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TAX INCREMENT FINANCING REPORT

I. GENERAL INFORMATION
A. INTRODUCTION

Inthe 1995 Omnibus Tax Act, the Legidlature transferred authority for legal-compliance oversight of
the state’ s more than 1,800 tax increment financing (T1F) districts to the Office of the State Auditor
(OSA). The OSA isrequired to provide an annual summary of itsfindingsof noncompliance with the
state TIF laws and the responses to those findings by the governing bodies of the relevant
municipalities® This report is submitted to the chairs of the legidative committees which have
jurisdiction over tax increment financing.

B. BACKGROUND
1. What Is Tax Increment Financing?

Tax increment financing (TIF) isastatutory tool to promote economic devel opment, redevel opment,
and housngin areaswhereit otherwise would not have occurred. A TIF authority, typically acity or
county or an entity created by acity or county, capturestheincreasein net tax capacity resulting from
new development within adesignated geographic areacaled aTIF district. The TIF authority usesthe
tax 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 theincreasein net tax capacity.

The property taxes onthe 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 state education aid payments.

TIFisnot aproperty tax abatement program. The owner of the property inthe TIF district continues
to pay the full amount of property taxes. The portion of those property taxes generated by the new
development, however, isused to pay some of the devel opment coststhat the owner, devel oper, or local
government otherwisewould have paid.

Examplesof TIF-digible cogsareland and building acquisition, demoalition of structurally substandard
buildings, site preparation, installation of utilities, road improvements, and construction of low- or
moderate-income housing. The coststhat are eligibleto be paid from tax increments vary depending
onthetypeof TIF district created and the year in which the district was created.

1 Minn. Stat. §469.1771, subd. 1, para. (c) (1996).



The up-front costs of TIF-subsidized devel opment frequently have been financed with the proceeds of
genera obligation bonds, revenue bonds, or loans. The debt service on those obligationsispaid with
tax increments generated by one or more TIF districts. An alternativeto bonded debt or loans, known
aspay-asyou-go finanang, is being used with increasing frequency. Under a pay-as-you-go financing
arrangement, the property owner or devel oper paysthe development costsup front and isreimbursed
if, and when, tax increment is generated by the TIF district.? Therisk of insufficient tax increment to
reimburse al of the TIF-eligible costsrestswith the property owner or devel oper, rather than with the
TIF authority.®

2. Who Uses Tax Increment Financing?

The TIF Act authorizes TIF authoritiesto create TIF districts. TIF authoritiesinclude housing and
redevelopment authorities, economic development authorities, port authorities, rura development
authorities, cities, and counties. In 1996, there were nearly 400 TIF authorities with active TIF
digricts. TheTIF authority takesthefirst stepin creating aTIF district by adopting a TIF plan for the
digric. The TIF plan providesinformation about the project being funded by tax increment from the
TIF digrict, authorizesthe use of tax increment from the district to pay TIF-eligible project costs, and
establishesabudget for tax increment expenditures.*

The governing body of thejurisdictioninwhich the TIF district islocated must approvethe TIF plan
for thedistrict.> For example, if acounty’ shousing and redevel opment authority proposesto createa
TIF district in a township in the county, the county board must approvethe TIF plan. If acity’sport
authority proposesto cresteaTIF district in the city, the city council must approve the TIF plan for the
district.

BeforeaTIF didrictiscreated, the TIF authority must provide certain information about the proposed
district to the county board, county auditor, and school board and offer to meet with the
county board and school board to discuss the proposed district. The county board and school board

2 TheTIF authority may usetax increment to reimburse only those coststhat are T1F-eligible and
that the property owner or devel oper actually hasincurred, plusreasonableinterest. The TIF
authority must obtain from thedevel oper and retain in itsfiles documentation of the costsbeing
reimbursed.

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

4 Minn. Stat. § 469.175, subd. 1 and subd. 6, para. (c)(3) (1996).
> Minn. Stat. § 469.175, subd. 3 (1996).

®  Minn. Stat. § 469.175, subd. 2 (1996).



may comment on the proposed district, but cannot prevent the creation of thedistrict (except that the
county board may prevent cregtion of the district if the county isthe municipality that must approve the
TIF plan).

3. Overview of Tax Increment Financing Act

The Minnesota Tax Increment Financing Act’ (TIF Act) governsthe creation and administration of TIF
digtricts. Thefollowingisasummary of the provisions of the TIF Act:

e Minn. Stat. §469.174 Definitions;

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

e Minn. Stat. § 469.176 Limitations on expenditure of tax increment and maximum
duration limitsfor TIF digtricts;

e Minn. Stat. §469.1761 Incomerequirementsfor housing projects;

e Minn. Stat. § 469.1762 Arbitration of disputesover county costs;

e Minn. Stat. § 469.1763 Pooling restrictions and thefive-year rule;

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

e Minn. Stat. § 469.1766 Restrictionsondevel oper payments;

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

e Minn. Stat. §469.1771 Remediesfor violationsand OSA enforcement authority;

e Minn. Stat. § 469.178 Tax increment bonding;

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

e Minn. Stat. § 469.1782 Provisions applicable to TIF districts with extended durations
asaresult of specia laws; and

e Minn. Stat. §469.179 Presumptions regarding the effective dates of amendmentstothe
TIFAct.

TheTIF Act has been amended frequently sinceits creation in 1979. A TIF district usually is governed
by thelawsin effect in the year in which the district was created.

TheTIF Actdivides TIF districtsinto anumber of types, each of which has different requirementsfor
the creation of adistrict, different maximum duration limitations, and different restrictions on the use
of tax increment from thedistrict:

Pre-1979districts,
Redevelopment digtricts,
Renovation and renewal districts;
Soilsconditiondistricts;

" Laws 1979, ch. 322. Initialy, the TIF Act was codified at Minn. Stat. 88§ 273.71 through
273.78. In 1987, the TIF Act wasrecodified at Minn. Stat. 88 469.174 through 469.179.



Housingdistricts;
Economicdevelopment districts,

Mined underground spacedistricts; and
Hazardoussubstancesubdistricts.

A related statute® grants special statusto certain TIF districts which meet additional qualifications:

* Qualified housing digtricts,

» Qualified ethanol production facility districts;

» Qualified agricultura processing facility districts; and

»  Qualified manufacturing districts.’

In addition, uncodified legidlation has authorized the creation of awide variety of specia-purpose TIF
districts.

C. OSA’S TIF ENFORCEMENT AUTHORITY

The 1995 Omnibus Tax Act transferred the responsibility for ensuring that local governments comply
with the TIF Act from the Department of Revenuetothe OSA.* The OSA may examine and audit the
accounts and records of TIF authorities on arandom basisto determineif they are complying with the
TIF Act.™ The 1995 act also transferred to the OSA the responsibility for collecting theinformation
that TIF authorities and municipalities are required to report annually about their TIF districts.*

The OSA created aTIF Division to perform the TIF enforcement functions. The TIF Division began
its enforcement activities on January 1, 1996. The TIF Division currently consists of adirector and
three TIF auditors.

The operations of the TIF Division are funded exclusively from revenue derived by deducting 0.10
percent of al tax increment that county treasurers distribute to TIF authorities and municipalities.
The county treasurers deduct the revenue before distributing the tax increment to the locd

8 Minn. Stat. § 273.1399 (Supp. 1997).

®  The portion of the statute that granted special statusto qualified manufacturing districtswas
repeded effectivefor districtsfor which certification was requested after June 30, 1994. Laws
1995, ch. 264, art. 5, sec. 4 and 49.

10 Laws 1995, ch. 264, art. 5, sec. 34.
1 Minn. Stat. § 469.1771, subd. 1, para. (b) (1996).

2 Laws 1995, ch. 264, art. 5, sec. 19 and 21. Prior to 1995, TIF authorities and municipalities
reported certain statutorily-required information to the Department of Revenue and other
required financial information to the OSA.



governments, and then pay the deducted revenueto the state treasurer. The amount of revenueto fund
the TIF Division will vary with the number of TIF districts and the amount of tax increment they
produce.

1. Annual Collection and Review of TIF Reports

T hree gatutory subdivisonsimpose annual reporting obligations on TIF authorities and municipalities
and describe the TIF information they must submit.*® All three TIF-reporting subdivisions apply to al
TIF digrictsregardless of when they were created. All three subdivisions mandatethat TIF authorities
and municipalities must submit the required information to the OSA on or before July 1 of each year.

Pursuant to the authority granted in those statutes, the OSA hasdevel oped threeformsfor reporting the
information required by the TIF-reporting subdivisions. Theseformsare called the“ Authority Report,”
“Municipality Report,” and “ Pooled Indebtedness Report.” All of theinformation requested by these
formsisrequired by the TIF-reporting subdivisions or isused to verify the accuracy of theinformation
those subdivisions require. The TIF-reporting subdivisions predate by many yearsthe formsthat the
OSA has devel oped for submitting the required information.** The OSA’ sreporting format isrelatively
unchanged from that used by the Department of Revenue before responsibility for TIF enforcement was
transferredtothe OSA.

The quality and timeliness of the 1996 TIF reports (due on or before July 1, 1997) was improved
compared to the 1995 TIF reports (due on or before July 1, 1996). For 1996, the OSA received all of
therequired reportsfor 65.6 percent of the TIF authoritiesand 63.1 percent of the TIF districts. There
were 392 TIF authoritiesand 1,830 TIF districtsin 1996.

TIF Authorities in 1886 TIF Districts in 1998

257 (65.6%) 1,155 (63.1%) )

135 (34.4%) 675 (36.9%)

E All Ferms Timely . Forms Not Timely ‘ All Forms Timely . Farms Net Timely

13 See Minn. Stat. § 469.175, subd. 5, 6 and 6a (1996).

14 SeelLaws 1979, ch. 322, sec. 4; Laws 1 Sp. 1985, ch. 14, art. 8, sec. 15; Laws 1 Sp. 1989, ch.
1, art. 14, sec. 7.



In comparison, for 1995, the OSA received al the required reportsfor only 43.6 percent of the TIF
authoritiesand 46.6 percent of the TIF districts. Therewere atotal of 383 TIF authoritiesand 1,674
TIF districtsin 1995.

TIF Authaorities in 1885 TIF Districts in 1995

166 (43.3%) 773 (46.5%)

217 (58.7%) 885 (53.5%)

Bl curorms Timey B Forme Not Timely B anroms Timely B rForms Not Timely

The table below provides information regarding the number of TIF reports that the OSA received
during various periods of time for both 1995 and 1996.

1995 Reports 1996 Reports
(due on or before July 1, 1996) (dueon or before July 1, 1997)

On or before July 1 166 TIF authorities 257 TIF authorities

779 TIF districts 1,155 TIF districts
July 2 through Aug. 1 394 TIF districts 331 TIF districts
Aug. 2through Oct. 1 202 TIF districts 188 TIF districts
Oct. 2through Dec. 1 149 TIF districts 92 TIF districts
After Dec. 1 87 TIF districts 51 TIF districts
Have not filed 63 TIF districts 13 TIF districts

TheTIF Divison isworking continualy to update its data base to accurately reflect the numbersof TIF
authorities and TIF districts that are required to report and over which the OSA has enforcement
authority. Consequently, the numbers presented above may vary dightly from the numbers reported
by the OSA prior to the date of thisreport.

During the course of reviewing the TIF reports, the TIF Division staff may find situationswherea TIF
authority has received increment after the TIF district was required to be decertified or has made
unauthorized expenditures of tax increment. The review of reports by the TIF Division staff and



subsequent contact with reporting local government units has resulted in at least $726,963 of tax
increment being returned voluntarily to county auditors for redistribution.> The OSA’s TIF
enforcement activities may have prompted internal examinationsthat resulted in additional repayments
of tax increment of which the OSA isnot aware.

2. TIF Legal Compliance Audits

During the past year, the TIF Division has spent the vast mgjority of itstime communicating with local
governments about the filing of their TIF reports, assisting them in preparing their reports, reviewing
the reports that were submitted, and contacting local governments to obtain additional information
where the submitted information appeared to be inaccurate or raised legal-complianceissues. Dueto
the ggnificant amount of time spent assisting TIF authorities and municipalitiesin complying with the
gatutory reporting requirements, the TIF Division was able to conduct only alimited number of legal
compliance auditsin 1997.

Todae, the TIF Divison hasinitisted six on-site legal compliance audits. The TIF Division hasissued
initid findings of noncompliance regarding several of those audits and will issue fina audit findingsin
theupcoming months.

Mog of the TIF authoritiesthat the T1F Division has sel ected to audit thus far were onesfor which the
OSA had reasonable evidence that the TIF laws had been violated. Usually, that evidence was provided
inthe TIF reportsfiled by the TIF authority and the municipaity. Inaddition, the OSA was requested
by acounty HRA to conduct an audit of itsown TIF districts due to concernsregarding past statutory
violations. The TIF Division also selected one TIF authority for audit becauseits TIF reportswerein
such good order that a quick completion of the audit was anticipated. The on-Site examination,
however, revealed significant legal complianceissuesthat have required further review.

3. Education

I n addition to collecting and reviewing the annual TIF reports and conducting legal compliance audits,
the TIF Division hasworked actively in the area of tax increment financing education on a statewide
levd. After the OSA assumed TIF enforcement and audit responsibility in 1996, it became clear that
alack of education and inconsi stent implementation of TIF statutes by local governmentsutilizing TIF
was a primary factor behind many legal compliance issues. Since the OSA’s 1997 Tax Increment
Financing Report wasissued, TIF Division staff have spoken at 14 educational seminarson thetopic
of tax increment financing and the OSA’s oversight role. The OSA has participated in seminars
presented by a variety of organizations including the League of Minnesota Cities, the Minnesota
Associaion of County Officers, the Minnesota Association of Small Cities, the Minnesota | nstitute of
Legd Education, the Minnesota Government Finance Officers Association, and the Minnesota Soci ety
of Certified Public Accountants.

15 See Minn. Stat. §8§ 469.176, subd. 2, and 469.1771, subd. 2 and 3 (1996).



[I. VIOLATIONS

If the OSA findsthat aTIF authority isnot in compliance with the TIF Act, anotice of noncompliance
is sent to the governing body of the municipality that approved the TIF district in which theviolation
arose.’® The noncompliance notice provides the facts and law upon which the OSA relied in making
its finding that the TIF authority is not in compliance. In addition, the noncompliance notice may
contai n notice to the TIF authority that it must pay an amount of money to the county auditor as
required to redress certain violations of the TIF Act.”’

T he governing body must respond to the OSA within 60 days after receiving the noncompliance notice.
In its written response, the municipality must state whether it accepts, inwholeor in part, the OSA’s
findings. If themunicipality does not accept any part of the findings, itsresponse must indicate the basis
for itsdisagreement with thefindings.*®

The OSA must provide asummary of the responsesit receivesfrom the municipalities, and copies of
the responsesthemsalves, to the chairs of the legid ative committees with jurisdiction over tax increment
financing.”® In addition, the OSA must provide al information regarding unresolved findings of
noncomplianceto the county attorney, who may bring an action to enforcethe TIF Act.?

A. FAILURE TO SUBMIT 199 TIF REPORTS

The TIF Act requires TIF authorities and municipalities to submit information regarding their TIF
districtsto the OSA on or before July 1 of each year.* Information regarding the timeliness of TIF
report filing for 1995 and 1996 is provided on pages 5-6 of thisreport.

From July to November 1997, the OSA mailed noncompliance noticesto the governing bodies of 98
municipalitiesto inform them that the OSA had not received 1996 TIF reportsfor one or more of the
TIF districts in those municipalities on or before July 1, 1997. Appendix A containscopiesof those
noncompliance notices, and any responsesto them, for thefollowing municipalities:

Annandale, City of Bagley, City of Becker, City of
Arlington, City of Barnum, City of Blaine, City of
Aurora, City of Bayport, City of Boyd, City of

6 Minn. Stat. § 469.1771, subd. 1, para. (c) (1996).

17 See Minn. Stat. § 469.1771, subd. 2 and 3 (1996).

18 Minn. Stat. §469.1771, subd. 1, para. (c) (1996).

¥ Minn. Stat. §469.1771, subd. 1, para. (c) (1996).

2 Minn. Stat. § 469.1771, subd. 1, para. (b) (1996).

2 See Minn. Stat. § 469.175, subd. 5, 6 and 6a (1996).
8



Breckenridge, City of
BrownsValey, City of
Caledonia, City of
Cambridge, City of
Chanhassen, City of
Chisago City, City of
Claremont, City of
Cokato, City of
Coleraine, City of
Columbia Hghts, City of
Dassd, City of
Dayton, City of
Delano, City of
Dexter, City of

Dodge Center, City of
Douglas County

East Grand Forks, City of
Edgerton, City of
Elysian, City of
Eveleth, City of
Farmington, City of
Fosston, City of
Fridley, City of
Gaylord, City of
Glencoe, City of
Grand Rapids, City of
Gully, City of

Halstad, City of
Hanska, City of
Harmony, City of

Hector, City of
Hinkley, City of
Hollandale, City of
Howard Lake, City of
Hutchinson, City of
Isanti, City of

Jordan, City of

Lake City, City of
Lake County

Lake Park, City of
Lanesboro, City of

Le Sueur, City of
Lewiston, City of
Little Fals, City of
Mabdl, City of
Madison, City of
Mahnomen, City of
Manhattan Beach, City of
Medina, City of
Minneapolis, City of
Montgomery, City of
Montrose, City of
Mounds View, City of
Mountain Iron, City of
New Brighton, City of
Nisswa, City of

North Branch, City of
Osseo, City of

Park Rapids, City of
Perham, City of

Pierz, City of

Plato, City of
Proctor, City of

Rice, City of

Rogers, City of
Royalton, City of
Rush City, City of
Rushford, City of

St. Clair, City of

St. James, City of

St. Joseph, City of
Sandstone, City of
Sartell, City of
Springfield, City of
Starbuck, City of
Stearns County, City of
Swanville, City of
Taylors Falls, City of
Verndale, City of
Virginia, City of
Waconia, City of
Washington County
Watertown, City of
Wayzata, City of
Wheaton, City of
White Bear Lake, City of
Willmar, City of
Windom, City of
Wyoming, City of

Some of the municipalities governing boards responded by filing the required reports, but did not
provide written responses to the noncompliance notices. Therefore, for some of the municipalitieslisted
above, Appendix A may contain only acopy of the noncompliance notice.

The OSA hasrecaived written reponses or materially complete TIF reportsfor the districts of all of the
municipditieslisted above except the aties of Annandale (onedistrict), Manhattan Beach (onedistrict),
Medina(four districts), and Plato (four districts). The OSA hasnot received an Authority Report for
one of the districts in the City of Annandale. The OSA has received incomplete reports, or other
information in lieu of reports, regarding the TIF districtsin the cities of Manhattan Beach, Medina, and
Plato.



Asmentioned above, the OSA maled anoncompliance notice to the City of Breckenridge. On July 18,
1997, thedirector of the TIF Division received atelephone call from a Breckenridge official indicating
that dueto the devastation of the city from the spring flooding, it would be quite sometime before the
city could prepare and submit the required reportsfor itstwo TIF districts. The TIF Division director
responded that the OSA would not pursueany sanction against the city. The city recently submitted the
reportsforitsdistricts.

The OSA referred the matter of the City of ColumbiaHeights' failureto fileits 1996 TIF reportsto the
Anoka County Attorney by letter dated October 23, 1997. The City of Columbia Heights filed its
reportswith the OSA on November 3, 1997.

The OSA referred the matter of the Gity of Manhattan Beach’ sfailuretofileits 1996 TIF reportsto the
Crow Wing County Attorney by letter dated October 24, 1997. The City of Manhattan Beach has not
filed completed reports with the OSA. The Crow Wing County Attorney has decided not to commence
any legal action against the City of Manhattan Beach at this time because the city has retained a
certified public account to prepareitsreports.

The OSA referred the matter of the City of Springfield’ sfailureto fileits 1996 TIF reportsto the Brown
County Attorney by letter dated October 24, 1997. The City of Springfield filed itsreportswiththe
OSA on January 14, 1998.

B. FAILURE TO SUBMIT 1995 TIF REPORTS

The OSA’s 1997 Tax Increment Financing Report included copies of noncompliance notices for
failluresto file 1995 TIF reports, and any responses to those natices, for thefollowing cities: Browns
Vadley, Chisago City, Eden Prairie, Elysian, Lakefield, Le Sueur, Milaca, New Brighton, and St. Clair.

In addition, the OSA had mailed noncompliance notices to the governing bodies of 17 other
municipalitiesto inform them that the OSA had not received 1995 TIF reportsfor one or more of the
TIF districts in those municipalities on or before July 1, 1996. The 60 days for the municipalities
governing bodiesto respond to the OSA’ sfindings of noncompliance had not expired yet when the OSA
issued its 1997 Tax Increment Financing Report; consequently, copies of those notices were not
included in the 1997 report. Appendix B contains copies of those noncompliance notices, and any
responsesto them, for thefollowing municipalities:

Annandale, City of Lake County Red Lake Fdls, City of
Chanhassen, City of Maplewood, City of Swanville, City of
Douglas County Minneapolis, City of Waconia, City of
Frazee, City of Mountain Lake, City of Waker, City of
Gaylord, City of North Branch, City of White, Town of
Harmony, City of Park Rapids, City of

10



C. “POOLING” VIOLATIONS
1. City of Foley

The OSA’s 1997 Tax Increment Financing Report included copies of aMay 30, 1996 noncompliance
noticeto the City of Foley and the city’ sresponse. At issuewasthe city’ suse of tax increment from a
TIF digtrict created in 1980 to pay bonds used to fund awastewater treatment plant located outside of
the TIF district. The OSA has taken the position that the laws applicable when the TIF district was
created did not authorize the use of tax increment generated by the district to pay for any activities
outside of the district. The city disagreed with the OSA’s findings and continued to expend tax
increment on activitiesoutside of the TIF district’ sboundaries.

The Benton County Attorney declined to commence any action against the City of Foley before the
1997 legidative sesson because the city intended to seek special legidation to legalizeits expenditures
of tax increment for activitiesoutsdeof the TIF district. Special legidation wasintroduced but was not
enacted.

The Benton County Attorney continued to decline to commence any action against the city becausethe
city again intended to seek special legidation during the 1998 session. By letter dated July 21, 1997,
the Benton County Attorney advised the OSA that “[s]o long asthe city of Foley continuesto comply
with all requests for information, reporting requirementsand other reasonabledirectivesof the OSA,
Benton County seesno point in taking action against Foley.” Special legidation has been introduced
during the 1998 sess on which retroactively would make legal the city’ s expenditures of tax increment
from this district to pay the bonds for the wastewater treatment plant located outside of the district,
provided the expenditures were made before January 1, 1998.

In 1996, after receiving the notice of noncompliance, the City of Foley spent $23,451 of tax increment
for activitiesoutside of the TIF district. Asof December 31, 1996, the city had spent $125,420 of tax
increment for activitiesoutside of the TIF district. TIF reportsfor the year ended December 31, 1997
have not been filed yet with the OSA. Consequently, it isunknown whether any additional increment
was spent on activities outside the district during 1997.

2. City of Forest Lake

The OSA mailed the City of Forest Lake a noncompliance notice dated December 23, 1996. Inthe
notice, the OSA found that the city had improperly spent a substantial sum of tax increment
generated by a TIF district created in 1980 to pay bonds that financed awater storage and filtration
facility located outside of thedistrict. The OSA hastaken the position that the laws applicable when
the TIF district was created did not authorize the use of tax increment generated by the district to pay
for any activities outside of the district. Inaddition, the OSA found that total expendituresexceeded

11



the TIF didrict’ sbudget and that the statutory limit on reimbursement of administrative expenseswas
exceeded.

The city responded that the amount of tax increment it spent to pay the bonds that financed activities
outsde of the TIF digrict was $11,906.80, much less than the OSA had found based on the city’ sown
records. Thecity agreed to repay the TIF district for the $11,906.80 of increment that the city caused
tobe spent on activitiesoutside the district and for the $22,273.00 of excess administrative expenses.
Thecity ds0 agreed to request the county auditor to decertify the district as of December 31, 1997 and
to return to the county auditor all excessincrement inthedistrict’ saccount when it was decertified.

TheWashington County Auditor has decertified thedistrict. The city hasnot returned any increment
yet to the county auditor because the city isexamining itsrecordsto determinethe correct amount to
bereturned. Theissueof expendituresin excessof the TIF district’ sbudget is still under review by the
OSA. Copiesof correspondenceregarding thismatter areincluded in Appendix C.

3. City of Cambridge

The OSA maledthe City of Cambridge a noncompliance notice dated January 9, 1997. At issuewas
the city’s transfer of tax increment from a TIF district created in 1980 to other TIF districts, and
expendituresin excess of budgeted amountsfor land acquisition and administrative expenses.

Thedty disagreed withthe OSA’ sfindings and responded that interest earned on tax increment, which
the city had accounted for astax increment, had been transformed i nto unrestricted, non-tax-increment
revenuesby aprovision in the 1997 Omnibus Tax Act.” Therefore, according to thecity, most of the
amountsthat the OSA had identified as unlawful transfers or expenditures of tax increment werein fact
expenditures of non-tax increment revenues which the city wasfreeto transfer or spend in any manner
without being subject to any TIF-law restrictions or OSA oversight. Copies of correspondence
regarding this matter areincluded in Appendix C.

By letter dated April 28, 1997, the OSA referred thismatter to the Isanti County Attorney, who inturn
referred it to the Chisago County Attorney. Subsequently, the OSA commenced a TIF legal compliance
audit of the City of Cambridge, which isongoing. Asof the date of thisreport, the Chisago County
Attorney has not commenced any legal action against the City of Cambridge regarding this matter.

4. City of Deephaven

The OSA mailed the City of Deephaven a noncompliance notice dated March 6, 1997. The notice
contained the following findings by the OSA: 1) the city had used tax increment to pay

2 SeelLaws 1997, ch. 231, art. 10, sec. 2 and 25.

12



administrative expensesin excess of the statutory limit, 2) the city was holding excessincrement that
must be returned to the county auditor, and 3) the city acted improperly when it transferred tax
increment to an account that would pay for reconstruction of abridgelocated outsidethedistrict. The
TIF didrict a issuewas crested in 1980. Asof December 31, 1996, the city was holding approximately
$1.2 millionin tax increment generated by the TIF district, either inthe TIF district’ saccount or inthe
bridge reconstruction account. The only remaining expenditures authorized by the TIF plan werefor
recondruction of the bridge located outsde of the district. The OSA hastaken the position that the laws
applicablewhen the TIF didtrict was created did not authorize the use of tax increment generated by the
digtrict to pay for any activitiesoutside of thedistrict, such asreconstruction of the bridge. Becausethe
only expenditures authorized by the TIF plan were not permitted under the TIF laws, the city lacked
authority to gpend any of the tax increment it was holding within the TIF district, much less outside of
it. Therefore, the OSA found that the $1.2 million was excess increment which the city was required
to returnto the county auditor.?®

The city disagreed with the OSA’ sfindings. The city aso sought special legidlation during the 1997
session which would have permitted the city to retain the excess increment and to spend it on
reconstruction of the bridge located outside of the district. The special legidlation was not enacted.
During the 1998 session, special legidation has been introduced which would permit the city to retain
the excess increment and to spend it on reconstruction of the bridge. Copies of correspondence
regarding this matter areincluded in Appendix C.

The OSA referred thismatter to the Hennepin County Attorney by letter dated November 7, 1997. As
of the date of thisreport, the Hennepin County Attorney has not commenced any legal action against
the City of Deephaven regarding this matter.

D. OTHER NONCOMPLIANCE ISSUES
1. City of Houston

TheOSA mailed the City of Houston a notice of noncompliance dated December 10, 1996. Atissue
wasthe dity’ suseof tax increment for property tax abatement or reimbursement. Thisnoncompliance
notice wasincluded in the OSA’ s 1997 Tax Increment Financing Report.

After issuing the 1997 report, the OSA received the city’ sformal response to the noncompliance notice
wherein the city disagreed with the OSA’ sfindings. The city referenced languagein the devel opment
agreament, not the TIF plan, which authorized the expenditure of tax increment revenueto reimburse
the developer for certain authorized devel opment costs. The city took the position that property tax
abatement and/or reimbursement was the vehicle for payment of those development costs. Copiesof
correspondence regarding thismatter areincluded in Appendix D.

2 Minn. Stat. § 469.176, subd. 2 (1996).
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The OSA forwarded this matter to the Houston County Attorney by letter dated April 28, 1997. Asof
the date of thisreport, the Houston County Attorney has not commenced any legal action against the
City of Houston regarding thismatter.

2. City of Jordan

The OSA mailed the City of Jordan a noncompliance notice dated January 9, 1997. The OSA had
received documents from the city which indicated that, as of December 31, 1995, the city had used
$40,000 of tax increment to reimburse itself for state aid it did not receive asaresult of the stateaid
offset.* The OSA hastaken the position that the TIF laws do not authorize using tax increment to
reimburseacity for revenuelost under the state aid offset.

The city responded that it spent the $40,000 of tax increment on public improvementsthat qualify for
reimbursement from tax increment as a means of reimbursing the city for thelost revenue. The OSA’s
TIF auditors performed an on-site inspection of the city’ s records and could find no documentation
supporting the city’ sclaim that it spent the $40,000 on TIF-eligible expenses. The city subsequently
hired consultantsto put the city’ srecordsinorder. The city has communicated that the consultants have
completed their work and the city’ s records are ready for examination. Copies of correspondence
regarding this matter areincluded in Appendix D.

The OSA intendsto send T1F auditorsto perform asecond on-site examination of the City of Jordan’s
records. To preparefor thelegd compliance audit, the TIF Division has requested that the city provide
copiesof the TIF pansfor al of itsdistricts. Asof the date of thisreport, the city has not provided the
requested copiesof the TIF plans.

3. City of Lexington

The OSA conducted alegd compliance audit of one of thecity’ s TIF districts. Asaresult of that audit,
the OSA mailed the City of Lexington a notice of noncompliance dated January 13, 1997. The
noncompliance notice addressed i ssuesregarding failure to document compliance with the three-year
“knockout” rule,® insufficient documentation of TIF-eligible expenditures, an unauthorized transfer
of tax increment to an economic development fund, and payment of unauthorized administrative
expenses. The city disagreed with the OSA’s findings. Following receipt and review of the city’s
response and its TIF reports for the year ended December 31, 1996, the OSA is continuing its dialogue
with the city regarding these statutory issues. Copies of correspondence regarding this matter are
included in Appendix D.

2 See Minn. Stat. § 273.1399 (Supp. 1997).
2 Minn. Stat. § 469.176, subd. 1a (1996).
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4. City of Pine City

The OSA mailed the City of Fine City a noncompliance notice dated March 6, 1997. The TIF plan for
a housing district the city had created provided that a housing project would be built on a particul ar
parcd and tha increment from that parcd would be used to pay some of the costs of the housing project.
The project, however, was built on adifferent parcel than the oneidentified by the plan. Consequently,
the OSA found that no tax increment from the district could be spent on the housing project. Thecity
responded that none of the tax increment from the district had been spent on the housing project or
anythingdse. Thecity voluntarily requested decertification of the district and returned $13,717.49 of
tax increment to the county auditor. Copiesof correspondence regarding this matter areincluded in
Appendix D.

5. City of St. Cloud / St. Cloud HRA

The OSA mailed the City of St. Cloud anoncompliance notice dated November 14, 1997. The OSA
found thet the &. Cloud HRA was not in compliance with state TIF lawswhen it increased the bonded
debt shared by severa TIF districtsto an amount greater than that budgeted in the TIF planswithout
following proper procedure. If the amount of bonded debt isto be increased, the municipality first must
approve an amended TIF plan providing for the increase, and such approva may be given only after
notice and apublic hearing.® The city was required to respond to the noncompliance notice within 60
days after receiving it.?” Asof the date of thisreport, the OSA hasreceived no response fromthecity.
The OSA will refer thismatter to the Stearns County Attorney.?® Copiesof correspondenceregarding
this matter are included in Appendix D.

6. Other TIF Legal Compliance Audits
The OSA hascommenced TIF legd compliance audits of four local governmentsin addition to the City

of Cambridge and the City of Jordan. Those auditsare ongoing. The OSA will provide the results of
those auditsin futurereportsto the Legidature.

% Minn. Stat. § 469.175, subd. 4 (1996).
2 Minn. Stat. § 469.1771, subd. 1, para. (c) (1996).
% See Minn. Stat. §469.1771, subd. 1, para. (b) (1996).
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[1l. STATUTORY ISSUES

The OSA’s 1997 Tax Increment Financing Report contained a discussion of five issues regarding
interpretations of the TIF laws: (1) authorized expenses in redevel opment districts, (2) the lack of a
definition of “tax increment,” (3) prior planned improvements, (4) tax increment bonding, and (5)
confusing uses of the words “project” and “district.” Provisions in the 1997 Omnibus Tax Act
addressad theissues of authorized expensesin redevel opment districts and the lack of adefinition of “tax
increment.” The other threeissues have not been addressed yet.

Thisreport does not contain adiscussion of statutory issues because of the ongoing work of the TIF
Recodification Task Force. The OSA will reserve presenting further statutory issuesto the Legidature

until input into the recodification processisrequested. The OSA remainsready to assist the members
and staff of the TIF Recodification Task Forcein any manner that is requested.

[V. CONCLUSION

The Office of the State Auditor’ s TIF Division staff is available to answer questions you may have
relatingto TIF. Pleasefeel freeto contact any of our staff at the numberslisted below.

Bill Connors, TIF Division Director (612) 296-9255

ChristineMacDonad, TIF Auditor (612) 296-7001
PamelaMattila, TIF Auditor (612) 297-3675
Matthew Gaetz, TIF Auditor (612) 282-6118
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