Property Values and Tax Trends

The 2001 tax bill enacted by the state legislature, made comprehensive changes to the
property tax laws. Under Minnesota'’s state property tax system, if the State reduces the
level of property tax for one property type through changes in the classification system,
the taxes shift to other property types. The same principle applies if market values
change for one property type but not another.

Different property uses pay tax at a different rate as a result of the State’s property tax
classification system. The taxes are a function of the market value taken times the
statutory class rate times the tax rate. The 2001 legislature made changes to the
property tax classification rates that reduced the rates for commercial/industrial
property, apartments and high valued homes.

In 2001, the State Legislature enacted a statewide property tax on commercial,
industrial and seasonal-residential recreational properties. The State of Minnesota now
receives 26 percent of the property taxes paid on those property types. Until recent
property tax reform, property taxes were collected and distributed exclusively at the
local level.

Minneapolis has historically had a strong commercial and industrial tax base. For taxes
payable in 1996, Minneapolis commercial and industrial property paid 54.7% of the total
taxes for the city with the central business district alone paying almost 40%. After
property tax reform, for taxes payable in 2004 this declined to 38.1% of the city total
with the central business district paying approximately 28%. The commercial/industrial
share of the City’s taxes is projected to continue to decrease to 34.1% in payable 2010.
Corresponding percentages for residential property (defined as 1-3 dwelling units) show
that this class paid 33.6% of the city’s taxes in 1986, increasing to 43.7% for payable
2003 and projected to be 56.3% in payable 2010. This represents almost a complete
reversal in the share of the City’s tax burden between the two property types.

The changes in distribution of tax base are a function of both market conditions and
changing class rates. Residential property has increased in value at a higher rate than
other property types in the past several years. The residential tax base grew 16.0
percent in 2000, 23.4 percent in 2001, 15.2 percent in 2002, and 14.2 percent in 2003.
Similar increases in residential taxes have been avoided because of the limited market
value law. The 2001 legislature phased out limited market value over a six-year period,
with the final phase out in payable 2007. Minneapolis had a differential of over $3 billion
between total residential market value and limited market value in year 2001. As the
limited market value is phased out, even if the real estate market remains flat, this
action will cause a significant shift in tax burden to residential property. If the market
continues to be stronger for residential than other property types it will continue to
further compound the property tax shift.

Commercial real estate values are traditionally cyclical with periods of high vacancy
resulting in lower rents and values while periods of low vacancy result in high rents and
high values. The Minneapolis central business district is in a period of high vacancy and
the market value (and hence the tax) on downtown office buildings has recently
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declined. This reduction of tax paid by these properties at the city level is compounded
by 26 percent of the tax being directed to the State of Minnesota rather than staying at
the local level as a result of the 2001 Property Tax Reform. This state tax is used to
increase the level of funding that the state provides to local school districts.

The market for Minneapolis commercial properties located in neighborhood commercial
nodes or along the city’s commercial corridors has been extremely strong over the past
several years. However, their increased values cannot offset the enormous impact of a
decline in value for over 25 million square feet of office space in the central business
district.
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