreached
onMay 23, 1998, nor did the city dispute that the EDA received $711,167.96 of tax increment from this
digrict after May 23, 1998. Instead, the city’ s response stated that Minn. Stat. 8 469.1771, subd. 2 did
not requirethe EDA to pay back theincrement received after the maximum statutory duration limit, because
that statute does not require a violation payment in the event of “afailure to decertify adidtrict at the end
of the duration limit specified in the tax increment financing plan.”*! The city also responded that the
gpplicationof the maximum statutory duration limit would deprivethecity of thefull amount of tax increment
intended by the Legidature. The city stated that the Legidature intended to permit the EDA to receive tax
increment from this economic devel opment district through the end of the eighth yeer after theyear inwhich
the EDA firgt received tax increment from this digtrict.

On June 20, 2000, the OSA sent the city a find notice of noncompliance. In the find notice, the OSA
reiterated itsfinding that the EDA improperly received $711,167.96 of tax increment from TIF Digtrict 2-1

3L It isthe OSA's position that the exception for exceeding the duration limit “specified in the tax
increment financing plan” applies only to Stuations where the TIF authority or municipdity chose
to include in the TIF plan a maximum duration limit that was earlier than the otherwise applicable
gatutory limit. The last sentence of Minn. Stat. § 469.1771, subd. 2 is worded as an exception
to agenerd rule. The generd ruleisthat section 469.1771, subd. 2 appliesto any receipt of tax
increment after the maximum duration limit of the TIF district. The exception applies only to the
amount of tax increment received after the maximum duration limit specified in the TIF plan, but
before the otherwise gpplicable statutory maximum duration limit.
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after the statutory maximum duration limit for the digtrict. The EDA received these payments after
December 31, 1990, the effective date of Minn. Stat. §469.1771, subd. 2, and therefore these payments
were subject to the provisons of that statute.

The applicable statute provided that the EDA was not entitled to recelve tax increment from this economic
development didtrict “after eight years from the date of the receipt, or ten years from approval of the tax
increment financing plan,whichever isless.” Minn. Stat. §469.176, subd. 1(€) (1988) (emphasisadded).
The city approved the TIF plan for TIF Didtrict 2-1 on May 23, 1988. Eight years from the first receipt
of tax increment, with the duration extenson provided in Minn. Stat. § 469.176, subd. 1b(b), was
December 31, 1999. Ten years from approva of the TIF plan was May 23, 1998, which is less than
December 31, 1999. Therefore, according to the terms of the applicable Satute, the maximum duration
limit isMay 23, 1998. The intent of the Legidature to limit the maximum duration limit to the earlier of the
two datesis clear and explicit in the text of the Satute.

The OSA referred this matter to the Carver County Attorney by letter dated June 30, 2000. Copies of
the OSA’ snotices of noncomplianceand the city’ sresponseregarding thismatter areincluded in Appendix
D.

F. ADMINISTRATIVE EXPENSESIN EXCESSOF STATUTORY LIMIT
City of Eden Prairie

On November 10, 1999, the OSA sent the City of Eden Prairie anotice of noncompliance. Inthenoctice,
the OSA found that the city improperly spent $586,659 more tax increment or TIF bond proceeds from
TIF Didricts 1 and 2 on adminigtrative expenses than permitted by statute. The adminidtrative expense
gatute limited adminigrative expenses payable with TIF to “five percent of the tota tax increment
expenditures authorized by the tax increment financing plan orthe total tax increment expendituresfor
thedistrict, whichever isless” Minn. Stat. § 273.75, subd. 3 (1980) (emphasisadded). Thecity spent
none of the tax increment or TIF bond proceeds from TIF Didricts 1 and 2 on activities within the
geographic areas of those didtricts, so thelimit on theamount of tax increment or TIF bond proceedswhich
could be spent on administrative expenses, was five percent of zero dollars, or zero.*

The city’ s response did not dispute these facts, but it disputed the OSA’ s finding based on a number of
legd arguments. The city’ s response dso provided sufficient documentation to demondrate that dl of the
payments on administrative expenses occurred on or before December 31, 1990, the effective date of
Minn. Stat. 8 469.1771, subd. 3. Therefore, the statutory payment provision did not apply to these
expenditures

32 See Minn. Stat. § 273.75, subd. 3 (1980).
3 SeeLaws 1990, ch. 604, art. 7, sec. 31(a).
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On April 19, 2000, the OSA sent the city a find notice of noncompliance. In the final notice, the OSA
disagreed with the city’ slegd arguments and reiterated its finding thet the city improperly spent $586,659
more tax increment from TIF Digtricts 1 and 2 on adminigrative expenses than permitted by Satute.

The OSA, however, did not refer thisfinding to the county attorney, because the city’ s response provided
sufficient documentation to demondtrate that dl of the expenditures on administrative expenses occurred
on or before December 31, 1990, the effective date of Minn. Stat. 8 469.1771, subd. 3. Copies of the
OSA’s natices of noncompliance and the city’ s response regarding this matter are included in Appendix
A.

G. COSTSNOT ELIGIBLE FOR PAYMENT WITH TAX INCREMENT
1. City of Jordan

On February 4, 2000, the OSA sent the City of Jordan anotice of noncompliance. In the notice, the OSA
found that the city’ s transfers of $27,482.96 of tax increment from TIF Digtrict 1-4 to the city’s Generd
Fund were improper, because the transfers were made for reimbursement of the state aid offset or there
was not sufficient documentation to demondratethat thetransferswerefor costsauthorized inthe TIF plan.

The city responded that it deposited the tax increment from TIF Digtrict 1-4inthe city’ s Generd Fund to
reimburse the city for the cost of public improvementsin Development Didrict 1, whichthecity paid with
money from its General Fund.

On May 24, 2000, the OSA sent the city a find notice of noncompliance. In the find notice, the OSA
reiterated its finding that the city’ s transfers of $27,482.96 of tax increment from TIF Digtrict 1-4 to the
city’s General Fund were improper, because the transfers were made for reimbursement of the state aid
offset or there was not sufficient documentation to demongtrate that the transferswere for costs authorized
inthe TIF plan. The city’s response did not include documentation to show that these paymentswere for
anything other than to reimburse the city for the state aid offset. The TIF Act does not authorize the
expenditure of tax increment by a city to compensateitsdf for lost local government aid. OSA audit saff
found no documentation indicating that the city made these transfers to remburse the Generd Fund for
expendituresthe city madeto pay costsauthorized in TIF Digtrict 1-4' s TIF plan. Thesetransfersoccurred
after December 31, 1990, and were subject to the provisions of Minn. Stat. 8 469.1771, subd. 3.

In the initial notice, the OSA aso found that the city improperly spent $900 of TIF District 1-5's tax
increment to reimburse special assessments, because thiswas not a permitted use of tax increment from
asoils condition digtrict. The city’s response did not include aresponseto thisfinding. Inthefina notice,
the OSA reiterated itsfinding. This payment occurred after December 31, 1990, and was subject to the
payment provisions of Minn. Stat. 8 469.1771, subd. 3.

The OSA referred this matter to the Scott County Attorney by letter dated May 25, 2000. Copiesof the
OSA’s natices of noncompliance and the city’ s responses regarding this matter are included in Appendix
C.
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2. City of Deerwood

On Augugt 9, 2000, the OSA sent the City of Deerwood a notice of noncompliance. In the notice, the
OSA found that the city’s payments of $79,946 to a developer in order for the developer to make
subsequent reimbursementsof the state aid offset wereimproper. These paymentswereimproper because
they are not permitted under relevant Minnesota statutes and were not authorized in the TIF plan.

The city responded that it did not accept the OSA’s finding because (1) the payments made by the
developer to the city to remburse the city for the Sate aid offset were not made with tax increment and (2)
the city’s legal counsel had advised the city to submit revised TIF Authority Reports for the years 1995
through 1999 to clarify the facts relating to the payments made by the devel opers.

On November 21, 2000, the OSA sent the city afind notice of noncompliance. In the find notice, the
OSA reiterated its finding that the city’s payments of $79,946 made to the developer in order for the
developer to make subsequent reimbursements of the state aid offset wereimproper. The OSA’ sfinding
of noncompliance was not based on the use of tax increment by the developer to make paymentsto the
city, but instead was based on the use of tax increment by the city to make paymentsto the developer. As
discussed in the initid notice of noncompliance, the city’ s tax increment payments to the developer were
made for a purpose not permitted by statute, i.e., to provide the developer with money so that the
developer could reimburse the city for the State aid offset. Furthermore, these payments were not
authorized in the TIF-plan budget, and tax increment may be spent only as authorized in the TIF plan.®
These payments were made after December 31, 1990, and were subject to the payment provisions of
Minn. Stat. § 469.1771, subd. 3.

The OSA referred this matter to the Crow Wing County Attorney by letter dated November 22, 2000.
Copies of the OSA’ s notices of noncompliance and the city’ s response regarding this matter areincluded

in Appendix E.
H. USESOF TAX INCREMENT NOT AUTHORIZED IN TIF PLAN
1. City of Bricelyn

On November 8, 1999, the OSA sent the City of Bricelyn a notice of noncompliance. In the notice, the
OSA found that the city improperly spent $33,467 of tax increment on public improvements, because the
TIF-plan budget did not authorize aspecific amount for these kinds of expenditures. The OSA noted that
the expenditures conssted of miscellaneous street and utility repairs made by the city during the years
1995-97. The OSA adso found that the city improperly spent $5,534 of tax increment on administrative
expenses because these expenditures were not authorized in the TIF-plan budget.

3 Minn. Stat. § 469.176, subd. 4 (1990).
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The city responded that these expenditures were authorized because thetext of various sectionsof the TIF
plan mentioned these kinds of expenditures, and the TIF plan contained a lump-sum amount for severa
categories of cods, including, among others, ingdlation of public utilities.

On March 6, 2000, the OSA sent the city afind notice of noncompliance. In the find notice, the OSA
reiterated its findings that the city improperly spent $33,467 on public improvements and $5,534 on
adminigrative expenses. The TIF-plan budget did not include amounts specifically for these categories of
costs asrequired by statute>> Of the $39,001 of improper expenditures, $2,534 were made on or before
December 31, 1990, the effective date of Minn. Stat. § 469.1771, subd. 3.3 Theremaining payments of
$36,467 were made after December 31, 1990, and were subject to the payment provisions of Minn. Stat.
§469.1771, subd. 3.

The OSA referred this matter to the Faribault County Attorney by letter dated March 8, 2000. Copies
of the OSA’s notices of noncompliance and the city’s responses regarding this matter are included in
Appendix F.

2. City of McGregor

On January 31, 2000, the OSA sent the City of McGregor a notice of noncompliance. In the notice, the
OSA found that the city improperly spent $37,881 of TIF Didtrict 1’ stax increment, because the TIF-plan
budget did not specificdly authorize these expenditures. The OSA noted that the TIF-plan budget for TIF
Didrict 1 included an estimate of total costs and a list of categories of costs labeled “dternative
expenditures,” but did not budget a specific dollar amount for any of the categories of costs asrequired by
the TIF Act.%

The city’ s response contained three reasons for its disagreement with the OSA’s finding. Fird, the city
responded that the TIF Act did not require the city to include aline-item budget in the TIF plan. Second,
the city sated that a budget amount for interest payments on a limited revenue note could be caculated
from information provided in the TIF plan. Third, the city stated that any defect in the TIF plan was cured
by operation of law when the city issued the limited revenue note pursuant to Minn. Stat. 8 469.178, subd.
4,

On July 3, 2000, the OSA sent the city a find notice of noncompliance. In the find notice, the OSA
concluded that the TIF plan provided sufficient information to calculate a budget amount for interest
payments. Therefore, the amount spent on interest was properly spent. The OSA, however, found that
the city improperly spent $15,665 of tax increment on non-interest categories of costs through December

% See Minn. Stat. § 469.175, subd. 6(c)(4) (Supp. 1987).
% SeeLaws 1990, ch. 604, art. 7, sec. 31(a).
7 See Minn. Stat. § 469.175, subd. 6(c)(3) (1998).
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31, 1998, because the TIF-plan budget did not authorize specific amounts for non-interest categories of
costs. The OSA concluded that the TIF Act required the city to include aline-item budget in the TIF plan.
The OSA dso concluded thecity did not issuethe limited revenue note under Minn. Stat. 8 469.178, subd.
4, 0 the defects in the TIF plan were not cured by operation of law. These payments were made after
December 31, 1990, and were subject to the payment provisions of Minn. Stat. § 469.1771, subd 3.

The OSA referred this matter to the Aitkin County Attorney by letter dated July 5, 2000. Copies of the
OSA’s natices of noncompliance and the city’ s response regarding this matter are included in Appendix
G

3. City of Jordan

On February 4, 2000, the OSA sent the City of Jordan anotice of noncompliance. In the notice, the OSA
found that the city improperly spent $22,843.24 of TIF Didtrict 1-3' stax increment on publicimprovement
costs, because the TIF-plan budget did not authorize a specific amount for this category of codts.

The city responded that it financed the public improvements with money from exigting water and sewer
funds and it intended to use tax increment from TIF Didtrict 1-3 to reimburse the water and sewer funds.
The city’ s response indicated that aforma interfund loan was not established. The response argued that
the “lack of documentation of an interfund loan does not invdidate the expenditure of tax increments for
the cost of public improvements.”

The OSA sent the city afinal notice of noncompliance on May 24, 2000. In the find notice, the OSA
reiterated its finding that the city improperly spent $22,843.24 of TIF Didtrict 1-3's tax increment on
unbudgeted costs. The transfer of TIF Didtrict 1-3's tax increment to the sewer and water funds would
have been in compliance with the TIF Act only if aprovison in the TIF Act authorized such a use of tax
increment and the city had included an amount for such transfersin the TIF-plan budget. OSA audit saff
found neither of these, and the city’ sresponse provided neither. The development costs authorized in the
TIF plan were not paid with tax increment. When TIF Digtrict 1-3 generated tax increment, the city
transferred the tax increment to the sewer and water funds and then spent it on costs not authorized in the
TIF plan. Tax increment may be used only as provided inthe TIF plan.®® These payments occurred after
December 31, 1990, and were subject to the payment provisions of Minn. Stat. § 469.1771, subd. 3.

In the initid notice of noncompliance, the OSA dso found that the city improperly spent $5,671.47 of TIF
Didrict 1-3' stax increment on Ste improvement costs not authorized in the TIF-plan budget. The city’s
response did not include aresponseto thisfinding. Inthefina notice of noncompliance, the OSA reiterated
itsfinding that the city improperly spent $5,671.47 of TIF Didtrict 1-3' stax increment on Siteimprovement
costs not authorized in the TIF plan. This payment occurred after December 31, 1990, and was subject
to the payment provisions of Minn. Stat. § 469.1771, subd. 3.

3 Minn. Stat. § 469.176, subd. 4 (1998).
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In theinitid notice of noncompliance, the OSA aso found that the city improperly spent $25,000 of TIF
Didrict 1-5's tax increment on land acquisition costs not authorized in the TIF-plan budget. The city
responded that the TIF Act did not require the city to include aline-item budget inthe TIF plan. Inthefind
notice of noncompliance, the OSA reiterated its finding that the city improperly spent $25,000 of TIF
Didrict 1-5's tax increment on land acquisition costs not authorized in the TIF-plan budget. The OSA
concluded that the TIF Act required the city to include a line-item budget in the TIF plan. This payment
occurred after December 31, 1990, and was subject to the payment provisionsof Minn. Stat. §469.1771,
subd. 3.

The OSA referred this matter to the Scott County Attorney by letter dated May 25, 2000. Copiesof the
OSA’s notices of noncompliance and the city’ s response regarding this matter are included in Appendix
C.

4. City of Braham

On July 14, 2000, the OSA sent the City of Braham anotice of noncompliance. In the notice, the OSA
found that the city improperly spent $23,166 of TIF Digtrict 1-1's tax increment through December 31,
1998, on adminidtrative expenses, becausethe TIF-plan budget did not authorize aspecific amount for this
category of costs. The city made $12,052 of these expenditures after December 31, 1990, and the city
paid $9,130 to the county auditor. Therefore, $2,922 ($12,052-$9,130) was the amount subject to the
payment provisions of Minn. Stat. 8 469.1771, subd. 3.

Inthe notice, the OSA aso found that the city improperly spent $5,164 of TIF Didtrict 2-2' stax increment
through December 31, 1998, on adminidrative expenses, becausethe TIF-plan budget did not authorize
a specific amount for this category of costs. These payments were made after December 31, 1990, and
were subject to the payment provisions of Minn. Stat. § 469.1771, subd. 3.

The city responded that it paid $8,086 ($2,922+3$5,164) to the county auditor, and the Office of the | santi
County Auditor confirmed thisfact. Therefore, the OSA did not issueafina notice of noncompliance, and
did not refer this matter to the county attorney. Copies of the OSA’s notice of noncompliance and the
city’ s reponse regarding this matter are included in Appendix H.

5. City of Lewiston

On July 14, 2000, the OSA sent the City of Lewiston anotice of noncompliance. Inthe notice, the OSA
found that the city improperly spent $156,053 of TIF District 1's tax increment and $56,330 of TIF
Didrict 4’ stax increment through December 31, 1998, because these expenditures were for categories
of costs for which the TIF-plan budgets did not include specific amounts. The TIF-plan budget for TIF
Didrict 1 included an estimate of tota costs, but did not budget a specific dollar amount for any of the
categories of cogts identified in the TIF Act, except adminidtrative expenses. TIF Didtrict 4's TIF-plan
budget dso included an estimate of tota cogts, but did not budget a specific
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dollar amount for any of the categories of costs. Accordingly, neither TIF plan contained aline-item budget
asrequired by the TIF Act.®*® Tax increment may be spent only as authorized in the TIF plan.*°

The city’ sresponse Sated that the TIF plansfor TIF Didtricts 1 and 4 were defectivefor the reasons stated
intheinitia notice of noncompliance. The city, however, so stated that it should not be required to pay
any pendty for the failure of the TIF plan to comply with the TIF Act, because (1) the city rdied on the
consultant who prepared the TIF planto prepare aplan which met dl therequirements of the TIF Act; (2)
the city did not know the TIF plan was defective; (3) the state and county did not inform the city that the
TIF plan was defective; and (4) al of the expenditures were for purposes permitted by the TIF Act. The
city offered to resolve the finding of noncompliance by modifying the TIF plan.

The OSA sent the city afina notice of noncompliance on October 12, 2000. Inthefina notice, the OSA
reiterated itsfindingsthat the city improperly spent $156,053 of TIF Didtrict 1’ stax increment and $56,330
of TIF Digrict 4's tax increment through December 31, 1998, because these expenditures were for
categories of cogts for which the TIF-plan budgets did not include specific amounts. The city can prevent
continuing noncompliance in the future by modifying the TIF plan to comply with the requirements of the
TIF Act, but modifying the TIF plan will not resolve the noncompliance that aready has occurred. These
expenditures were made after December 31, 1990, and were subject to the payment provisions of Minn.
Stat. § 469.1771, subd. 3.

Intheinitia notice of noncompliance, the OSA aso found dl expendituresof TIF Didtrict 2’ stax increment
made through December 31, 1998, were improper, because these expenditures were for categories of
costs for which the TIF-plan budget did not include specific amounts. The city responded that no tax
increment from TIF Didrict 2 had been spent and that the amount reported as spent was till in an escrow
account. The city offered to resolve this finding by paying the tax increment to the “various taxing
authorities with jurisdiction over these parcels.” Based on the city’ s representation that no tax increment
from TIF Didrict 2 had been spent, the OSA withdrew thisfinding in itsfind notice of noncompliance.

The OSA referred this matter to the Winona County Attorney by letter dated October 20, 2000. Copies
of the OSA’s notices of noncompliance and the city’s response regarding this matter are included in

Appendix I.
I. INADEQUATELY DOCUMENTED USESOF TAX INCREMENT
City of Jordan

On February 4, 2000, the OSA sent the City of Jordan anotice of noncompliance. In the notice, the OSA
found that the city improperly paid $9,343.67 of TIF Digtrict 1-4's tax increment to a company to

% See eg., Minn. Stat. § 469.175, subd. 6(c)(4) (1988).
% Minn. Stat. § 469.176, subd. 4 (1998).
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remburse specid assessments paid by the company under the TIF plan, because the city lacked
documentation that showed the company was digible to receive thismoney. The city paid the company
$16,071.36 through December 31, 1996, for reimbursement of specid assessments. OSA audit staff
found documentation indicating that the company had paid only $6,727.69 of specid assessmentsthrough
December 31, 1996, leaving an undocumented balance of $9,343.67.

The documentsenclosed with the city’ ssupplementa responseto thisfinding indicated that as of December
31, 1996, the company had paid more than $16,071.36 of specia assessments. Based on this
documentation, the OSA withdrew thisfinding in itsfina notice of noncompliance.

Intheinitid notice of noncompliance, the OSA dso found that the city improperly spent $404,115 of TIF
Didrict 2-1' stax increment, which the city reported as spent on reimbursement of steimprovements paid
by a business, because these expenditures were not supported by adequate documentation.

The city’ s response indicated that the business represented and warranted that project Site improvements
would be constructed, the project was constructed and the costs paid, and the city, based on these
representations, reimbursed the business with TIF Didrict 2-1's tax increment without first obtaining paid
invoices from the business. The city’ s response further indicated that the city has requested paid invoices
from the business and intends to forward this documentation to the OSA when it becomes available.

Inthefina notice of noncompliance, the OSA reiterated itsfinding that the city improperly spent $404,115
of TIF Digtrict 2-1' stax increment on expenditures that were not supported by adequate documentation.
The find notice stated that it was the OSA’ s position that a TIF authority may not reimburse a devel oper
withtax increment unlessthe TIF authority obtains sufficient documentation from the devel oper to support
payment. Absent such documentation, the OSA isunableto verify that all tax increment was spent on TIF-
eligible expenditures in accordance with the TIF plan. Tax increment may be spent only as authorized in
the TIF plan.** These expenditures occurred after December 31, 1990, and were subject to the payment
provisons of Minn. Stat. § 469.1771, subd. 3.

The OSA referred this matter to the Scott County Attorney by letter dated May 25, 2000. Copiesof the
OSA' s natices of noncompliance and the city’ s response regarding this matter are included in Appendix
C.

[Il. STATUTORY ISSUES

Through municipdities responsesto noticesof noncompliance and questionsreceived from city and county
officids and employees, the OSA has identified certain issues regarding the TIF Act. This report to the

4 Minn. Stat. § 469.176, subd. 4 (1998).
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legidative committees with jurisdiction over TIF identifies some of these issuesin order to facilitate public
policy discussion and alow for legidative action.*

A. “BUT FOR” TEST
Before or a the time of approving the TIF plan for anew TIF didtrict, the municipdity must find—

[T]hat the proposed development or redevelopment, in the opinion of the municipality,
would not reasonably be expected to occur solely through private investment within the
reasonably foreseeable future and that the increased market vaue of the site that could
reasonably be expected to occur without the use of tax increment financing would beless
than the increase in the market value estimated to result from the proposed devel opment
after subtracting the present vaue of the projected tax increments for the maximum
duration of the digtrict permitted by the plan.

Minn. Stat. § 469.175, subd. 3(2) (2000). This required finding is known as the “but for” test, and
compliance with this test is a the heart of the public policy rationde for permitting local governments to
create TIF digtricts. If the proposed development would not have occurred solely through private
investment, then the increased property tax revenue from the proposed development can be diverted to
paying costs necessary to make the proposed devel opment occur without depriving the city, county, and
school digtrict of an increase in tax base that otherwise would have occurred.

On the other hand, if aloca government createsa TIF digtrict to capture growth in property tax base that
would likely occur soldy through private investment, such action denies other affected local governments
vauable and necessary growth in property tax base, which in turn can lead to increased locd tax rates.
Furthermore, it can create costs borne by every citizen within the state, Snceincreased state education aids
are pad to school digtricts that lose property tax base to TIF didtricts. The policy rationade behind
TIF—using increased property tax revenue that otherwise would not exist to finance the development or
redevelopment that generatestheincreased property taxes—isthwarted when TIF-district boundariesare
drawn to include parcels that would be developed or redevel oped without TIF assistance.

Inits January 1986 report on the use of TIF in Minnesota, the Office of the Legidative Auditor reported
that “[m]ore than one-third of the cities we visited created at least one tax increment digtrict to capture
taxes from devel opments that would have occurred without TIF."* The OSA questions the public policy
rationae of having a TIF authority draw the boundaries of a TIF digtrict to include property that the TIF
authority knows will be developed or redeveloped soldy through private investsment. The OSA became

42 The OSA’s Tax Increment Financing Reports to the Legidature in prior years contain
discussions of additiona ambiguities and conflicting Statutory interpretations, many of which have
not yet been resolved.

43 Office of the Legidative Auditor, Tax Increment Financing, January 1986, p. 46.
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aware of anumber of such occurrencesinthepast year.** The OSA brings these factsto the Legidature's
attention to alow it the opportunity to consder under what circumstances, if any, it would be good public
policy to permit a TIF authority to create a TIF district to capture increased property tax base that would
have occurred solely through private investment.

The OSA ds0 brings to the Legidature' s attention certain satutory language that may limit chalenges to
aTIF authority’s“but for” finding:

Once gpproved, the determination of the authority to undertake the project through theuse
of tax increment financing and the resolution of the governing body shdl be conclusive of
the findings therein and of the public need for the financing.

Minn. Stat. § 469.175, subd. 3 (2000).

The OSA views thislanguage as limiting its ability to issue certain types of noncompliancefindingsasthey
relate to the “but for” test. The OSA brings these facts to the Legidature's attention to alow it the
opportunity to consder whether amunicipdity’ sfinding that a TIF district meetsthe “but for” test should
preclude any legd action to compel aviolaion payment under Minn. Stat. §469.1771, subd. 2 if the TIF
digrict, in fact, did not meet the “but for” test. If the Legidature wishesto dlow broader chdlengeto the
legdity of amunicipdity’s“but for” finding, the Legidature may wish to consder amending Minn. Stat. 8§
469.175, subd. 3 or Minn. Stat. 8 469.1771, subd. 2 to clarify the Legidature' sintent.

B. DETERMINING “OCCUPIED” PARCELS FOR PURPOSES OF QUALIFYING A TIF
DISTRICT ASA REDEVELOPMENT DISTRICT

A TIF digrict qudifies as aredevelopment didtrict if, among other things—

[Plarcels conssting of 70 percent of the area of the didtrict are occupied by buildings,
Streets, utilities, or other improvements and more than 50 percent of the buildings, not
induding outbuildings, are structuraly substandard to a degree requiring substantial
renovation or clearance ]

Minn. Stat. § 469.174, subd. 10(a)(1) (2000). For purposes of thistest, “a parcel is not occupied by
buildings, streets, utilities, or other improvements unless 15 percent of the area of the parcel contains
improvements.” Minn. Stat. 8 469.174, subd. 10(e) (2000). Based on information obtained during recent
invedtigations and audits, it gppears that some TIF authorities have included areas of mowed lawns, flower
beds, gardens, and other landscaping when calculating what percentage of a parcd is occupied by
buildings, streets, utilities, or other improvements. The OSA has concluded that these various landscaping

4 See Appendices D, |, and Jfor OSA letters which discuss thisissue in greater detail.
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and gardening activities are not sufficient to consider a parcd “occupied” for the purpose of meeting the
standard set forth in Minn. Stat. § 469.174, subd. 10(c).®

The OSA brings these facts to the Legidature s atention to alow it the opportunity to review the relevant
dtatutes and determine whether it wishes to expresdy include landscaping activity within the category of
improvements that can be used in caculating whether aparce is “occupied.”

C. INTEREST ON INTERFUND LOANS

Through reviews of annua reports, investigations, and audits, the OSA has found many examples of TIF
authorities' financing development and adminigirative costs in the early years of a TIF district, before tax
increment is available to pay for them, by using cash available in other funds to make “loans’ to the TIF
digrict. Later, whenthe TIF district beginsto generatetax increment, it isused to repay theinterfund loan.
The OSA has found many examples of TIF authorities then using TIF to pay interest on these interfund
loans.

The OSA, however, has been unable to find any statutory authority for a TIF authority to charge interest
on an interfund loan. Furthermore, if charging interest on interfund loans were permitted without any limit
ontheinterest rate, TIF authorities could earn excessive rates of return a the expense of their TIF digtricts.

The OSA brings these facts to the Legidature' s attention to dlow it to consider legidation addressing the
issue of charging interest on interfund loans and the rate of interest which may be charged.

IV. CONCLUSION
The TIF Divison may be contacted at the following addresses and telephoneffax numbers:

Office of the State Auditor
Tax Increment Financing Divison
505 Spruce Tree Centre
1600 Universty Ave. W.

St. Paul, MN 55104
Telephone: (651) 642-0767
Fax: (651) 642-0769
emal: tifdivison@osagate mn.us

4 See Appendices B and K for OSA letters which discuss thisissue in greater detail.
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The TIF Divison' s geff isavallable to answer questions you may haverdatingto TIF. Pleasefed freeto
contact any of our gaff at the telephone numbers listed below.

Bill Connors, TIF Divison Director (651) 642-0837
Marsha Pattison, Office and Adminigrative Specidist (651) 642-0767
Hassan Bastani (651) 642-0775
Thomas Carlson (651) 642-0824
Matthew Gaetz (651) 643-2132
LisaMcGuire (651) 642-0815
Kurt Mudler (651) 642-0832
Suk Shah (651) 642-0719
James Silen (651) 642-0823
David Sdlworth (651) 642-0892
Linda Thomas (651) 642-0836
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EXHIBIT 1
Statisticson TIF Reporting for Year Ended December 31, 1999

Three gatutory subdivisonsimpose annud reporting obligations on TIF authorities and municipaities and
describe the TIF information they must submit.*® All three TIF-reporting subdivisions apply to al TIF
digtricts regardless of when they were created. All three subdivisons mandate that TIF authorities and
municipdities submit the required information to the OSA on or before August 1 of each year. Inaddition
to filing TIF reports, a TIF authority must publish certain statutorily required financid information about
each of its TIF districts in a newspaper of generd circulation on or before August 15 of each year.*’

In 1998, the L egidature enacted Minn. Stat. § 469.1771, subd. 2a, which establishes a procedure for tax
increment to be withheld by the county auditor if the TIF authority or municipdity fails to file reports
containing the required TIF information, or a copy of the annua disclosure statement, by the statutory
deadline® The withheld tax increment will be released and distributed whenever substantialy complete
TIF reports eventualy are filed. These changes were effective starting with the TIF reports and annua
disclosure statement that were required to be filed in 1999.°

A totd of 437 TIF authoritieshad TIF districts for which they and their municipalities were required tofile
TIF reports with the OSA for the year ended December 31, 1999, which were due by August 1, 2000.
These TIF authorities and municipaities were required to file reports for 2,103 TIF digtricts.

The OSA returns TIF reports that are not substantialy complete and treats them as not filed. Of the 436
TIF authoritieswith TIF districtsfor which filing was required,> 304 had substantially complete TIF reports
for dl ther TIF digtricts and copies of their annua disclosure statements filed with the OSA by the

% See Minn. Stat. § 469.175, subd. 5, 6, and 6a (1998). The 2000 Omnibus Tax Act repeded
Minn. Stat. § 469.175, subd. 6a and amended Minn. Stat. § 469.175, subd. 5and 6. See Laws
2000, ch. 490, art. 11, sec. 23, 24, and 44. Asaresult, beginning with the TIF reportsthat must
be filed in 2001 for the year ended December 31, 2000, the municipality that approved a TIF
digtrict no longer is required to report information about the didtrict to the OSA.

47 See Minn. Stat. § 469.175, subd. 5 (2000).
% SpelLaws 1998, ch. 389, art. 11, sec. 8.
9 Laws 1998, ch. 389, art. 11, sec. 29.

0 The City of Granite Falls was not required to file 1999 TIF reports by the August 1, 2000,
satutory deadline, because the city was recovering from atornado which struck in 2000.
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August 1, 2000, deadline® In addition, 40 TIF authorities had at least some of the required TIF reports
filed with the OSA by the August 1, 2000, deadline, but either (1) not al of the required reportswerefiled,
(2) not dl of the required reports were substantidly complete, or (3) the copy of the annua disclosure
statement was not filed by the deadline.®?

In contrast, the following 92 TIF authorities had no reportsfor their TIF districtsfiled with the OSA by the

August 1, 2000, deadline:

Afton, City of Coon Rapids, City of Hinkley, City of
Albany, City of Corcoran, City of Howard Lake, City of
Bagley HRA Croshy, City of Hutchinson, City of
Battle Lake, City of Dayton, City of Ide, City of
Baxter, City of Deerwood, City of Lake County HRA
Benson, City of Dexter, City of Lanesboro, City of
Biwabik, City of Dodge Center, City of Litchfidd, City of
Blue Earth, City of Dundas, City of Madison, City of
Blue Earth County Eagle Lake, City of Madison Lake, City of
Brandon, City of East Grand Forks, City of Maple Plain, City of
Browns Vdley, City of Edgerton, City of Mapleview, City of
Buffalo Lake, City of Elysan, City of Medford, City of
Butterfield, City of Farrfax EDA Montgomery EDA
Carver, City of Frazee, City of Montrose, City of
Cass Lake, City of Garrison, City of Moose Lake, City of
Chatfield, City of Gibbon, City of Mountain Lake, City of
Clarkfidd HRA Glenwood, City of Murdock, City of
Coleraine, City of Good Thunder, City of Nashwauk, City of
Cologne, City of Grand Meadow, City of New Brighton, City of
Cook County/Grand Grant County HRA Newport, City of
Marais Joint EDA Hilltop, City of North Branch, City of

1 The percentage of TIF authorities with substantialy complete 1999 TIF reports for al their TIF
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digrictsfiled by the August 1, 2000, deadline was 69.7 percent. In comparison, the percentage
of TIF authorities with substantially complete 1998 TIF reports for dl their TIF digtricts filed by
the August 2, 1999, deadline was 70.4 percent, and the percentage of TIF authorities with
substantidly complete 1997 TIF reports for al their TIF digtricts filed by the July 1, 1998,
deadline, was 42.4 percent.

The percentage of TIF authoritieswithout substantially complete 1999 TIF reportsfor dl their TIF
digtricts, but which filed something by the August 1, 2000, deadline was 9.2 percent. In
comparison, the percentage of TIF authoritieswithout substantially complete 1998 TIF reportsfor
dl their TIF digtricts, but which filed something by the August 2, 1999, deadline was 15.0 percent.
The percentage of TIF authoritieswithout substantially complete 1997 TIF reportsfor dl their TIF
digtricts, but which filed something by the July 1, 1998, deadline was 34.7 percent.



North Mankato, City of

Norwood/Y oung America,
City of

Orr, City of

Orr EDA

Pdlican Rapids, City of

Recine, City of

Richmond, City of

Rockford, City of

Rogers, City of

Rush City, City of

<. Clair, City of

S. Joseph, City of
Satdl, City of

Sayton, City of

Spring Lake Park, City of
Springfidd, City of
Starbuck, City of
Verndale, City of
Virginia, City of
Wabasha, City of

Wabasso, City of
Wadeng, City of

Waite Park, City of
Waddorf, City of
Wanamingo, City
Warroad Port Authority
Waubun, City of
Wheston, City of
Willmar, City of
Woodbury, City of

OnAugust 11, 2000, the OSA mailed noticesto 132 TIF authoritiesinforming them that the OSA had not
received subgtantialy complete 1999 TIF reports for one or more of their TIF digtricts as of August 1,
2000, and that tax increment from those districts would be withheld pursuant to Minn. Stat. § 469.1771,
subd. 2a. On November 27, 2000, the OSA mailed notices to county auditors to withhold distributions
of tax increment from identified TIF digtrictsto the following 24 TIF authorities because, as of November
21, 2000, the OSA had not yet received substantially complete 1999 TIF reports for the identified TIF

digtricts:

Albany, City of

Bagley HRA

Baxter, City of

Biwabik, City of

Browns Vdley, City of

Cologne, City of

Cook County/Grand
Marais Joint EDA

Dexter, City of

Dodge Center, City of

East Grand Forks, City of

Elysan, City of
Hilltop, City of
Howard Lake, City of
Hutchinson, City of
Madison, City of
Maple Plain, City of
Montgomery EDA

Northwest MN Mullti-
County HRA

Norwood/Y oung America,
City of

Sartel, City of

Verndale, City of

Waddorf, City of

Wheston, City of

Willmar, City of

Asof January 31, 2001, 14 of these TIF authorities had not filed substantially complete 1999 TIF reports

for certain TIF digtricts.
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