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Agenda #1

A bill for an act

relating to education finance; modifying a school

district's percentage of students attending nonpublic

school necessary to qualify for an exemption; creating

a process to resolve a tuition obligation; converting

referendum revenue authority for Common School

District No. 815, Prinsburg; authorizing the school

district to recertify its school levy for taxes

payable in 2005; amending Minnesota Statutes 2004,

section 123A.70.

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF MINNESOTA:

Section 1. Minnesota Statutes 2004, section 123A.70, is
amended to read:

123A.70 [PRIVATE SCHOOLS; PRINSBURG. ]

Sections 123A.64 to 123A.68 shall not apply to any common
school district in which is located any existing private school
maintaining elementary and secondary education for 75 50 percent
of the eligible pupils within the district and complying with
the requirements of section 120A.22.

[EFFECTIVE DATE.] This section is effective July 1, 2005.

Sec. 2. [AMOUNT OF OBLIGATION. ]

The board of Common School District No. 815, Prinsburg,

must make tuition payments to Independent School District No.

2180, MACCRAY, in the amount of $282,000. The payments must be

made in six equal installments, on June 30 and December 30 of

each year beginning with a payment on June 30, 2005.

[EFFECTIVE DATE.] This section is effective the day

following final enactment.

Section 2 _ 1
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Sec. 3. [CONVERSION OF REFERENDUM REVENUE AUTHORITY TO
SPECIAL LEVY'AUTHORITY.]

Subdivision 1. [CONVERSION OF QUESTION 1 REFERENDUM LEVY

AUTHORITY TO SPECIAL LEVY AUTHORITY.] Notwithstanding any law to

the contrary, Common School District No. 815, Prinsburg, may

convert the levy authority approved during the November 2004

general election as school district ballot question 1 from

referendum revenue authority to special levy authority. This

levy authority must be used for payments of outstanding tuition

amounts to Independent School District No. 2180, MACCRAY. The

maximum levy authority annually shall be converted from the

amount described as a dollar allowance per resident marginal

cost pupil unit to a fixed dollar amount for each of the three

years as specified by the board of Common School District No.

815, Prinsburg. These amounts may be levied for taxes payable

in 2005, 2006, and 2007 only. Seventy percent of the amount

certified in each‘year must be spread on tax capacity and the

remaining 30 percent of the levy must be spread on the

referendum market value of the school district. This levy is

not subject to the property tax recognition shift under

Minnesota Statutes, sections 123B.75, subdivision 5, and

127A.441.
Subd. 2. [CONVERSION OF QUESTION 2 TO SPECIAL LEVY

AUTHORITY FOR FOUR YEARS.] Notwithstanding any law to the

contrary, Common School District No. 815, Prinsburg, may convert

the levy authority approved during the November 2004 general

election as school district ballot questionAZ from referendum

revenue authority to special levy. The maximum levy authority

under this question is the annual amount specified by the board

of Common School District No. 815, Prinsburg, as the amount

necessary to eliminate the district's operating deficit.

Seventy percent of the amount certified in each year must be

spread on tax capacity and the remaining 30 percent of the levy

must be spread on the referendum market value of the school

district. This levy is not subject to the property tax

recognition shift under Minnesota Statutes, sections 123B.75,

Section 3 2
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subdivision 5, and 127A.441.

Subd. 3. [SPECIAL OPERATING LEVY AUTHORITY.] Common School

District No. 815, Prinsburg, may hold an election once every

four years on the first Tuesday after the first Monday in

November, beginning with the November 2008 general election to

approve an additional special operating levy for another four

years. The ballot must state that the board of the district

desires to levy the amounts necessary to eliminate any operating

deficit for the following four years. The election must follow

the notice and procedural provisions described under Minnesota

Statutes, section 126C.17. Seventy percent of the amount

certified in each year must be spread on tax capacity and the

remaining 30 percent of the levy must be spread on the

referendum market value of the school district. _This levy is

not subject to the property tax recognition shift under

Minnesota Statutes, sections 123B.75, subdivision 5, and

127A.441.

Subd. 4. [SCHOOL BOARD RESOLUTION.] The board of Common

School District No. 815, Prinsburg, may adopt a written

resolution converting referendum revenue authority to special

levy authority. The resolution must state the district's desire

to convert its referendum revenue authority approved at the

November 2004 general election into special levy authority and

specify the amounts of the special levy authority. The district

must also notify the Department of Education by July 1 of each

year of the amount it intends to levy for that year.

[EFFECTIVE DATE.] This section is effective the day

following final enactment and applies for taxes payable in 2005.

Sec. 4. [RECERTIFICATION OF 2005 SCHOOL DISTRICT LEVY.]

Subdivision 1. [ELIGIBILITY.] Common School District No.

815, Prinsburg, may recertify its 2004 levy for taxes payable in

2005 if:

(1) the district is in statutory operating debt according

to Minnesota Statutes, section 123B.81;

(2) the district conducted a successful referendum at the

November 2004 election; and

Section 4 3
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(3) the board of the district has adopted a resolution as

required by section 3, subdivision 4.

Subd. 2. [RECERTIFICATION PROCESS.] Notwithstanding any

law to the contrary, Common School District No. 815, Prinsburg,

may recertify its 2004 levy for taxes payable in 2005 in the

following manner:

(1) within five days after the effective date of this

section, the board must notify the Department of Education that

it has adopted the resolution according to section 3,

subdivision 4;

(2) within five days after receiving the notice from the

district, the Department of Education must recompute the

district's 2004 payable in 2005 levy limitation and report these

amounts to the schobl district and the county auditor; and

(3) within five days after receiving the notice from the

Department of Education, the school district must certify the

added levy amount to the county auditor.

The county auditor must add these amounts to the 2004 levy for

taxes payable in 2005 previously certified by the school

district.

[EFFECTIVE DATE.] This section is effective the day

following final enactment and applies for taxes péyable in 2005.
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S.F. No. 485. Authorizes Common School District No. 815, Prinsburg, to levy beyond
the maximum allowed by state law to pay its operating deficit and the outstanding

 tuition owed to Independent School District No. 2180, MACCRAY, and to certlfy a
pay 2005 levy after December 30, 2004. '

History: The Prinsburg school district does not operate a public school. Most students
attend a private school in the district and the balance attend public school in the
MACCRAY district. Prinsburg is in statutory operating debt and has been unable to
meet ‘its financial obligations to MACCRAY. Prinsburg owes $282,000 to
MACCRAY and Prinsburg has insufficient revenues to meet future obligations. To
address this shortfall, Prinsburg passed a referendum in 2004 and S.F. 485 is required
- to implement this referendum. The Department of Education has served notice that
the school district has until March 1, 2005 for passage of this bill. If the bill does not
pass by this deadline the district must initiate the dissolution and attachment process.

Section 1 [Private Schools; Prinsburg.]. Under current law Prinsburg is exempted
from the requirement to maintain public schools. Under this exemption, Prinsburg
must have 75 percent of its eligible pupils enrolled in an existing private school. This
section reduces that percentage requirement from 75 percent to 50 percent.

[Effective Date.] This section effective July 1, 2005
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- Section 2 [Amount of Obligation]. Prinsburg must make payments to MACCRAY totaling
$282,000 in six equal installments twice each year beginning on June 30, 2005. .

- [Effective Date.] This section is effective immediately.
‘.Sectlon 3 [Conversion of Referendum Revenue Authorlty to Speclal Levy Authorlty ]

Subd1v1s10n 1 [Conversion of question 1 referendum levy authority to special levy authority.]
* Prinsburg may convert the referendum revenue authority to special levy authority for payment of the
outstanding tuition for the years 2005, 2006, and 2007. The levy is not subject to the referendum

cap or'to the property tax recognition shift. The levy is spread 70 percent based on adjusted net tax
capa01ty and 30 percent based on referendum market value. © -

Subdivision 2 [Conversion of question 2 to special levy authority for four years.] Prinsburg may
convert the referendum revenue authority to special levy authority for payment of the district’s
operating deficit for the years 2005, 2006, 2007, 2008. The levy is not subject to the referendum cap

“or to the property tax recognition shift. The levy is spread 70 percent based on adjusted net tax
capa01ty and 30 percent based on referendum market value

'Subd1V1s1on 3 [Special operating levy authorlty A| Prmsburg mayhold an electlon every four years,
begmmng in 2008 to allow for a special operatmg levy for the amount necessary to eliminate any
operating deficit for the following four years. "The levy is not subject to the property tax recognition

shift. The levy is spread 70 percent based on adJusted net tax capa01ty and 30 percent based on
, referendum market value.

Subdivision 4 [School board resolution. ] Prinsburg school board may adopt a resolution when it
wishes to seek such a conversion from referendum revenue to spec1al levy authority and the amount
of the special levy. The district must notify the Department of Educatlon of this resolution by July

~lif 1t intends to levy

' _'[Effective Date.] This sectien is effective ‘immediately and applies for taxes_{p‘ayable in 2005.
Section 4 [Recerﬁﬁcation of 2005 School District LeVy.] N

Subdivision 1 [Eligibility.] Prinsburg 'may recertify its 2004 levy for taxes payable in 2005 if the

district is in statutory operating debt, conducted a successful referendum at the 2004 elect10n and

the board adopted the resolution.

Subdivision 2 [Recertification process.] The county auditor must include the levies in the 2005
taxes payable if within five days of enactment, the School District notifies the Department of
Education that it adopted the resolution, and within five days of receiving the notice, the Department
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of Education recalculates and reports the added amount to the district and the county auditor, and
no more than five days later, Prinsburg certifies the added amount to the county auditor.

[Effective Date.] This section is effective immediately and applies for taxes payable in 2005.

SEW:dv



MINNESOTA - REVENUE

PROPERTY TAX
Prinsburg School District Levies

v Yes | No
February 9, 2005 " | Separate Official Fiscal Note
Requested
Fiscal Impact
. ‘ DOR Administrative
Department of Reverue Costs/Savings
Analysis of H.F. 248 (Juhnke) / S.F. 485 (Johnson, D.E.)
T _ Fund Impact '
E.Y. 2006 F.Y. 2007 F.Y. 2008 F.Y. 2009
(000’s)

General Fund ' (Negligible) (Negl.) (Negl.) (Negl.)

Various effective dates.
EXPLANATION OF THE BILL

This proposal makes several changes in school district levies for Common School District No. 815,
Prinsburg. The proposal reduces the threshold percentage of enrolled private school students to total
district enrollment from 75% to 50%, effective July 1, 2005. Prinsburg would otherwise be required
to maintain public elementary and secondary schools. The proposal also requires the Department of
Education to determine the amount of outstanding tuition Prinsburg owes Independent School District
No. 2180, MACCRAY, if they cannot agree on an outstanding tuition amount. Third, the proposal
allows the district to convert recently passed referendum levies to special levies, which allows
Prinsburg to levy the full amount per pupil authorized in the referendum. The levies will be used to
fund the tuition payment shortfall to MACCRAY as well as an operating deficit for Prinsburg.
Fourth, the bill authorizes the school district to recertify its levies to reflect these changes for taxes
payable in 2005. '

REVENUE ANALYSIS DETAIL

e Data supplied by the Minnesota Department of Education projects a levy for tuition

- reimbursement to MACCRAY of $93,500 annually for fiscal years 2006-2008, and a Prinsburg
operating deficit levy of $38,000 annually for fiscal years 2006-2009. ‘

e The levy increases will result in a small increase in homeowner property taxes, and result in a
small increase in property tax refunds. This increase would be about $3,000 per year for FY 2006-
2008, and $1,000 in FY 2009.

Number of Taxpayers: Taxpayers in Common School District No. 815.

Source: Minnesota Department of Revenue
Tax Research Division

. , http://www.taxes.state. mn.us/taxes/legal_policy
hf0248(sf0485)_1 / LM
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COMMITTEE REPORT - WITHOUT AMENDMENTS

‘Committee on

_jzl. F. No. (/{Eifi—f

Resolution

X Re-referred (from another committee)

Committee recommendation:
><‘ do pass.
do pass and be placed on the Consent Calendar.

do pass and be re-referred to the Committee on

(no recommehdation) be re-referred to the Committee on

A}

Q,\\S;—lCDS:, (date of committee recommendation)
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Senator Pogemiller from the Committee on Taxes, to which
was re-referred ,

S.F. No. 485: A bill for an act relating to education
finance; modifying a school district’s percentage of students
attending nonpublic school necessary to qualify for an
exemption; creating a process to resolve a tuition obligation;
converting referendum revenue authority for Common School
District No. 815, Prinsburg; authorizing the school district to
recertify its school levy for taxes payable in 2005; amending
Minnesota Statutes 2004, section 123A.70.

Reports the same back with the recommendation that the bill
do pass. Report adopted.

® © 8 © ® 06 26 ¢ © 08 0 O

(Committee C

®© 2 o © @ 6 9 ® 0 ®

February 15, 2005..cccccoccssss
(Date of Committee recommendation)
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Since the inception of the Minnesota

Miracle in the early 1970s, the local govern-
ment finance system has been based on the belief that,
except for the property tax, cities should have limited
taxing authority. In return, state collected sales and
income taxes have been distributed to cities generally
based on need and their property tax capacity relative
to other cities. The main goal of the Minnesota Miracle
has been ensuring that Minnesotans receive adequate
public services without paying inordinately different
taxes, regardless of where they live.

At the conclusion of the 2004 legislative session, the
LMC Board of Directors formed the Financing Local
Government Task Force to review the state-local fiscal
partnership. The Task Force concluded that the current
system is not serving Minnesotans well or ensuring
the state’s competitiveness in an increasingly

global economy. The Task Force made a number of
recommendations with the intent of starting an
ongoing dialogue about the state-local partnership.
These recommendations are designed to serve as a
roadmap to guide state policymakers and city officials
in working together to reform the system over the
next several years.

These recommendations are organized according to
the Task Force’s quiding principles for a viable state-
city partnership:

® ACCOUNTABILITY

® CERTAINTY

® ADEQUACY

® FLEXIBILITY

m EQUITY

Some are closely integrated—a policy goal may be
realized by more than one recommendation. Some
options may bring about improvements for certain
cities but create challenges for others. While some
recommendations lend themselves to short-term
implementation, others may require more in-depth
planning and represent longer-run options.

FINANCING LOCAL GOVERNMENT TASK FORCE REPORT — JANUARY 2005

Recommendations

ACCOUNTABILITY

Cities believe that a viable partnership with the state
requires cities and the state to communicate effectively
with each other and with the public about their

roles and responsibilities. Cities and the state must
also exercise sound financial stewardship, including
maximizing efficiencies in service delivery and other
means of cost containment whenever possible.

Elected officials must stand accountable for the
decisions they make on behalf of citizens. Public
agencies must be accountable to elected officials
and the public. Less obviously, governments must
be accountable to each other. When the state and
federal governments impose mandates, the lines of
accountability are blurred.

Cities are careful stewards of public resources.
Minnesotans paid 15.6 percent of their personal
income for state and local government in 2004,
down from 17.4 percent in 1990. The city share fell
from 3.5 percent to 3.1 percent over that time.

The Task Force agrees that state and local
governments should work together to clarify their
roles and responsibilities in providing, regulating,
and paying for public services. It recommends the
following:

@ Transform market value homestead credit reimbursement
into a direct credit to individuals. The market value
homestead credit (MVHC) reimbursement structure
undermines accountability by enabling the state to
reduce or even eliminate the reimbursement to
local governments, while preserving the credit to
the homeowner. The structure adds unnecessary
confusion, since cities whose reimbursements
were cut in 2003 and 2004 were forced to certify
property tax levies that were higher than what
they actually received.

® (reate an advisory commission on intergovernmental
relations. A commission would provide an
opportunity for legislators and administration
officials to meet with their local partners to find
the most effective and efficient ways to meet the
needs of Minnesota residents and businesses.
Participants would cooperatively and proactively
address emerging issues, share creative solutions
to public issues, and examine the long-term, broad
cumulative impacts of policies.



B Remove existing barriers to effectiveness. The state
should remove existing barriers to cities exploring
opportunities for collaboration, sharing innovative
practices, and applying new technologies. The
state should allow local officials to implement
smart ideas, such as posting notices on city web
sites in lieu of publication and using design/build
contracts.

® Empower local decision-making on local budgets.
Artificial caps should be rejected. The state
should authorize local officials to determine what
revenues are necessary to provide the services
demanded by citizens and businesses.

CERTAINTY

Cities need to have more certainty and predictability

in all of their available revenue sources, including the
property tax and the amount of funding they receive
from local government aid (LGA) and similar programs.
The current practice of almost annual adjustments

to LGA and similar programs and the imposition of
levy limits do not allow for prudent financial planning
and decisions.

The city budgeting process presents many challenges.
Decision-makers strive to make wise spending
choices, using resources efficiently and meeting
service demands. When revenues upon which cities
depend to deliver services are uncertain, budgeting
becomes even more complicated. Periodic
uncertainty in some budget years may encourage
careful identification of spending priorities and
exploration of new efficiencies. Significant, ongoing
uncertainty about revenues, however, hampers cities
ability to effectively provide services to citizens.

’

In order to increase the certainty of revenues
on which the state and cities rely, the Task Force
recommends that the state:

® Reform the state tax structure to increase stability of
revenues. The state should re-examine its revenue
system and consider policy changes, such as
reducing reliance on the corporate income and
capital gains taxes, and broadening the sales tax
base to include more goods and services.

B Renew the state-local partnership. The state should
be a more reliable partner in providing public
services and infrastructure. The annual uncertainty
surrounding aid payments from the state should
be remedied to enable cities to provide the critical
services upon which citizens and businesses rely.

ADEQUACY

The revenue sources available to cities and the state
must raise adequate funds to meet city needs, to fund
mandates, and to maintain Minnesota’s long-term
competitiveness.

To enable effective public services and a high quality
of life, state and local governments need adequate
revenues. Governments must carefully prioritize
spending and work to maximize the effectiveness
with which they spend public dollars. In tough times,
less critical services must be curtailed. But when a
lack of revenue results in basic services being cut,
vital infrastructure improvements being delayed,
and the state’s long-term competitiveness being
compromised, we must consider a different path.

The Task Force believes that the state should
adequately fund its commitments to the public
services upon which Minnesotans depend and
recommends the following:

& Fully fund local government aid (LGA). LGA is the critical
program that ensures all Minnesota communities
can provide the services and infrastructure
necessary to achieve economic prosperity. The
program’s funding was disproportionately cut
in 2003, leaving property-poor and high-need
communities struggling to provide necessary
services.

B |mplement a metro-area sales tax to fund transportation
and transit, This would provide a critical, reliable,
additional revenue source that would be more like
the national norm of paying for regional transit
through a regional tax source.

B [ncrease state revenues. The state should increase
general revenues, while being mindful of impacts
on our most vulnerable citizens, to preserve and
enhance the services upon which our future
depends. Further cuts to aids for cities to fund
education or other needs are unacceptable.

RENEW THE PARTNERSHIP: A PRINCIPLED APPROACH TO FINANCING CITY GOVERNMENT



FLEXIBILITY

As cities have become increasingly diverse in their
characteristics, a “one-size-fits-all” system that limits
all cities to the property tax as the major, non-state
aid revenue source is increasingly unworkable. Some
cities have sufficient property tax base to sustain an
adequate service level, but many do not. Cities should
have greater access to other tax and revenue sources
than currently permitted.

Cities face a wide range of unique circumstances
involving their tax base, the mix of revenues on
which they depend, where users of their services
come from, and their population makeup. Cities
also vary in which services they are responsible for
financing and delivering. We believe that a full toolkit
of revenue options is important so that city officials
can best link users of a service with those who pay
for it, provide an adequate amount of basic services
despite cities' varying ability to pay, and work to
ensure stability of city revenues during economic
downturns by relying on several sources of funding.

In order to enhance the flexibility of cities in funding
services, the Task Force recommends the state:

B Support revenue diversification. The state should
recognize the diverse circumstances facing cities,
and allow them to choose from a wider variety of
tools to finance city services and infrastructure.
These would include a local sales tax for capital
projects; street and other utilities; impact fees; and
mechanisms to capture revenues from all users.

B Enhance local revenue and spending autonomy. The
state should not impose artificial caps on cities,
but should increase the autonomy given to city
officials to make revenue-raising decisions. Cities
should have authority to make spending decisions
that best meet the needs of their communities.

LEAGUE OF MINNESOTA CITIES

145 University Avenue West
St. Paul, Minnesota 55103-2044

LMC

League of Minnesota Cities
Cities promoting excellence

EQUITY

All citizens should receive adequate levels of municipal
services at relatively similar levels of taxation. This

means the state should provide financial assistance to
cities that have high needs, low fiscal capacity, or both.

Of the principles discussed in the report, equity
may be the hardest to measure and the most
subjective—what appears equitable to one person
may seem patently unfair to another. Historically,
some of the thorniest issues regarding our state-
local finance system revolve around differing
interpretations of equity. The Minnesota Miracle
reforms addressed equity issues by creating a system
of centralized revenue collection and decentralized
service delivery. At that time, the state initiated its
first sales tax to fund a complex new system of inter-
governmental aids, including LGA.

The Legislature must continually monitor the system
for tax burden equity, considering both ability to

pay and to whom the benefits accrue. The Task Force
recommends that the state do the following in order
to enhance the equity of our state-local finance system:

® Mitigate excessive property tax burdens. The state
should fully fund the LGA program. The state
should target more property tax relief to
individuals through the circuit breaker and
related programs when taxes increase rapidly or
when burdens are excessive relative to income.
In addition, the state should provide adequate
tax relief to all types of property in low property-
wealth and high-need communities.

B (onnect the costs and benefits for services. The state
should provide cities with tools that align service
costs with service beneficiaries. For example, a
local sales tax may be a useful tool for a regional
center to capture revenues from commuters,
tourists, and tax-exempt property that place
a burden on its infrastructure. When charging
users is not feasible or appropriate, the state
should adequately compensate communities for
overburden through LGA or other mechanisms.

TEL 651.281.1200 FAX 651.281.1299

800.925.1122  WEB www.mnc.org
TDD 651.281.1290
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EXECUTIVE SUMMARY iiii

Since the inception of the Minnesota Miracle in the early 1970s, the
local government finance system has been based on the belief that,
except for the property tax, cities should have limited taxing authority.
In return, state collected sales and income taxes have been distributed
to cities generally based on need and their property tax capacity
relative to other cities. The main goal of the Minnesota Miracle has been
ensuring that Minnesotans receive adequate public services without
paying inordinately different taxes, regardless of where they live.

At the conclusion of the 2004 legislative session, the LMC Board

of Directors formed the Financing Local Government Task Force to
review the state-local fiscal partnership. The Task Force concluded
that the current system is not serving Minnesotans well or ensuring
the state’s competitiveness in an increasingly global economy. The
Task Force made a number of recommendations with the intent of
starting an ongoing dialogue about the state-local partnership. These
recommendations are designed to serve as a roadmap to guide state
policymakers and city officials in working together to reform the
system over the next several years.

These recommendations are organized according to the Task Force's
guiding principles for a viable state-city partnership:

B Accountability
B .Certainty

B Adequacy

& Flexibility

B Equity

Some are closely integrated—a policy goal may be realized by
more than one recommendation. Some options may bring about
improvements for certain cities but create challenges for others.
While some recommendations lend themselves to short-term
implementation, others may require more in-depth planning and
represent longer-run options. |

RECOMMENDATIONS

Accountability—Cities believe that a viable partnership with the state
requires cities and the state to communicate effectively with each other
and with the public about their roles and responsibilities. Cities and

the state must also exercise sound financial stewardship, including
maximizing efficiencies in service delivery and other means of cost
containment whenever possible.

Elected officials must stand accountable for the decisions they i
make on behalf of citizens. Public agencies must be accountable to |
elected officials and the public. Less obviously, governments must be
accountable to each other. When the state and federal governments

impose mandates, the lines of accountability are blurred. |

Cities are careful stewards of public resources. Minnesotans paid
15.6 percent of their personal income for state and local government
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iv EXECUTIVE SUMMARY

in 2004, down from 17.4 percent in 1990. The city share fell from
3.5 percent to 3.1 percent over that time.

The Task Force agrees that state and local governments should
work together to clarify their roles and responsibilities in providing,
regulating, and paying for public services. It recommends the
following:

& Transform market value homestead credit reimbursement into a direct
credit to individuals. The market value homestead credit (MVHC)
reimbursement structure undermines accountability by enabling
the state to reduce or even eliminate the reimbursement to local
governments, while preserving the credit to the homeowner.
The structure adds unnecessary confusion, since cities whose
reimbursements were cut in 2003 and 2004 were forced to certify
property tax levies that were higher than what they actually received.

& (reate an advisory commission on intergovernmental relations. A commission
would provide an opportunity for legislators and administration
officials to meet with their local partners to find the most effective
and efficient ways to meet the needs of Minnesota residents and
businesses. Participants would cooperatively and proactively
address emerging issues, share creative solutions to public issues,
and examine the long-term, broad cumulative impacts of policies.

B Remove existing barriers to effectiveness. The state should remove
existing barriers to cities exploring opportunities for collaboration,
sharing innovative practices, and applying new technologies. The
state should allow local officials to implement smart ideas, such as
posting notices on city web sites in lieu of publication and using
design/build contracts.

& Empower local decision-making on local budgets. Artificial caps should
be rejected. The state should authorize local officials to determine
what revenues are necessary to provide the services demanded by
citizens and businesses.

Certainty—Cities need to have more certainty and predictability in all
of their available revenue sources, including the property tax and the
amount of funding they receive from local government aid (LGA) and
similar programs. The current practice of almost annual adjustments to
LGA and similar programs and the imposition of levy limits do not allow
for prudent financial planning and decisions.

The city budgeting process presents many challenges. Decision-makers
strive to make wise spending choices, using resources efficiently and-
meeting service demands. When revenues upon which cities depend

to deliver services are uncertain, budgeting becomes even more
complicated. Periodic uncertainty in some budget years may encourage
careful identification of spending priorities and exploration of new
efficiencies. Significant, ongoing uncertainty about revenues, however,
hampers cities’ ability to effectively provide services to citizens.

In order to increase the certainty of revenues on which the state and
cities rely, the Task Force recommends that the state:
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B Reform the state tax structure to increase stability of revenues. The state
should re-examine its revenue system and consider policy changes,
such as reducing reliance on the corporate income and capital gains
taxes, and broadening the sales tax base to include more goods and
services.

B Renew the state-local partnership. The state should be a more reliable
partner in providing public services and infrastructure. The annual
uncertainty surrounding aid payments from the state should be
remedied to enable cities to provide the critical services upon which
citizens and businesses rely.

Adequacy—The revenue sources available to cities and the state must raise
adequate funds to meet city needs, to fund mandates, and to maintain
Minnesota’s long-term competitiveness.

To enable effective public services and a high quality of life, state

and local governments need adequate revenues. Governments must
carefully prioritize spending and work to maximize the effectiveness
with which they spend public dollars. In tough times, less critical
services must be curtailed. But when a lack of revenue results in basic
services being cut, vital infrastructure improvements being delayed,
and the state’s long-term competitiveness being compromised, we
must consider a different path.

The Task Force believes that the state should adequately fund its
commitments to the public services upon which Minnesotans depend
and recommends the following:

& Fully fund local government aid (LGA). LGA is the critical program that
ensures all Minnesota communities can provide the services and
infrastructure necessary to achieve economic prosperity. The
program’s funding was disproportionately cut in 2003, leaving
property-poor and high-need communities struggling to provide
necessary services.

8 Implement a metro-area sales tax to fund transportation and transit. This
would provide a critical, reliable, additional revenue source that
would be more like the national norm of paying for regional transit
through a regional tax source.

B Increase state revenues. The state should increase general revenues,
while being mindful of impacts on our most vulnerable citizens, to
preserve and enhance the services upon which our future depends.
Further cuts to aids for cities to fund education or other needs are
unacceptable.

Flexibility—As cities have become increasingly diverse in their
characteristics, a “one-size-fits-all” system that limits all cities to the
property tax as the major, non-state aid revenue source is increasingly
unworkable. Some cities have sufficient property tax base to sustain an
adequate service level, but many do not. Cities should have greater access
to other tax and revenue sources than currently permitted.

Cities face a wide range of unique circumstances involving their tax
base, the mix of revenues on which they depend, where users of their
services come from, and their population makeup. Cities also vary
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in which services they are responsible for financing and delivering.
We believe that a full toolkit of revenue options is important so that
city officials can best link users of a service with those who pay for it,
provide an adequate amount of basic services despite cities'varying
ability to pay, and work to ensure stability of city revenues during
economic downturns by relying on several sources of funding.

In order to enhance the flexibility of cities in funding services, the
Task Force recommends the state:

B Support revenue diversification. The state should recognize the diverse
circumstances facing cities, and allow them to choose from a wider
variety of tools to finance city services and infrastructure. These would
include a local sales tax for capital projects; street and other utilities;
impact fees; and mechanisms to capture revenues from all users,

& Ephance local revenue and spending autonomy. The state should not
impose artificial caps on cities, but should increase the autonomy
given to city officials to make revenue-raising decisions. Cities
should have authority to make spending decisions that best meet
the needs of their communities.

Equity—All citizens should receive adequate levels of municipal services
at relatively similar levels of taxation. This means the state should provide
financial assistance to cities that have high needs, low fiscal capacity, or
both.

Of the principles discussed in the report, equity may be the hardest

to measure and the most subjective—what appears equitable to one
person may seem patently unfair to another. Historically, some of

the thorniest issues regarding our state-local finance system revolve
around differing interpretations of equity. The Minnesota Miracle
reforms addressed equity issues by creating a system of centralized
revenue collection and decentralized service delivery. At that time, the
state initiated itsfirst sales tax to fund a complex new system of inter-
governmental aids, including LGA.

The Legislature must continually monitor the system for tax burden
equity, considering both ability to pay and to whom the benefits
accrue. The Task Force recommends that the state do the following in
order to enhance the equity of our state-local finance system:

B Mitigate excessive property tax burdens. The state should fully fund the
LGA program. The state should target more property tax relief to
individuals through the circuit breaker and related programs when
taxes increase rapidly or when burdens are excessive relative to
income. In addition, the state should provide adequate tax relief
to all types of property in low property-wealth and high-need
communities. ‘

® Connect the costs and benefits for services. The state should provide cities
with tools that align service costs with service beneficiaries. For
example, a local sales tax may be a useful tool for a regional center
to capture revenues from commuters, tourists, and tax-exempt
property that place a burden on its infrastructure. When charging users
is not feasible or appropriate, the state should adequately compensate
communities for overburden through LGA or other mechanisms.
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INTRODUCTION 1

Since the inception of the Minnesota Miracle in the early 1970s, the
local government finance system has been based on the belief that,
except for the property tax, cities should have limited taxing authority.
In return, state collected sales and income tax revenues have been
distributed to cities generally based on need and their property tax
capacity relative to other cities. The goal has been to ensure residents
receive adequate services without paying inordinately different taxes,
regardless of where they are located.

In the last five years alone, state aid to cities has fallen by more than
28 percent when measured on a per capita basis. This reduction
appears to have been partly due to the state’s budget deficit, but
also to a changing philosophy among some influential state
government leaders about the state’s role in financing local
government services. Moreover, changes to the system now occur
with increasing frequency creating instability and unpredictability.

Cities throughout the state are becoming more reliant on their

own residential property tax base to fund services. State aid cuts,

for example, have increased cities' reliance on property taxes.

Further, class rate compression and phasing out the limited market
value program have shifted more of the property tax burden onto
homestead property. This has resulted in reduction of services in some
instances and increased the tax rate disparity among many cities. Left
unaddressed, the underlying premise of the Minnesota Miracle that
all citizens should receive adequate levels of municipal services at
relatively similar levels of taxation will be unachievable.

At the conclusion of the 2004 legislative session, the League of
Minnesota Cities (LMC) Board of Directors formed the Financing
Local Government Task Force (see Appendix A for the full text of the
Task Force’s Statement of Purpose). During the session, it was clear
city officials held conflicting opinions about the most effective and
equitable way to restore funding to the local government aid (LGA)
program, most notably concerning proposals to utilize programs such
as the market value homestead credit (MVHC) and transit aid for that
purpose. As members of the Task Force, we came together despite
these different opinions in order to identify what we, as a community
of cities, have in common.

As that process evolved, we defined policy options for renewing the
state-local partnership that we could all support. Recommendations
to the state form the basis of this report and are intended to

start an ongoing dialogue about the state-local partnership. The
recommendations are designed to serve as a roadmap to guide state
policy-makers and city officials in working together to reform the
system over the next several years.
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2 INTRODUCTION

These recommendations are organized according to the guiding
principles for a viable state-city partnership in the Task Force’s
Statement of Purpose: Accountability, Certainty, Adequacy, Flexibility, and
Equity.

1. Accountability—Cities believe that a viable partnership with the state
requires cities and the state to communicate effectively with each
other and with the public about their roles and responsibilities.
Cities and the state must also exercise sound financial stewardship,
including maximizing efficiencies in service delivery and other
means of cost containment whenever possible.

o

Certainty—Cities need to have more certainty and predictability in
all of their available revenue sources, including the property tax

and the amount of funding they receive from local government aid
(LGA) and similar programs. The current practice of almost annual
adjustments to LGA and similar programs and the imposition of levy
limits do not allow for prudent financial planning and decisions.

W

Adequacy—The revenue sources available to cities and the state must
raise adequate funds to meet city needs, to fund mandates, and to
maintain Minnesota’s long-term competitiveness.

4. Flexibility—A:s cities have become increasingly diverse in their
characteristics, a “one-size-fits-all” system that limits all cities to
the property tax as the major, non-state aid revenue source is
increasingly unworkable. Some cities have sufficient property tax
base to sustain an adequate service level, but many do not. Cities
should have greater access to other tax and revenue sources than
currently permitted.

5. Equity—All citizens should receive adequate levels of municipal
services at relatively similar levels of taxation. This means that the
state should provide financial assistance to cities that have high
needs, low fiscal capacity, or both.

While not all Task Force members or the groups that we represent see
all of the issues in the same way or agree on all of the ramifications of
certain policies, we did come to an agreement on the recommenda-
tions described in this report. We thoughtfully weighed the
consequences of a wide variety of policy options to address the
problems in the current state-local fiscal system, and came to a
consensus on the final list of recommendations.

The report recommendations should serve as a roadmap to guide city
officials and state policy-makers in reforming the state-city relationship
over the next several years. We do not think that the current systemis
serving Minnesotans well or ensuring our state’s competitiveness in an
increasingly global economy. The impacts of the state and city budget
cuts have been felt most keenly by the most vulnerable of our cities
and citizens, but the impacts may be more broadly felt as the state
deals with another deficit for the next biennium.
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We hope that this report begins a
dialogue about how to finance the
city services on which citizens and
businesses rely in ways characterized
by accountability, certainty, adequacy,
flexibility, and equity.

INTRODUCTION 3

Our recommendations are focused on the state-city financial
relationship. We do not claim expertise in other parts of the state
budget or in the financing of other local governments. But we believe
that there are real fiscal challenges in these areas as well. While our
recommendations include an increase in state aid to cities, we believe
that this policy change should not come at the expense of other local
governments or other parts of the state budget.

We hope that this report begins a dialogue about how to finance

the city services on which citizens and businesses rely in ways
characterized by accountability, certainty, adequacy, flexibility, and
equity. We believe that several of the recommendations are achievable
in the short term, with commitment from the state and cities to work
together and openly discuss the issues. Other recommendations are
more long-term goals for how the state-local fiscal partnership should
evolve into the future.
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SIDEBAR:

A 2000 NPR/Kaiser Family Foundation/
Kennedy School of Government poll
found that roughly two-thirds of
respondents (65 percent) indicated
that they have confidence in their local
governments solving problems that
they set out to solve.

GiiprfE
2003 AND 2004 AID CUTS
AND CITY RESPONSE
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Accountability— Cities believe that a viable partnership with the state
requires cities and the state to communicate effectively with each other
and with the public about their roles and responsibilities. Cities and

the state must also exercise sound financial stewardship, including
maximizing efficiencies in service delivery and other means of cost
containment whenever possible.

Good government requires accountability. Elected officials must

stand accountable for the decisions they make on behalf of citizens.
Public agencies must be accountable to elected officials and the
public. Less obviously, governments must be accountable to each
other. Perhaps nothing frustrates a citizen more than hearing from a
government official that the citizen’s concern is “somebody else’s fault”
or“somebody else’s problem.” Accountability for public services can

be murky when a service is provided by one level of government but
funded and/or mandated by another, or when a local government is
restricted in its ability to fund a service that is mandated by the state
or demanded by citizens. Another example of accountability not being
clear is the state imposing a sales tax on certain local government
purchases. The sales tax impacts the cost of providing city services.

When the state and federal governments impose mandates, the lines
of accountability are blurred. State officials often express frustration
with federal mandates. Similarly, state and federal actions can inhibit
city officials’ ability to find innovative solutions to local problems. Local
elected officials must have the authority and tools necessary to take
actions in the public’s interest without unnecessary restrictions from
the state or federal governments.

Citizens generally have confidence in their local government officials
(see sidebar). Yet to hear some pundits tell it, cities are inefficient
bureaucracies that love nothing more than to raise taxes. The reality,
which city officials tirelessly point out, is much more encouraging:

& (ities are careful stewards of public resources. Real city revenues per
capita declined from 1990 to 2003, the last year for which audited
statewide data are available. The dramatic cuts in city aids in 2003
and 2004, combined with extremely tight property tax levy limits,
resulted in an overall reduction in city revenues from 2002 to 2003,
and likely have resulted in unusually modest revenue increases in
2004. City officials dealt with the cuts to local government aid (LGA)
responsibly, relying on property taxes to cover only a fraction of
the cuts and employing other strategies, such as new efficiencies
(see Chart 1A).

| City government, like Minnesota govermment overall, is more affordable
to taxpayers today than it was in 1990. According to the Minnesota
Department of Finance’s Price of Government estimates,
Minnesotans are paying 15.6 percent of their personal income for
state and local government in 2004, compared to 17.4 percent in
1990. Cities’ estimated share of this amount (including state and
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6 CHAPTER 1: ACCOUNTABILITY

local transfers) has declined from 3.5 percent to 3.1 percent over the
same time.

& C(ities’ good practices build accountability and trust. In many ways, cities
are models of public budgeting and decision-making. Cities
balance their budgets every year, have open and accessible budget
processes, and provide many opportunities and methods for
meaningful public input.

E C(ities constantly strive for new innovations and efficiencies. \n a recent
LMC survey, 275 Minnesota cities cited almost 1,700 cooperative
agreements between their city and other government or non-
governmental entities. One-third of cities that responded to the
survey reported that in 2003 they increased their efficiency through
contracting out services, increasing productivity, and/or expanding
cooperative agreements or other cost-sharing plans. (For more
information on the cooperative agreements reported in the survey,
see the State of the Cities Report 2004, available in the Policy Research
Division section of the LMC web site at: www.Imnc.org.)

RECOMMENDATIONS

We believe that state and local governments should work together
to clarify their roles and responsibilities in providing, regulating, and
paying for public services. To improve accountability, we recommend
the following:

Transform MVHC into a direct credit to individuals. Currently, the market
value homestead credit (MVHC) program provides tax relief to
homestead property by reducing the homeowner’s property tax bill.
Local units of government are subsequently compensated by the
state for the loss of property tax revenue due to the credit. The MVHC
reimbursement structure undermines accountability in a number of
ways, most directly by enabling the state to reduce or even eliminate
the reimbursement to local units of government while preserving the
benefit of the credit to the homeowner. The structure interferes with
local officials’accountability to the taxpayers and adds unnecessary
confusion, since cities whose reimbursements were cut in 2003 and
2004 were forced to certify a property tax levy amount that was higher
than the amount of revenues the city actually received from the
property tax system.

Create an advisory commission on intergovernmental relations. To ensure

the most effective government for citizens, state lawmaking and
rulemaking must be made openly with the broadest possible input.

To this end, we recommend improving communication between state
and local officials through the creation of an advisory commission on
intergovernmental relations (ACIR). An advisory commission would
provide an opportunity for legislators and administration officials to
meet with their local partners to address ways to work together to find
the most effective and efficient ways to meet the needs of Minnesota’s
residents and businesses. Whereas the legislative process generally
deals with narrow issues of immediate concern, an ACIR would provide
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a forum to examine the combined impacts of state and federal actions
and demographic changes over the long term. The commission

would cooperatively address emerging issues in a proactive manner,
thoroughly explore the best creative solutions to public issues, and
minimize the unintended negative impacts of mandates.

Remove existing barriers to effectiveness. Cities are continually looking

for ways to more effectively deliver services demanded by citizens
and businesses by exploring new opportunities for collaboration

and cooperation, sharing innovative practices, and applying new
technologies. The state should remove existing barriers to local
effectiveness to allow local elected officials to implement smart ideas.
Some examples include:

B Allow greater use of design/build contracts for construction
projects.

B Allow greater use of city web sites and other communications
vehicles to disseminate some information currently required to be
published in newspapers.

® Trust local elected officials to determine fair compensation for their
top employees. Many of the best and brightest public administrators
and other professional employees like engineers are leaving public
service for employment in other states or in the private sector. Local
governments receive very few applications from non-Minnesota
residents for these kinds of job vacancies. The state should eliminate
. the salary cap for government employees.

Empower local decision-making on local budgets. Local officials are elected
to determine the scope and level of local services. The state should
authorize local officials to determine what revenues are necessary
to provide the services demanded by citizens and businesses. State-
imposed artificial caps that don't account for local circumstances
and second-guess the judgment of local elected officials should be
rejected.
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The city budgeting process presents
many challenges. Decision-makers
strive to use resources efficiently,
make wise spending decisions, and
meet the demands for services.

CHAPTER 2: CERTAINTY 9

Certainty—Cities need to have more certainty and predictability in all
of their available revenue sources, including the property tax and the
amount of funding they receive from local government aid (LGA) and
similar programs. The current practice of almost annual adjustments to
LGA and similar programs and the imposition of levy limits do not allow
for prudent financial planning and decisions.

The city budgeting process presents many challenges. Decision-
makers strive to use resources efficiently, make wise spending
decisions, and meet the demands for services. When revenues upon
which cities depend to deliver those services are uncertain, budgeting
becomes even more complicated. While aid and credit cuts have the
most dramatic impact on total revenues, economic downturns can
also bring about shortfalls in other revenue sources such as fees

and charges.

Volatility in state aids and credits causes cities to struggle to ensure
maintenance of basic services like police and fire protection. It is
difficult to plan for large capital projects that will have costs spread
over many years, such as major street improvements or additional fire
stations, when future revenues are uncertain. Volatility in city revenues
also makes decisions about operating budgets, such as whether or
not to hire additional police officers, more difficult. Cities have had

to consider several budget scenarios, each with different amounts of
state aid and credit. This added complexity consumes time, money,

is an inefficient use of staff resources, and makes the city budgeting
process more confusing for citizens.

Periodic uncertainty in some budget years may encourage careful
identification of spending priorities and exploration of new ways of
doing things. Significant, ongoing uncertainty about revenues as
currently exists, however, hampers cities' ability to effectively provide
services to citizens. In mid-2004, the governor acknowledged the
challenges that uncertainty about aid payments presents to cities.

Cities were unsure how much LGA to budget for because of a drafting

error that would have significantly changed the aid distribution for
some cities. After much debate, the governor directed the state to
distribute the 2005 payments according to the intent of the law and
not according to the erroneously written law.

STATE-LOCAL FISCAL PARTNERSHIP: A LITTLE HISTORY

We believe that the state is failing to fulfill its long-established
commitment to cities. The state-local partnership to finance the

basic services on which Minnesotans depend was formalized in the
Minnesota Miracle reforms of 1967 through 1971. These reforms
established the state sales tax in order to provide property tax relief to
taxpayers and to enable local governments to provide basic services
despite differences in property tax base. This policy was reaffirmed
with the creation of the Local Government Trust Fund in 1992, which
increased the state sales tax and dedicated a portion of the sales tax
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revenues to several local government aid programs. The Trust Fund
was eliminated in 1996 and the sales tax revenues were redirected to
the general fund.

Mid-year cuts in 2003 to LGA and the market value homestead credit
(MVHCQ) reimbursement, revision of the LGA distribution formulae,
and the ongoing pressures of state budget deficits have all recently
served to dramatically reduce the certainty with which cities view their
revenues from the state. The mid-year cuts to 2003 LGA and MVHC
reimbursements left cities scrambling to make adjustments halfway
through their budget year. Levy limits imposed on cities over 2,500
population meant these cities could not fully replace the cuts with
property taxes. In efforts to cope with the 2003 cuts, cities postponed
spending for capital improvements, drew down budget reserves,
increased fees and charges, and made service reductions.

For some cities, the 2003 aid cuts were particularly challenging. In
2002, these cities saw LGA increases to balance the tax relief provided
as part of the 2001 reforms. Along with these aid changes, however,
strict levy limits were imposed. The levy limits forced these cities to
lower their levies because of the LGA infusion and become more
heavily dependent on LGA. When LGA was subsequently cut during
the 2003 budget year, these cities were in an especially difficult
position to balance their budgets.

The significant reform to the LGA distribution formulae passed

by the 2003 Legislature will increase the uncertainty of future aid
payment amounts. As a result of the new formulae, the volatility of the
distribution has become a much more significant issue (see sidebar).
Cities that receive LGA can expect the year-to-year change in aid to

be substantially more than under the old LGA program. This volatility
will make long-range budgeting more difficult and may create more
confusion among citizens about how the program works.

STATE REVENUE INSTABILITY IMPACTS AIDS TO CITIES

The certainty of state aids and credits is clearly related to the certainty
of state revenues. Recessions in the early 1980s, early 1990s, and early
2000s all resulted in significant cuts to state aids. Chart 2A shows

that over the last 15 years, cuts in aids and the effects of inflation and

CHART 24 : ' -
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*In 1992, the Legislature imposed the sales tax on city purchases. .
*%In 2002, the Legislature eliminated the Tax Increment Financing (TIF) grant pool, a $200 million loss over four years.
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SIDEBAR:

Reasons for increased volatility

of LGA incdlude: elimination of the
grandfathered aid base, a change in the
factors used to calculate need for cities
over 2,500 population, elimination of
the automatic inflationary increase,
and the elimination of the special caps
on First Class cities. For a discussion of
LGA volatility, see the in-depth policy
analysis, “LGA VYolatility: New system
yields bigger year-to-year aid changes
and less accurate aid estimates,” by LMC
Policy Research Manager Eric Willette,
available in the Policy Research Division
section of the LMC web site at: www.
Imnc.org.
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population growth have made cities much more reliant on property
taxes. Other legislative changes that have impacted cities’ budgets
include the sales tax on city government purchases (1992) and the
elimination of the tax increment financing (TIF) grant pool (2002).

With the state facing a projected 2005-06 deficit of $1 billion, cities
overall remain concerned about further budget upheaval from
additional cuts to the LGA and MVHC programs. Over the last five
years, the state’s revenue picture has gone from one of surplus to one
of repeated deficits. While the economy, international turmoil, and
the Dot-Com burst in the stock market all contributed to the souring
of Minnesota’s revenue projections, there are also structural causes.
The state’s revenues are in part more volatile because of the increasing
volatility in the income tax, a major source of revenue. Income has
become more variable due to the growing use of commissions,
bonuses, and other rewards for performance. During boom times,
workers receive more of these rewards. When the economy sours,
they receive less. Income is also made less stable due to the growth in
investment income as a portion of total income. Investment income
is closely tied to the business cycle. Capital gains are the most volatile
source of income (see Chart 2B).

CHART 2B:
VOLATILITY IN STATE TAXES

Minnesota's tax base is more volatile than nominal GDP
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Reprinted with permission by the Gitizens League, “Let’s Get Minnesota’s Tax System off the Rollercoaster,” by Tom Stinson and Jeremy Prahm,
Minnesota fournal, August 2004,

RECOMMENDATIONS
In order to increase the certainty of revenues on which the state and
cities rely, we recommend the state:

Reform state tax structure to increase stability of revenues. The state should
re-examine its revenue system and make policy changes to increase
the year-to-year stability of revenues. A recent article by State
Economist Tom Stinson and Jeremy Prahm included the following
policy options to achieve this goal':
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@ Reduce reliance on the corporate income tax and increase the state property
tax on commercial/industrial property. This could be a revenue-neutral
change, meaning that the general fund does not see an increase
or decrease in revenues. It could, however, increase stability since
corporate income is highly volatile.

B Increase the tax rate for those earners in the top tax bracket, while simultaneously
lowering the tax on capital gains. Again, the change could be revenue
neutral, but state revenues would be more stable with less reliance
on capital gains revenue.

& Apply the sales tax to more necessities in order to better align the sales tax
with today’s service-driven economy and lower the sales tax rate. This would
help to avoid declines in sales tax revenues during downturns when
a greater share of consumer dollars is spent on these items. A new
refundable credit program directed to low-income households
could help keep the sales tax burden for those households relatively
constant even with the changes.

Each of the policies outlined in Stinson and Prahm’s article would
increase the certainty of state revenues from year to year and, in turn,
increase the certainty with which cities view their sources of revenue
that come from the state. While stability is not the only important issue
in regard to state revenues and aids to cities, it is a critical one. A blue-
ribbon task force of state and local officials, business representatives,
and experts in tax policy should be convened to examine the stability
of the state’s tax structure and to explore policy options such as those
described above. :

Renew the state-local partnership. We believe that the state should be a
more reliable partner in providing public services and infrastructure to
residents and businesses. The state should consistently and fully fund
LGA. One possible way to do this is through a re-dedication of state
sales tax revenues. The annual uncertainty surrounding aid payments
from the state should be remedied to enable all cities to provide the
critical services upon which citizens and businesses rely. The state
should also authorize more revenue options for cities that are able to
increase their financial independence (see Chapter 4: Flexibility).
These policy options are discussed in more detail in other chapters of
this report.

Endnotes
! Stinson, Thomas, and Jeremy Prahm. “Let’s Get Minnesota’s Tax System Off the Rollercoaster,” Minnesota Journal,
August 2004.

FINANCING LOCAL GOVERNMENT TASK FORCE REPORT — JANUARY 2005




CHAPTER 3: ADEQUACY 13

Adequacy—The revenue sources available to cities and the state must raise
adequate funds to meet city needs, to fund mandates, and to maintain
Minnesota’s long-term competitiveness.

To enable effective public services and our high quality of life, our state
and local governments need adequate revenues. Governments must
carefully prioritize spending and work to maximize the effectiveness
with which they spend public dollars. In tough times, less critical
services must be curtailed. But when a lack of revenue results in

basic services being cut, when vital infrastructure improvements

are delayed, and when our state’s long-term competitiveness is
compromised, we must consider a different path.

CITIES ARE COPING WITH INADEQUATE REVENUES

Cuts to city aids and credit reimbursements were a disproportionate
share of the state’s most recent budget-balancing actions. The first
round of cuts occurred in the middle of cities’ 2003 budget year.
While the combined reduction in aids and credits for 2003 and 2004
exceeded $300 million, cities increased their property tax levies in
2004 by only $90 million, scarcely more than a typical year’s increase
to cover inflation and growth (see also Chart 1A, page 5). While levy
limits were a factor in keeping down property tax increases, many
mayors and city councils determined that they simply could not
increase the property tax burden in an amount necessary to cover
the full impact of aid cuts.

It would be easy to say, as some pundits do, that cities should adjust
to the state aid and credit reductions by cutting discretionary
services and finding new efficiencies rather than increasing revenues.
In reality, cities have done these things and much more. October
2004 employment estimates from the Minnesota Department of
Employment and Economic Development show that non-school local
governments, including cities, reduced their workforce by 4.6 percent,
or about 7,000 workers, between September 2002 and September
2004. An LMC survey of city officials conducted in the fall of 2003
found that cities have adjusted their budgets with a multi-pronged
approach that includes service cuts, workforce reductions, new
efficiencies and drawing down reserves, as well as revenue increases
(see Table 3A). The survey also indicated that more cuts were in the

TABLE 3A: " - '
STRATEGIES IMPLEMENTED AND CONSIDERED BY CITIES

IN DEALING WITH REVENUE SHORTFALLS
Implemented Considering

in 2003 for 2004
Revenue increases 312 cities 327 cities
Spending decreases 201 cities 180 dities
Efficiency measures 120 cities 129 cities
Workforce reductions 95 cities 73 cities
Service cuts 72 cities 63 cities
Drawing down reserves 2001-2003 213 cities Not available

The survey did not ask city officials to indicate the relative dollar impact of each strategy employed
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works. (For a more complete discussion of the city fiscal conditions
survey, see State of the Cities Report 2004, available in the Policy
Research Division section of the LMC web site at: www.Imnc.org.)

These decisions are difficult and have consequences for citizens.

In many cities, infrastructure maintenance is being delayed, which
increases long-term costs. Library hours are being cut. In growing
communities, existing service levels are stretched to cover additional
development. In some communities, public safety expenditures have
been reduced.

STATE AND LOCAL GOVERNMENTS ARE STRAINED

Of course, cities are not alone in their ongoing budget struggles.
Back in the heady days of billion-dollar budget surpluses, the state
cut income taxes and license tab fees and took over responsibility for
funding basic education costs. The Dot-Com bust and recent recession,
however, yielded successive years of state budget deficits across the
country. At the state and local levels, budgets have been cut and cut
again. The state of Minnesota responded to its deficit by draining
reserves, cutting spending, reducing support for local government
services, using accounting shifts, and enacting modest fee and fine
increases.

Dramatic cost increases in employee health care, state health care
programs, and special education are squeezing out other budget
priorities. As a result, critical needs are not being fully met: Our
schools are cutting budgets every year; our transportation system
is deteriorating as congestion grows; tuition is increasing by double
digits; basic city services are being compromised.

The current state budget forecast is based on very optimistic
assumptions about the growth of our economy. It also does not
account for the impact of inflation on the cost of delivering services.
Even if the forecast’s rosy economic predictions are realized, the state
may face another billion-dollar deficit in 2005. Given the previous
several months of mixed economic news, the state will not likely
“grow” its way out of a deficit situation.

With another budget deficit looming, how should we collectively
respond? We believe that our citizens have been presented with a false
choice—cut important services that are critical to our state’s long-
term success or make our state uncompetitive and our government
unaffordable by increasing taxes. The reality is quite different, both

on the revenue and expenditure sides. While Minnesota has state

tax rates well above the national average, the total tax revenue that
state and local governments generate from taxpayers has declined

as a share of personal income from 18.3 percent in 1994 to 15.6 per-
cent in 2004, according to the Minnesota Department of Finance

Price of Government Report. Many other states raise more revenue
through local government taxes and receive more federal aid. Further,
according to the Minnesota Taxpayers Association, when you compare
all state and local government expenditures as a percent of personal
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income, Minnesota ranked 22" in 2002—only about 6 percent above
the national average'.

More importantly, we think that Minnesota’s public investments

have served the state well by supporting high-quality public services
and bolstering a healthy economy. Minnesotans have experienced a
significant increase in average per capita income, from about $9,100
in 1959 to almost $23,200 in 1999 (both in 1999 dollars)?. Over these
40 years, Minnesota climbed from 27" highest per capita income in
the nation to 11" highest. According to the most recent Census Bureau
population surveys, the median household income in Minnesota
($54,931) is third highest in the country, almost 20 percent higher
than the national median (543,052). Based on data from the Annie E.
Casey Foundation’s “Kids Count 2004 Databook,” Minnesota ranked
second lowest in percent of children living in poverty in 2001. In 2003,
Minnesota was named the fifth-healthiest state based on several
indicators, including access to health providers and general health of
the population?.

No one relishes increasing taxes or other revenue sources. We believe,
however, that our state’s future prosperity depends upon strategically
increasing our investment in public infrastructure to get us back on
track to national prominence. The investments we've made together
through government, in education, infrastructure, and other areas, are
not the only reason for our success. But the critics who complain that
our collective investments have been an impediment to that success
are just plain wrong.

RECOMMENDATIONS

We believe the state should adequately fund its commitments to the
public services upon which Minnesotans depend and recommend
that the state:

Fully fund LGA. We believe that we cannot have a strong state without
strong cities. Communities throughout the state have unique needs
and unequal ability to pay for basic services. Local government aid
(LGA) is the critical program that ensures all Minnesota communities
can provide the services and infrastructure necessary to achieve
economic prosperity. The program’s funding was disproportionately
cut in 2003, leaving property-poor and high-need communities
struggling to provide necessary services. Some cities can provide
necessary services through existing local revenue sources, while
others could best be assisted through diversifying the revenue sources
available to cities (see Chapter 4, Flexibility). But for many others
that have little property wealth or sales tax base, LGA funding is

the most effective and fairest way to ensure revenue adequacy for
necessary services.

Implement a metro-area sales tax to fund transportation and transit. We support
a thorough exploration of all transportation-funding options, including
a gas-tax increase. There is broad consensus among citizens, business
leaders, and policy-makers that our transportation system has not kept
pace with the demands created by our state’s growth. There are critical
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transportation needs throughout the state. Yet transportation-funding
increases have stalled at the Capitol as a political logjam over deciding
which needs should be met has persisted.

We believe an important first step is to address the many transportation
and transit needs of the metropolitan area by enacting a regional sales
tax dedicated to transportation and transit. This would provide a critical,
reliable, additional revenue source that would be more like the national
norm of paying for regional transit through a regional tax source. We
are not making a recommendation as to whether general fund dollars
currently directed to transit would continue or be redirected.

Increase state revenues. We recommend the state increase general
revenues, while being mindful of the impacts on our most vulnerable
citizens, to preserve and enhance the services upon which our future
depends. The state significantly cut taxes in the late 1990s and made
an expensive new commitment to fund K-12 education in 2001. Opting
to increase taxes and other revenues is not easy. But underfunding the
education of our future workforce and the infrastructure upon which
businesses and citizens depend has long-term costs as well. Further
cuts in funding cities to fund education or meet other needs are
unacceptable. Preserving our current quality of life requires additional
state revenues.

Endnotes .
' “How Does Minnesota Compare?” Minnesota Taxpayers Association, October 2004.

? Per capita income figures from the U.S. Census Bureau. Inflation adjustments made by LMC, based on CPI figures
from the U.S. Department of Labor, Bureau of Labor Statistics.

3 Morgan Quitno Press, State and City Ranking Publications. .
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The members of the four city groups
shown in Chart 4A are as follows:
“greater Minnesota major/regional” =
Duluth, Rochester, St. Cloud, and the
22 cities in the regional center city
cluster; “greater Minnesota balance” =
the remaining 690 cities outside the
metro area; “metro core” = Minneapolis,
St. Paul, and the 13 cities in the old
cities cluster; “suburban metro” = the
remaining 123 cities in the seven-
county metro area. These ity clusters
are the same as those used for the
State of the Cities Report 2003 analysis.
For a description of the clustering
methodology, see State of the (ities
Report 2003, available in the Policy
Research Division section of the LM(
web site at: www.lmnc.org.
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Flexibility—As cities have become increasingly diverse in their
characteristics, a “one- size-fits-all” system that limits all cities to the
property tax as the major, non-state aid revenue source is increasingly
unworkable. Some cities have sufficient property tax base to sustain an
adequate service level, but many do not. Cities should have greater access
to other tax and revenue sources than currently permitted.

Flexibility in financing services is critical because cities face a wide
range of unigue circumstances involving their tax base, the mix of
revenues on which they depend, where the users of their services
come from, and the makeup of their population. Flexibility is also
critical because cities vary in terms of which services they are
responsibile for financing and delivering.

We believe that a full toolkit of revenue options is important so
cities can:

B Best link the users of a service with those who pay for it.

B Provide an adequate amount of basic services despite cities’ varying
ability to pay.

B Work to ensure stability of city revenues during economic
downturns by relying on several sources of funding.

The strength and composition of the city property tax base varies
from community to community. Some cities are experiencing growth
and, therefore, an expansion of the property tax base. Other cities are
losing population and facing a shrinking tax base, or simply growing
at a much slower pace than other cities. Since tax capacity is a function
of market value—how a property is currently used (residential
homestead, apartment, commercial/industrial, farm, etc.) and the
corresponding classification rate—the strength of the local tax base

is affected by the mix of all property uses and by what portion of total
property is tax exempt.

The mix of general revenue sources differs among cities (see Chart 4A
on page 18). Major areas of difference include reliance on state aids,
reliance on charges for services, and the fiscal disparities program that
only impacts property taxes in the metro area and on the Iron Range.
The chart also shows the average city tax rates for 2002 for the four
city groups; here, the effects of tax base disparities become apparent.
The city group that raises the most dollars per capita through the local
property tax (suburban metro) also has on average the lowest city

tax rates. (See sidebar for city group details.)

One of the biggest challenges in funding city services is that the
costs of some services are paid by only some of those who benefit.
This concept, sometimes called “overburden,”is most often identified
with two distinct groups that do not fully pay for services from which
they benefit: non-residents and tax-exempt property. The “revenue
need” measures of the current and previous local government aid
(LGA) formulae attempt to measure the impact of overburden on
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CHART 4A: ' , '
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city services. The level of non-resident beneficiaries of services can

be difficult to measure. Many users of parks, public safety services,
streets, airports, and libraries are non-residents. Most of the one in
five Minnesotans who live outside of incorporated cities use some city
services.

Who the local taxpayers are can also be a factor in how cities decide to
finance services. The state’s population overall is aging, and many cities
will likely see an increase in the portion of their population over age 65
over the next 20 to 30 years. it may become more difficult to increase
property taxes as the number of taxpayers living on fixed incomes
increases, leading cities to explore other financing options.

While the services that residents and businesses across the state
receive are similar, the ways in which those services are financed varies
widely. Metropolitan cities’ contiguous borders and population density
make regional collaboration an effective option for many services.

For example:

B The responsibility for providing sewer service lies with cities in
greater Minnesota and with the Metropolitan Council in most of the
metro area.

B Many cities in greater Minnesota finance library services with general
fund dollars, while in most of the metro area the responsibility
falls to counties. For example, total per capita spending for library
services in Mankato and Richfield is roughly the same ($29.63 and
$32.07 respectively). But in Mankato, the spending is almost equally
divided between city and county, while in Richfield, all of the
spending is by the county.

B The Metropolitan Council provides most transit services in the metro
area. In greater Minnesota, transit services are much more lirnited and
are generally provided by the city or by multiple local governments.
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RECOMMENDATIONS

In order to enhance the flexibility of cities in funding services, we
recommend the state do the following as it moves forward in its
relationship with cities:

Support revenue diversification. The state should recognize the diversity of
circumstances facing cities by granting them the authority to use the
following revenue sources, creating a wider variety of tools from which
cities can choose to finance city services and infrastructure:

& The state should expand authority for a local sales tax. The state should
grant general authority to all cities to enact a local sales tax for
capital projects of regional significance. Currently, only a few cities
have been granted this authority. Expanded authority for the local
sales tax should not adversely impact existing local sales taxes. Since
many cities have little sales tax base, the authority to levy a sales tax
would not diminish the importance of other revenues. This would
increase revenues for capital projects, but should not reduce general
operating revenue sources.

B Thestate should allow cities to implement a street utility. A street utility
would help cities fund local street projects and maintenance.

B (ities should also be able to institute other utilities. These utilities would
fund services where the benefit to and use by the public can be
measured. A utility for mosquito spraying is one example.

B The state should give cities the authority to charge impact fees. These fees
-would help ensure that new development pays its fair share of the
public costs of new or expanded infrastructure.

| (ities should have the authority to capture revenues from all users of city
services. Cities need additional tools in order to link the users of
city services with those who pay for those services. For example,
fees assessed to non-resident users of a city’s ambulance service
currently serve this purpose.

Enhance local revenue and spending autonomy. The state should not impose
artificial caps on cities' revenue. These are arbitrary and unnecessary
restrictions on city revenues that do not account for the unique
circumstances and needs facing cities across the state. Instead, the
state should increase the autonomy given to city officials to make
revenue-raising decisions. City officials are elected to determine the
level of services to provide and how to finance them, whether it is
through the general property tax, fees and user charges, bonding

or some other mechanism. Cities should have the authority to make
spending decisions that best meet the needs of their communities.

In addition, the state should not impose restrictions on local elected
officials’ ability to establish enterprise operations as part of creative
problem-solving efforts. In many cases, enterprise operations provide
innovative services not available in the private market. Cities also
create enterprises as a way to better match the users of a service with
those who pay for it.
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SIDEBAR:

The Legislature has made several
changes to the property classification
rates for homesteads and commercial/
industrial property. These changes
have resulted in homestead property
growing significantly as a portion of
total tax capacity, while commercial/
industrial property has declined as a
portion of total tax capacity. Most

of the local property tax is levied on
tax capacity.
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Equity—All citizens should receive adequate levels of municipal services
at relatively similar levels of taxation. This means that the state should
provide financial assistance to cities that have high needs or low fiscal
capacity.

Of the principles discussed in this report, equity may be the hardest
to measure and the most subjective. What appears equitable to one
person may seem patently unfair to another. Historically, some of
the thorniest issues regarding our state-local finance system revolve
around differing interpretations of equity.

The Minnesota Miracle reforms of the late 1960s and early 1970s
addressed equity issues by creating a system of centralized revenue
collection and decentralized service delivery. More public dollars

were raised at the state level through revenue sources that took into
account individual taxpayers’ ability to pay. The revenues were shared
with local governments through intergovernmental transfers that took
into account local governments’ ability to raise revenues locally. At that
time, the state initiated its first sales tax to fund a complex new system
of intergovernmental aids, including local government aid (LGA).

The Department of Revenue’s “Model Revenue System for Minnesota”
identifies two useful ways to measure equity: the benefits principle
and the ability-to-pay principle’. For goods and services where a direct
link can be made between the individual user and the level of benefit
they receive, government may want to charge the user for the cost

of the service. For goods and services with a broad public benefit, a
general tax may be a more appropriate revenue source. In either case,
however, the fairness of the tax or fee depends upon the ability to pay
of those charged.

Minnesota’s state-local tax system is less regressive than that in most
states, with tax burdens that are roughly the same share of personal
income for taxpayers across different income levels? The state relies
less on non-tax revenues, such as fees (user charges) and fines (which
tend to be regressive), than other states, which also helps the system
be less regressive®. But Minnesota’s tax system has become more
regressive in the past five years, as the state has reduced its reliance
on the progressive income tax and increased its reliance on fees

and fines.

Local governments’ main source of tax revenue is the property tax.

Of the major general taxes, the property tax is the least popular and
arguably has the most problematic equity issues. Property wealth is
not always a good indicator of ability to pay, such as when a senior on
a fixed income lives in a home that is rapidly appreciating in value.

The share of Minnesota local property taxes paid by residential
homesteads increased from 39 percent in 1997 to 51 percent in 2004.
Most of this change can be attributed to changes in state tax policy
(seesidebar). This trend is likely to continue with the continuing phase
in of policy changes enacted in 2001. The recent severe aid and credit
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cuts to cities and counties, and widespread school referendum levy
requests, will continue to put pressure on property tax payers.

LGA is one of the most critical pieces in making our state-local fiscal
system equitable. LGA enables low property-wealth and high-need
cities to provide services at a reasonable tax rate. Over the years, state
policy-makers have raised concerns about the equity of the LGA
program. These concerns have been largely addressed by legislative
action. In 1993, the formula was changed to sever the relationship
between spending levels and LGA. The 2003 Legislature implemented
a new distribution formula and eliminated most of the grandfathered
aid base, distributing nearly all of the appropriation through the formula.
Some modifications may still improve the equity of the program,

such as eliminating taconite aid from the measure of ability-to-pay.
We believe that the major, outstanding issue with the program is that
it is not fully funded and therefore cannot adequately address the
inequities in property-wealth among cities (see Chapter 3, Adequacy).

RECOMMENDATIONS

The Legislature must continually monitor the system for tax burden
equity, considering both the principles of benefit and ability to pay.
We recommend the state do the following in order to enhance

the equity of our state-local finance system:

Mitigate excessive property tax burdens. The state should fully fund the

LGA program. Deep cuts in aids to local governments, growing school
funding needs, and the phase out of the limited market value program
are all increasing property tax burdens. The state should target more
property tax relief to individuals through the circuit breaker and
related programs when taxes increase rapidly or when burdens are
excessive relative to income. In addition, the state should provide
adequate tax relief to all types of property in low property-wealth and
high-need communities.

Connect the costs and benefits for services. In accordance with the benefits
principle, the burden of service costs should be fairly compensated
by all users through fees and taxes. The state should provide cities
with tools to enable the costs of services to align with the service
beneficiaries. For example, a local sales tax may be a useful tool for

a regional center to capture the burdens placed on its infrastructure
by commuters, tourists, and tax-exempt property. In situations where
charging the users is not feasible or appropriate, the state should
adequately compensate communities for the overburden through
LGA or other mechanisms.

Endnotes

"“Model Revenue System for Minnesota,” Minnesota Department of Revenue, July 1992.

2"Who Pays? A Distributional Analysis of the Tax Systems in all 50 States {2" edition),” The Institute on Taxation and
Economic Policy, January 2003. A related issue is federal deductibility, for which state and local taxes are eligible
but fees and charges paid are not.

3“The Appropriate Role of User Charges in State and Local Finance,” National Conference of State Legislatures,
July 1999.
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PURPOSE

The League of Minnesota Cities Board of Directors created the
Financing Local Government Task Force to examine how local
government services are now delivered and financed, to identify
weaknesses and inequities in the system, and to recommend changes
to that system as seem warranted.

BACKGROUND

Since the inception of the Minnesota Miracle in the early 1970s, the
local government finance system has been based on the belief that,
except for the property tax, cities should have limited taxing authority.
In return, state-collected sales and income tax revenues have been
distributed to cities generally based on need and their property tax
capacity relative to other cities. The goal has been to ensure that
residents receive adequate services without paying inordinately
different taxes, regardless of where they are located.

Throughout the years, there have been concerns about the fairness of
the major vehicle for redistributing state collected funds to cities—the
local government aid (LGA) program. These concerns have generally
fallen into two categories: perceptions that the distribution formula

is unfair, (i.e., that certain cities receive too much or little compared to
others); or, that the overall funding level is inadequate or too high.

The significant differences that exist between cities in how some
services their residents receive are funded further compounds those
concerns, Libraries and transit, for example, might be part of one city’s
budget and be provided by the county or special district in another,
yet residents in both communities pay for these services. Likewise,
economies of scale that might accrue because of geographic proximity
are hard to value, but clearly exist. Labor costs—the major expenditure
in municipal operating budgets—also vary considerably.

In the last five years alone, state aid to cities has fallen by more than

28 percent when measured on a per capita basis. This reduction
appears to have been partly due to the state’s budget deficit, but also
to a changing philosophy among some influential state government
leaders about the state’s role in financing local government services.
Moreover, changes to the system now occur with increasing frequency
creating instability and unpredictability.

Cities throughout the state are becoming more reliant on their

own residential property tax base to fund services. State aid cuts,

for example, have increased cities’ reliance on property taxes.

Further, class rate compression and phasing out the limited market
value program have shifted more of the property tax burden onto
homestead property, which has resulted in reduction of services in
some instances and increased the tax rate disparity among many cities.
Left unaddressed, the underlying premise of the Minnesota Miracle—
that all citizens should receive adequate levels of municipal services

at relatively similar levels of taxation—will be unachievable.

RENEW THE PARTNERSHIP: A PRINCIPLED APPROACH TO FINANCING CITY GOVERNMENT
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GUIDING PRINCIPLES

Cities need a viable financial partnership with the state. The League
believes the following principles should guide how that partnership
evolves:

1. Accountability—Cities believe that a viable partnership with the state
requires cities and the state to communicate effectively with each
other and with the public about their roles and responsibilities.
Cities and the state must also exercise sound financial stewardship,
including maximizing efficiencies in service delivery and other
means of cost containment whenever possible.

o

Certainty—Cities need to have more certainty and predictability in
all of their available revenue sources, including the property tax and
the amount of funding they receive from LGA and similar programs.
The current practice of almost annual adjustments to LGA and
similar programs and the imposition of levy limits do not allow for
prudent financial planning and decisions.

had

Adequacy—The revenue sources available to cities and the state must
raise adequate funds to meet city needs, to fund mandates, and to
maintain Minnesota’s long-term competitiveness.

4. Flexibility—As cities have become increasingly diverse in their
characteristics, a “one-size-fits-all” system that limits all cities to
the property tax as the major, non-state aid revenue source is
increasingly unworkable. Some cities have sufficient property tax
base to sustain an adequate service level, but many do not. Cities
should have greater access to other tax and revenue sources than
currently permitted.

5. Equity—All citizens should receive adequate levels of municipal
services at relatively similar levels of taxation. This means the state
should provide financial assistance to cities that have high needs
or low fiscal capacity.

FINANCING LOCAL GOVERNMENT TASK FORCE REPORT — JANUARY 2005
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Agenda #3

SIS

e

A bill for an act

relating to financing and operation of state and local
government; making policy, technical, administrative,
enforcement, collection, refund, and other changes to
income, franchise, property, sales and use, estate,
health care provider, cigarette and tobacco products,
insurance premiums, aggregate removal, mortgage
registry, occupation, net proceeds, and production
taxes, and other taxes and tax-related provisions;
establishing a regional investment credit;
establishing a credit for carsharing; providing an
income tax checkoff; providing a refund for transit
passes; changing the rent credit calculation;
authorizing sales tax exemptions; authorizing local
government sales taxes; repealing the sunset of sales
tax on alcoholic beverages and rental cars;
authorizing distributions of tax proceeds; changing
provisions relating to fiscal disparities, education
financing, state debt collection procedures,
sustainable forest incentives programs, business
subsidy, and tax data provisions; conforming
provisions to certain changes in federal law; changing
powers and duties of certain local governments and
authorities and state departments or agencies;
providing for payments of certain aids and
reimbursements to local units of government; providing
for certain school levies; providing for issuance of
obligations by local governments, and use of the
proceeds of the debt; authorizing certain joint
ventures to provide utility services; authorizing use
of nonprofit organizations to manage certain
enterprises; requiring transfer of a parking facility;
changing tax increment financing provisions, and
providing authorities to certain districts; changing
provisions relating to certificates of title of motor
vehicles and manufactured homes; requiring a state
aviation plan; authorizing establishment of an
International Economic Development Zone and providing
for tax incentives; regulating tax preparers; imposing
requirement on vendors that contract with the state to
collect sales taxes; changing electronic filing
provisions; prohibiting misrepresentation of
employment; providing for filling of vacancies on the
Tax Court; establishing biotechnology and health
science industry grants; imposing requirements related
to JOBZ; providing for studies and reports; providing
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penalties; creating an education reserve account;
providing for allocation and transfers of funds;
appropriating money; amending Minnesota Statutes 2004,
sections 15.06, subdivision 6; 16D.10; 116J.993,
subdivision 3, by adding a subdivision; 116J.994,
subdivisions 4, 5, 9, by adding a subdivision;
123B.53, subdivision 4, by adding a subdivision;
123B.55; 123B.71, subdivision 9; 126C.17, subdivisions
6, 7, 9, by adding subdivisions; 161.1231, by adding a
subdivision; 168A.02, subdivision 2; 168A.05,
subdivisions la, 1b; 168A.11, subdivisions 1, 2, 4;
174.03, by adding a subdivision; 270.02, subdivision
3; 270.30, subdivision 8; 270.65; 270.69, subdivision
4; 270B.01, subdivision 8; 270B.12, subdivision 13;
272.01, subdivision 2; 272.02, subdivisions 1la, 7, 22,
47, 56, by adding subdivisions; 272.029, subdivisions
4, 6; 273.11, subdivision la, by adding subdivisions;
273.112, subdivision 3; 273.124, subdivisions 1, 8;
273.13, subdivisions 23, 25; 273.1384, subdivision 3;
273.19, subdivision la; 274.014, subdivision 3;
274.14; 275.025, subdivision 1; 275.065, subdivisions
la, 3; 275.07, subdivisions 1, 4; 276.04, subdivision
2; 276.112; 278.03, subdivision 1; 279.01, subdivision
1, by adding a subdivision; 282.016; 282.21; 282.224;
282.301; 287.04; 289A.02, subdivision 7; 289A.08,
subdivisions 1, 16; 289A.12, subdivision 3; 289A.19,
subdivision 4; 289A.20, subdivisions 2, 4; 289A.31,
subdivision 2; 289A.37, subdivision 5; 289A.38,
subdivision 6; 289A.39, subdivision 1; 289A.40,
subdivision 2; 289A.56, by adding a subdivision;
289A.60, subdivision 6; 290.01, subdivisions 7, 19,
19a, 19a, 19b, 19¢, 194, 31; 290.05, subdivisions 1,
1; 290.06, subdivisions 2c, 22, 28, by adding
subdivisions; 290.0674, subdivisions 1, 2; 290.091,
subdivisions 2, 3; 290.10; 290.17, subdivision 4;
290.191, subdivisions 1, 2, 3, 5, by adding a
subdivision; 290.92, subdivisions 1, 4b; 290.9705,
subdivision 1; 290A.03, subdivisions 11, 15, by adding
a subdivision; 290A.19; 290C.05; 290C.10; 291.005,
subdivision 1; 295.50, subdivision 4; 296A.22, by
adding a subdivision; 297A.61, by adding a
subdivision; 297A.668, subdivisions 1, 3, 5; 297A.669,
subdivision 16; 297A.67, by adding subdivisions;
297A.68, subdivisions 2, 4, 5, 5, 19, 39, by adding
subdivisions; 297A.70, subdivision 8, by adding a
subdivision; 297A.71, by adding subdivisions; 297A.75,
subdivisions 1, 2; 297A.87, subdivisions 2, 3;
297A.99, subdivisions 1, 2, 3, 5, 12; 297B.03;
297F.01, by adding a subdivision; 297F.08, subdivision
12; 297F.09, subdivisions 1, 2, by adding a
subdivision; 297I.01, by adding subdivisions; 297I.05,
subdivisions 4, 5, by adding a subdivision; 298.001,
by adding subdivisions; 298.01, subdivisions 3, 3, 3a,
4, 4; 298.015, subdivisions 1, 2; 298.016, subdivision
4; 298.018; 298.223, subdivision 1; 298.24,
subdivision 1; 298.27; 298.28, subdivisions 9a, 9b,
10; 298.2961, by adding a subdivision; 298.75,
subdivisions 1, 2; 325D.33, subdivision 6; 349.12,
subdivision 25; 373.01, subdivision 3; 373.40,
subdivision 1; 410.32; 412.301; 428A.101; 428A.21;
452.25, subdivision 3; 462A.071, subdivision 6;
469.034, subdivisions 2, 2; 469.1734, subdivision 6;
469.174, subdivision 10, by adding a subdivision;
469.175, subdivisions 1, 4, 6; 469.176, subdivision
1c, by adding subdivisions; 469.1761, by adding a
subdivision; 469.1792; 469.310, subdivisions 11, 11;
469.330, subdivision 11; 469.335; 469.337; 471.342,
subdivisions 3, 5, by adding a subdivision; 473.39, by
adding a subdivision; 473.843, subdivisions 3, 5; :
473F.02, subdivision 7; 473F.08, by adding
subdivisions; 474A.131, subdivision 1; 475.52,
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subdivisions 1, 3, 4; 475.521, subdivision 4; 475.58,
subdivision 3b; 477A.011, subdivisions 3, 34, 36;
477A.013, subdivisions 8, 9; 477A.016; 477A.03,
subdivisions 2a, 2b; 477A.11, subdivision 4, by adding
a subdivision; 477A.12, subdivisions 1, 2; 477A.14,
subdivision 1; 480B.01, subdivisions 1, 10; 504B.215,
by adding a subdivision; Laws 1986, chapter 379,
section 1; Laws 1986, chapter 379, section 2; Laws
1991, chapter 291, article 8, section 27; Laws 1991,
chapter 291, article 8, section 27; Laws 1996, chapter
71, article 2, section 29; Laws 1998, chapter 389,
article 3, section 41; Laws 1998, chapter 389, article
3, section 42; Laws 1998, chapter 389, article 8,
section 43; Laws 1998, chapter 389, article 8, section
43; Laws 1998, chapter 389, article 11, section 19;
Laws 1998, chapter 389, article 11, section 24; Laws
1998, chapter 389, article 11, section 24; Laws 1999,
chapter 243, article 4, section 18; Laws 1999, chapter
243, article 4, section 18; Laws 1999, chapter 243,
article 4, section 18; Laws 2001 First Special Session
chapter 5, article 12, section 67; Laws 2001 First
Special Session chapter 5, article 12, section 95;
Laws 2002, chapter 377, article 12, section 16; Laws
2003, chapter 127, article 12, section 38; Laws 2003
First Special Session chapter 21, article 4, section
12; Laws 2003 First Special Session chapter 21,
article 5, section 13; Laws 2003 First Special
Session, chapter 21, article 6, section 9; proposing
coding for new law in Minnesota Statutes, chapters
174; 270; 273; 278; 290; 290C; 297F; 298; 325D; 325F;
469; 473; repealing Minnesota Statutes 2004, sections
270.30, subdivision 1; 273.19, subdivision 5; 274.05;
275.15; 283.07; 289A.26, subdivision 2a; 289A.60,
subdivision 21; 290.191, subdivision 4; 295.55,
subdivision 4; 295.60, subdivision 4; 297A.99,
subdivision 13; 297E.12, subdivision 10; 297F.09,
subdivision 7; 297G.09, subdivision 6; 297I.35,
subdivision 2; 2971.85, subdivision 7; 298.01,
subdivisions 3¢, 34, 4d, 4e; 298.017; 298.227; Laws
1975, chapter 287, section 5; Laws 2003, chapter 127,
article 9, section 9.

ARTICLE 1
INCOME TAX

Section 1. Minnesota Statutes 2004, section 289A.02,
subdivision 7, is amended to read:

Subd. 7. [INTERNAL REVENUE CODE.] Unless specifically
defined otherwise, "Internal Revenue Code" means the Internal
Revenue Code of 1986, as amendéd through June-15+7-2603 November
11, 2003.

[EFFECTIVE DATE.] This section is effective for actions

required on or after November 11, 2003.

Sec. 2. Minnesota Statutes 2004, section 289A.08,
subdivision 1, is amended to read:

Subdivision 1. [GENERALLY; INDIVIDUALS.] (a) A taxpayer
must file a return for each taxable year the taxpayér is

required to file a return under section 6012 of the Internal

Article 1 Section 2 3
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Revenue Code, except that:

(1) an individual who is not a Minnesota resident for any
part of the year is not required to file a Minnesota income tax
return if the individual’s gross income derived from Minnesota
sources as determined under sections 290.081, paragraph (a), and
290.17, is less than the filing requirements for a single
individual who is a full year resident of Minnesota; and

(2) an individual who is a Minnesota resident is not

required to file a Minnesota income tax return if the

individual’s gross income derived from Minnesota sources as

determined under section 290.17, less the amount of the

individual’s gross income that consists of compensation paid to

members of the armed forces of the United States or United

Nations for active duty performed outside Minnesota, is less

than the filing requirements for a single individual who is a

full-year resident of Minnesota.

(b) The decedent’s final income tax return, and other
income tax returns for prior years where the decedent had gross
income in excess of the minimum amount at which an individual is
required to file and did not file, must be filed by the
decedent’s personal representative, if any. If there is no
personal representative, the return or returns must be filed by
the transferees, as defined in section 289A.38, subdivision 13,
who receive property of the decedent.

(c) The term "gross income," as it is used in this section,
has the same meaning given.it in section 290.01, subdivision 20.

[EFFECTIVE DATE.] This section is effective for taxable

years beginning after December 31, 2004.

Sec. 3. Minnesota Statutes 2004, section 289A.39,
subdivision 1, is amended to read:

Subdivision 1. [EXTENSIONS FOR SERVICE MEMBERS.] (a) The
limitations of time provided by this chapter, chapter 290
relating to income taxes, chapter 271 relating to the Tax Court
for filing returns, paying taxes, claiming refunds, commencing
action thereon, appealing to the Tax Court from orders relating

to income taxes, and the filing of petitions under chapter 278

Article 1 Section 3 4
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that would otherwise be due May-%57-3996 May 1, 2004, and

appealing to the Supreme Court from decisions of the Tax Court
relating to income taxes are extended, as provided in section
7508 of the Internal Revenue Code.

(b) If a member of the National Guard or reserves is called
to active duty in the armed forces, the limitations of time
provided by this chapter and chapters 290 and 290A relating to
income taxes and claims for property tax refunds are extended by
the following period of time:

(1) in the case of an individual whose active service is in
the United States, six months; or

(2) in the case of an individual whose active service
includes service abroad, the period of initial service plus six
months.

Nothing in this paragraph reduces the time within which an
act is required or permitted under paragraph (a).

(c) If an individual entitled to the benefit of paragraph
(a) files a return during the period disregarded under paragraph
(a), interest must be paid on an overpayment or refundable
credit from the due date of the return, notwithstanding section
289A.56, subdivision 2.

(d) The provisions of this subdivision apply to the spouse
of an individual entitled to the benefits of this subdivision
with respect to a joint return filed by the spouses.

[EFFECTIVE DATE.] This section is effective for taxable

years beginning after December 31, 2002, and for property taxes

payable after 2003.

Sec. 4. Minnesota Statutes 2004, section 290.01,
subdivision 7, is amended to read:

Subd. 7. [RESIDENT.] (a) The term "resident™ means any
individual domiciled in Minnesota, except that an individual is
not a "resident" for the period of time that the individual is
eithers

ty-en-active-duty-stationed-outside-of-Minneseta-whilte-in
the-armed-forces-of-the-United-States-er-the-United-Natiens+-or

42y a "qualified individual" as defined in section

Article 1 Section 4 ‘ 5
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911(d) (1) of the Internal Revenue Code, if the qualified
individual notifies the county within three months of moving out
of the country that homestead status be revoked for the
Minnesota residence of the qualified individual, and the
property is not classified as a homestead while the individual
remains a qualified individual.

(b) "Resident" also means any individual domiciled outside
the state who maintains a place of abode in the state and spends
in the aggregate more than one-half of the tax year in
Minnesota, unless:

(1) the individual or the spouse of the individual is in
the armed forces of the United States; or

(2) the individual is covered under the reciprocity
provisions in section 290.081.

For purposes of this subdivision, presence within the state
for any part of a calendar day constitutes a day spent in the
state. Individuals shall keep adequate records to substantiate
the days spent outside the state.

The term "abode" means a dwelling maintained by an
individual, whether or not owned by the individual and whether
or not occupied by the individual, and includes a dwelling place
owned or leased by the individual’s spouse.

(c) Neither the commissioner nor any court shall consider
charitable contributions made by an individual within or without
the state in determining if the individual is domiciled in

Minnesota.

[EFFECTIVE DATE.] This section is effective for taxable

years beginning after December 31, 2004.

Sec. 5. Minnesota Statutes 2004, section 290.01,
subdivision 19, is amended to read:

Subd. 19. [NET INCOME.] The term "net income" means the
federal taxable income, as defined in section 63 of the Internal
Revenue Code of 1986, as amended through the date named in this
subdivision, incorporating any elections made by the taxpayer in
accordance with the Internal Revenue Code in determining federal

taxable income for federal income tax purposes, and with the

Article 1 Section 5 6
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modifications provided in subdivisions 19a to 19f.

In the case of a regulated investment company or a fund
thereof, as defined in section 851(a) or 851(g) of the Internal
Revenue Code, federal taxable income means investment company
taxable income as defined in section 852 (b) (2) of the Internal
Revenue Code, except that:

(1) the exclusion of net capital gain provided in section
852(b)(2)(A) of the Internal Revenue Code does not apply;

(2) the deduction for dividends paid under section
852 (b) (2) (D) of the Internal Revenue Code must be applied by
allowing a deduction for capital gain dividends and
exempt-interest dividends as defined in sections 852 (b) (3) (C)
and 852 (b) (5) of the Internal Revenue Code; and .

(3) the deduction for dividends paid must also be applied
in the amount of any undistributed capital gains which the
regulated investment company elects to have treated as provided
in section 852 (b) (3) (D) of the Internal Revenue Code.

The net income of a real estate investment trust as defined
and limited by section 856(a), (b), and (c) of the Internal
Revenue Code means thé real estate investment trust taxable
income as defined in section 857 (b) (2) of the Internal Revenue
Code.

The net income of a designated settlement fund as defined
in section 468B(d) of the Internal Revenue Code means the gross
income as defined in section 468B(b) of the Internal Revenue
Code.

The provisions of sections 1113(a), 1117, 1206(a), 1313(a),
1402 (a), 1403(a), 1445, 1450, 1501(a), 1605, 1611l(a), 1612,
1616, 1617, 1704(1l), and 1704 (m) of the Small Business Job
Protection Act, Public Law 104-188, the provisions of Public Law
104-117, the provisions of sections 313(a) and (b) (1), 602(a),
913(b), 941, 961, 971, 1001(a) and (b), 1002, 1003, 1012, 1013,
1014, 1061, 1062, 1081, 1084(b), 1086, 1087, 1111(a), 1131(b)
and (c), 1211(b), 1213, 1530(c)(2), 1601(f) (5) and (h), and
1604 (d) (1) of the Taxpayer Relief Act of 1997, Public Law

105-34, the provisions of section 6010 of the Internal Revenue

Article 1 Section 5 7



02/14/05 [COUNSEL ] JZS TAX2

1 Service Restructuring and Reform Act of 1998, Public Law

2 105-206, the provisions of section 4003 of the Omnibus

3 Consolidated and Emergency Supplemental Appropriations Act,

4 1999, Public Law 105-277, and the provisions of section 318 of
5 the Consolidated Appropriation Act of 2001, Public Law 106-554,
6 shall become effective at the time they become effective for

7 federal purposes.

8 The Internal Revenue Code of 1986, as amended through

9 December 31, 1996, shall be in effect for taxable years

10 beginning after December 31, 1996.

11 The provisions of sections 202(a) and (b), 221(a), 225,

12 312, 313, 913(a), 934, 962, 1004, 1005, 1052, 1063, 1084 (a) and
13 (c), 1089, 1112, 1171, 1204, 1271(a) and (b), 1305(a), 1306,

14 1307, 1308, 1309, 1501(b), 1502(b), 1504(a), 1505, 1527, 1528,
15 1530, 1601(d), (e), (f), and (i) and 1602(a), (b), (c), and (e)
16 of the Taxpayer Relief Act of 1997, Public Law 105-34, the

17 provisions of sections 6004, 6005, 6012, 6013, 6015, 6016, 7002,
18 and 7003 of the Internal Revenue Service Restructuring and

19 Reform Act of 1998, Public Law 105-206, the provisions of

20 section 3001 of the Omnibus Consolidated and Emergency

21 Supplemental Appropriations Act, 1999, Public Law 105-277, the
22 provisions of section 3001 of the Miscellaneous Trade and

23 Technical Corrections Act of 1999, Public Law 106-36, and the
24 provisions of section 316 of the Consolidated Appropriation Act

25 of 2001, Public Law 106-554, and the provision of section 101 of

26 the Military Family Tax Relief Act of 2003, Public Law 108-121,

27 shall become effective at the time they become effective for

28 federal purposes.

29 The Internal Revenue Code of 1986, as amended through

30 December 31, 1997, shall be in effect for taxable years

31 beginning after December 31, 1997.

.32 The provisions of sections 5002, 6009, 6011, and 7001 of
33 the Internal Revenue Service Restructuring and Reform Act of

34 1998, Public Law 105-206, the provisions of section 9010 of the
35 Transportation Equity Act for the 21st Century, Public Law

36 105-178, the provisions of sections 1004, 4002, and 5301 of the

Article 1 Section 5 8
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1 Omnibus Consolidation and Emergency Supplemental Appropriations
"2 Act, 1999, Public Law 105-277, the provision of section 303 of
3 the Ricky Ray Hemophilia Relief Fund Act of 1998, Public Law
4 105-369, the provisions of sections 532, 534, 536, 537, and 538
5 of the Ticket to Work and Work Incentives Improvement Act of
6 1999, Public Law 106-170, the provisions of the Installment Tax
7 Correction Act of 2000, Public Law 106-573, and the provisions
8 of section 309 of the Consolidated Appropriation Act of 2001,
9 Public Law 106-554, shall become effective at the time they
10 become effective for federal purposes.
11 The Internal Revenue Code of 1986, as amended through
12 December 31, 1998, shall be in effect for taxable years
13 beginning after December 31, 1998.
14 The provisions of the FSC Repeal and Extraterritorial
15 Income Exclusion Act of 2000, Public Law 106-519, and the
16 provision of section 412 of the Job Creation and Worker
17 Assistance Act of 2002, Public Law 107-147, shall become
18 effective at the time it became effective for federal purposes.
19 The Internal Revenue Code of 1986, as amended through
20 December 31, 1999, shall be in effect for taxable years
21 beginning after December 31, 1999. The provisions of sections
22 306 and 401 of the Consolidated Appropriation Act of 2001,
23 Public Law 106-554, and the provision of section 632 (b) (2) (A) of
24 the Economic Growth and Tax Relief Reconciliation Act of 2001,
25 Public Law 107-16, and provisions of sections 101 and 402 of the
26 Job Creation and Worker Assistance Act of 2002, Public Law
27 107-147, shall become effective at the same time it became
28 effective for federal purposes.
29 The Internal Revenue Code of 1986, as amended through
30 December 31, 2000, shall be in effect for taxable vears
31 beginning after December 31, 2000. The provisions of sections
32 659a and 671 of the Economic Growth and Tax Relief
33 Reconciliation Act of 2001, Public Law 107-16, the provisions of
34 sections 104, 105, and 111 of the Victims of Terrorism Tax
35 Relief Act of 2001, Public Law 107-134, and the provisions of

36 sections 201, 403, 413, and 606 of the Job Creation and Worker

Article 1 Section 5 9
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1 Assistance Act of 2002, Public Law 107-147, and the provision of

2 section 102 of the Military Family Tax Relief Act of 2003,

3 Ppublic Law 108-121, shall become effective at the same time it

4 . became effective for federal purposes.
5 The Internal Revenue Code of 1986, as amended through March
6 15, 2002, shall be in effect for taxable years beginning after
7 December 31, 2001.
8 The provisions of sections 101 and 102 of the Victims of
9 Terrorism Tax Relief Act of 2001, Public Law 107-134, shall
10 become effective at the same time it becomes effective for
11 federal purposes.
12 The Internal Revenue Code of 1986, as amended through June
13 15, 2003, shall be in effect for taxable years beginning aftep
" 14 December 31, 2002. The provisions of section 201 of the Jobs

15 and Growth Tax Relief and Reconciliation Act of 2003, H=Rr-27-%if

16 4t-is-enacted-inte-taw Public Law 108-27, and the provisions of

17 sections 103, 106, 108, 109, and 110 of the Military Family Tax

18 Relief Act of 2003, Public Law 108-121, are effective at the

19 same time it became effective for federal purpoées.

20 The Internal Revenue Code of 1986, as amended through

21 November 11, 2003, shall be in effect for taxable years

22 beginning after December 31, 2003.

23 Except as otherwise provided, references to the Internal
24 Revenue Code in subdivisions 19a to 19g mean the code in effect
25 for purposes of determining net income for the applicable year.

26 [EFFECTIVE DATE.] This section is effective the day

27 following final enactment.

28 ‘ Sec. 6. Minnesota Statutes 2004, section 290.01,

29 subdivision 19a, is amended to read:

30 Subd. 19a. [ADDITIONS TO FEDERAL TAXABLE INCOME.] For

31 individuals, estates, and trusts, there shall be added to

32 federal taxable income:

33 (1) (1) interest income on obligations of any state othér
34 than Minnesota or a politicalzor governmental subdiVision,

35 ‘municipality, or gdvernmental agency or instrumentality of any

36 state other than Minnesota exempt from federal income taxes

Article 1 Section 6 10
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under the Internal Revenue Code or any other federal statute;
and

(ii) exempt-interest dividends as defined in section
852 (b) (5) of the Internal Revenue Code, except the portion of
the exempt-interest dividends derived from interest income on
obligations of the state of Minnesota or its political or
governmental subdivisions, municipalities, governmental agencies
or instrumentalities, but only if the portion of the
exempt-interest dividends from such Minnesota sources paid to
all shareholders represents 95 percent or more of the
exempt-interest dividends that are paid by the regulated
investment company as defined in section 851(a) of the Internal
Revenue Code, or the fund of the regulated investment company as
defined in section 851(g) of the internal Revenue Code, making
the payment; and

(iii) for the purposes of items (i) and (ii), interest on
obligations of an Indian tribal government described in section
7871 (c) of the Internal Revenue Code éhall be treated as
interest income on obligations of the state in which the tribe
is located;

(2) the amount of income taxes paid or accrued within the
taxable year under this chapter and income taxes paid to any
other state or to any province or territory of Canada, to the
extent allowed as a deduction under section 63 (d) of the
Internal Revenue Code, but the addition may not bé more than the
amount by which the itemized deductions as allowed under section
63 (d) of the Internal Revenue Code exceeds the amount of the
standard deduction as defined in section 63(c) of the Internal
Revenue Code. For the purpose of this paragraph, the
disallowance of itemized deductions under section 68 of the
Internal Revenue Code of 1986, income tax is the last itemized
deduction disallowed;

(3) the capital gain amount of a lump sum distribution to
which the special tax under section 1122 (h) (3) (B) (ii) of the Tax
Reform Act of 1986, Public Law 99-514, applies;

(4) the amount of income taxes paid or accrued within the
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taxable year under this chapter and income taxes paid to any
other state or any province or territory of Canada, to the
extent allowed as a deduction in determining federal adjusted
gross income. For the purpose of this paragraph, income taxes
do not include the taxes imposed by sections 290.0922,
subdivision 1, paragraph (b), 290.9727, 290.9728, and 290.9729;

(5) the amount of expense, interest, or taxes disallowed
pursuant to section 290.10;

(6) the amount of a partner’s pro rata share of net income
which does not flow through to the partner because the
partnership elected to pay the tax on the income under section
6242 (a) (2) of the Internal Revenue Code; and

(7) 80 percent of the depreciation deduction allowed under
section 168 (k) of the Internal Revenue Code. For purposes of
this clause, if the taxpayer has an activity that in the taxable
year generates a deduction for depreciation under section 168 (k)
and the activity generates a loss for the taxable year that the
taxpayer is not allowed to claim for the taxable year, "the
depreciation allowed under section 168 (k)" for the taxable year
is limited to excess of the depreciation claimed by the activity
under section 168 (k) over the amount of the loss from the
activity that is not allowed in the taxable year. In succeeding
taxable years when the losses not allowed in the taxable year
are allowed, the depreciation under section 168 (k) is allowed;

(8) the amount of mortgage interest paid on a residential

home with a market value greater than $500,000 as determined

under section 273.11, that exceeds $25,000 to the extent

deducted from federal taxable income; and

(9) the amount of expenses disallowed under section 290.10,

subdivision 2.

[EFFECTIVE DATE.] This section is effective for taxable

vears beginning after December 31, 2004.

Sec. 7. Minnesota Statutes 2004, section 290.01,
subdivision 19b, is amended to read:
Subd. 19b. [SUBTRACTIONS FROM FEDERAL TAXABLE INCOME.] For

individuals, estates, and trusts, there shall be subtracted from
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federal taxable income:

(1) interest income on obligations of any authority,
commission, or instrumentality of the United States to the
extent includable in taxable income for federal income tax
purposes but exempt from state income tax under the laws of the
United States;

(2) if included in federal taxable income, the amount of
any overpaymént of income tax to Minnesota or to any other
state, for any previous taxable year, whether the amount is
received as a refund or as a credit to another taxable year’s
income tax liability;

(3) the amount paid to others, less the amount used to
claim the credit allowed under section 290.0674, not to exceed
$1,625 for each qualifying child in grades kindergarten to 6 and
$2,500 for each qualifying child in grades 7 to 12, for tuition,
textbooks, and transportation of each qualifying child in
attending an elementary or secondary school situated in
Minnesota, Nbrth Dakota, South Dakota, Iowa, or Wisconsin,
wherein a resident of this state may legally fulfill the state’s
compulsory attendance laws, which is not operated for profit,
and which adheres to the provisions of the Civil Rights Act of
1964 and chapter 363A. For the purposes of this clause,
"tuition" includes fees or tuition as defined in section
290.0674, subdivision 1, clause (1). As used in this clause,
"textbooks" includes books and other instructional materials and
equipment purchased or leased for use in elementary and
secondary schools in teaching only those subjects legally and
commonly taught in public elementary and secondary schools in
this state. Equipment expenses qualifying for deduction
includes expenses as defined and limited in section 290.0674,
subdivision 1, clause (3). "Textbooks" does not include
instructional books and materials used in the teaching of
religious tenets, doctrines, or worship, the purpose of which is
to instill such tenets, doctrines, or worship, nor does it
include books or materials for, or transportation to,

extracurricular activities including sporting events, musical or
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dramatic events, speech activities, driver’s education, or
similar programs. For purposes of the subtraction provided by
this clause, "qualifying child" has the meaniné given in section
32(c) (3) of the Internal Revenue Code;

(4) income as provided under section 290.0802;

(5) to the extent included in federal adjusted gross
income, income realized on disposition of property exempt from
tax under section 290.491;

(6) to the extent included in federal taxable income,
postservice benefits for youth community service under section
124D.42 for volunﬁeer service under United States Code, title
42, sections 12601 to 12604;

(7) to the extent not deducted in determining federal
taxable income by an individual who does not itemize deductions
for federal income tax purposes for the taxable year, an amount
equal to 50 percent of the excess of charitable contributions
allowable as a deduction for the taxable year under section
170(a) of the Internal Revenue Code o&er $500;

(8) for taxable years beginning before January 1, 2008, the
amount of the federal small ethanol producer credit allowed
under section 40(a)(3{ of the Internal Revenue Code which is
included in gross income under section 87 of the Internal
Revenue Code;

(9) for individuals who are allowed a federal foreign tax
credit for taxes that do not qualify for a credit under section
290.06, subdivision 22, an amount equal to the carryover of
subnational foreign taxes for the taxable year, but not to
éxceed the total subnational foreign taxes reported in claiming
the foreign tax credit. For purposes of this clause, "federal
foreign tax credit" means the credit allowed under section 27 of
the Internal Revenue Code, and "carryover of subnational foreign
taxes" equals the carryover allowed under.section 904 (c) of the
Internal Revenue Code minus national level foreign taxes to the
extent they exceed the federal foreign tax credit;

(10) in each of the five tax years immediately following

the tax year in which an addition is required under subdivision
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19a, clause (7), an amount equal to one-fifth of the delayed
depreciation. For purposes of this clause, "delayed
depreciation" means the amount of the addition made by the
taxpayer under subdivision 19a, clause (7), minus the positive
value of any net operating loss under section 172 of the
Internal Revenue Code generated for the tax year of the
addition. The resulting delayed depreciatioh cannot be less
than zero; and

(11) job opportunity building zone income as provided under
section 469.316;

(12) to the extent included in federal taxable income, an

amount, not to exceed $10,000, equal to an individual’s

unreimbursed expenses. for travel, lodging, and lost wages net of

sick pay related to the individual’s donation of one or more of

the individual’s organs to another person for human organ

transplantation. For purposes of determining the extent to

which expenses are included in federal taxable income, expenses

qualifying under this paragraph are the first expenses

considered in determining the medical expense deduction allowed

under section 213 of the Internal Revenue Code. For purposes of

this clause, "organ" means all or part of an individual’s liver,

pancreas, kidney, intestine, lung, or bone marrow, and "human

organ transplantation" means the medical procedure by which

transfer of a human organ is made from the body of one person to

the body of another person. An individual may claim the

subtraction in this clause for each instance of organ donation

for transplantation, during the taxable year in which the

expenses or lost wages occur;

(13) the amount of compensation paid to members of the

Minnesota National Guard or other reserve components of the

United States military for active service performed in

Minnesota, excluding compensation for services performed under

the Active Guard Reserve (AGR) program. For purposes of this

clause, "active service" means (i) state active service as

defined in section 190.05, subdivision 5a, clause (1); (ii)

federally funded state active service as defined in section
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1 190.05, subdivision 5b; or (iii) federal active service as

2 defined in section 190.05, subdivision 5c, but "active service"

3 excludes services performed exclusively for purposes of basic

4 combat training, advanced individual training, annual training,

5 and periodic inactive duty training; special training

6 periodically made available to reserve members; and service

7 performed in accordance with section 190.08, subdivision 3; and

8 (14) the amount of compensation paid to members of the

9 armed forces of the United States or United Nations for active

10 duty performed outside Minnesota.

11 [EFFECTIVE DATE.] This section is effective for taxable

12 vyears beginning after December 31, 2004.

13 Sec. 8. Minnesota Statutes 2004, section 290.01,

14 subdivision 19c, is amended to}read:

15 “Subd. 19c. [CORPORATIONS; ADDITIONS TO FEDERAL TAXABLE

16 INCOME.] For corporations, there shall be added to federal

17 taxable income:

18 (1) the amount of any deduction taken for federal income
19 tax purposes for income, excise, or franchise taxes based on net
20 income or related minimum taxes,. including but not limited to
21 the tax imposed under section 290.0922, paid by the corporation
22 to Minnesota, another state, a political subdivision of anothef
23 state, the District of Columbia, or any foreign country or

24 possession of the United States;

25 (2) interest not subject to federal tax upon obligations
26 of: the United States, its possessions, ité agencies, or its
27 instrumentalities; the state of Minnesota or any other state,
28 any of its political or governmental subdivisions, any of its
29 municipalities, or any of its governmental agencies or

30 instrumentalities; the District of Columbia; or Indian tribal
31 governments; |
32 (3) exempt-interest dividends received as defined in

33 section 852 (b) (5) of the Internaleevenue Code;

34 (4) the amount of any net operating loss deduction taken
35 for federal income tax purposes under section 172 or 832(c) (10)

36 of the Internal Revenue Code or operations loss deduction under
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section 810 of the Internal Revenue Code;

(5) the amount of any special deductions taken for federal
income tax purposes under sectiohs 241 to 247 of the Internal
Revenue Code;

(6) losses from the business of mining, as defined in
section 290.05, subdivision 1, clause (a), that are not subject
to Minnesota income tax;

(7) the amount of any capital losses deducted for federal
income tax purposes under sections 1211 and 1212 of the Internal
Revenue Code;

(8) the exempt foreign trade income of a foreign sales
corporation under sections 921(a) and 291 of the Internal
Revenue Code;

(9) the amount of percentage depletion deducted under
sections 611 through 614 and 291 of the Internal Revenue Code;

(10) for certified pollution control facilities placed in
service in a taxable year beginning before December 31, 1986,
and for which amortization deductions were elected under section
169 of the Internal Revenue Code of 1954, as amended through
December 31, 1985, the amount of the amortization deduction
allowed in computing federal taxable income for those
facilities;

(11) the amount of any deemed dividend from a foreign
operating corporation determined pursuant to section 290.17,
subdivision 4, paragraph (g);

(12) the amount of any environmental tax‘paid under section
59 (a) of the Internal Revenue Code;

(13) the amount of a partner’s pro rata share of net income
which does not flow through to the partner because the
partnership elected to pay the tax on the income under section
6242 (a) (2) of the Internal Revenue Code;

(14) the amount of net income excluded under section 114 of
the Internal Revenue Code;

(15) any increase in subpart F income, as defined in
section 952 (a) of the Internal Revenue Code, for the taxable

year when subpart F income is calculated without regard to the
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provisions of section 614 of Public Law 107-147; and

(16) 80 percent of the depreciation deduction allowed under
section 168 (k) of the Internal Revenue Code. For purposes of
this clause, if the taxpayer has an activity that in the taxable
year generates a deduction for depreciation under section 168 (k)
and the activity generates a loss for the taxable year that the
taxpayer is not allowed to claim for the taxable year, "the
depreciation allowed under section 168 (k)" for the taxable year
is limited to excess of the depreciation claimed by the activity
under section 168 (k) over the amount of the loss from the
activity that is not allowed in the taxable year. In succeeding
taxable years when the losses not allowed in the taxable year
are allowed, the depreciation under section 168 (k) is allowed;
and

(17) the amount of expenses disallowed under section

290.10, subdivision 2.

[EFFECTIVE DATE.] This section is effective for taxable

years beginning after December 31, 2004.

Sec. 9. Minnesota Statutes 2004, section 290.01,
subdivision 31, is amended to read:

Subd. 31. [INTERNAL REVENUE CODE.] Unless specifically
defined otherwise, "Internal Revenue Code" means the Internal
Revenue Code of 1986, as amended through JFune-15;-2063 December
31, 2003.

[EFFECTIVE DATE.] This section is effective the day

following final enactment except the changes incorporated by

federal changes are effective at the same times as the changes

were effective for federal purposes.

Sec. 10. Minnesota Statutes 2004, section 290.05,
subdivision 1, is amended to read:

Subdivision 1. [EXEMPT ENTITIES.] The following
corporations, individuals, estates, truéts, and organizations
shall be exempted from taxation under this chapter, provided
that every such person or corporation claiming exemption under
this chapter, in whole or in part, must establish tb the

satisfaction of the commissioner the taxable status of any

Article 1 Section 10 18



10
11
12
13
14
15
16
17
18
19
20
21
22

23
k24
25
26
27
28
29
30
31
32
33
34
35

36

02/14/05 [COUNSEL ] JZS TAX2

income or activity:

(a) corporations, individuals, estates, and trusts engaged
in the business of mining or producing iron ore and other ores
the mining or production of which is subject to the occupation
tax imposed by section 298.01; but if any such corporation,
individual, estate, or trust engages in any other business or
activity or has income from any property not used in such
business it shall be subject to this tax computed on the net
income from such property or such other business or activity.
Royalty shall not be considered as income from the business of
mining or producing iron ore within the meaning of this section;

(b) the United States of America, the state of Minnesota or
any political subdivision of either agencies or |
instrumentalities, whether engaged in the discharge of
governmental or proprietary functions; and

(c) any insurance company; and

(d) a corporation engaged in the business of operating a

personal rapid transit system, as defined in section 297A.61,

subdivision 37, in this state, independent of any government

subsidies, but if the corporation engages in any other business

or activity or has income from any property not used in the

business of operating a personal rapid transit system, it is

subject to this tax computed on the net income from the property

or business or activity.

[EFFECTIVE DATE.] This section is effective for taxable

yvears beginning after December 31, 2008.

Seé. 11. Minnesota Statutes 2004, section 290.06,
subdivision 2c, is amended to read:

Subd. 2c. [SCHEDULES OF RATES FOR INDIVIDUALS, ESTATES,
AND TRUSTS.] (a) The income taxes imposed by this chapter upon
married individuals filing joint returns and surviving spouses
as defined in section 2(a) of the Internal Revenue Code must be
computed by applying to their taxable net income the following
schedule of rates:

(1) On the first $25,680, 5.35 percent;

(2) On all over $25,680, but not over $102,030, 7.05
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percent;

(3) On all oﬁer $102,030, #+85 8.0 percent.

Married individuals filing separate returns, estates, and
trusts must compute their income tax by applying the above rates
to their taxable income, except that the income brackets will be
one-half of the above amounts.

(b) The income taxes imposed by this chapter upon unmarried
individuals must be computed by applying to taxable net income
the following schedule of rates:

(1) On the first $17,570, 5.35 percent;

(2) On all over $17,570, but not over $57,710, 7.05
percent;

(3) On all over $57,710, #+85 8.0 percent.

(c) The income taxes imposed by this chapter upon unmarried
individuals qualifying as a head of household as defined in
section 2(b) ofrthe Internal Revenue Codevmust be computed by
applying to taxable net income the following schedule of rates:

(1) On the first $21,630, 5.35 percent;

(2) On all over $21,630, but not over $86,910, 7.05
percent;

(3) On all over $86,910, #+85 8.0 percent.

(d) In lieu of a tax computed according to the rates set

forth in this subdivision, the tax of any individual taxpayer

‘whose taxable net income for the taxable year is less than an

amount determined by the commissioner must be computed in
accordance with tables prepared and issued by the commissioner
of revenue based on income brackets of not more than $100. The
amount of tax for each bracket shall be computed at the rates
set forth in this subdivision, provided that the commissioner
may disregard a fractional part of a dollar unless it amounts to
50 cents or more, in which case it may be increased to $1.

(e) An individual who is not a Minnesota resident for the
entire year must compute the individual’s Minnesota income tax
as provided in this subdivision. After the application of the
nonrefundable credits provided in this chapter, the tax

liability must then be multiplied by a fraction in which:
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(1) the numerator is the individual’s Minnesota source

federal adjusted gross income as defined in section 62 of the

~Internal Revenue Code and increased by the additions required

under section 290.01, subdivision 19a, clauses (1), (5), and
(6), and reduced by the subtraction under section 290.01,
subdivision 19b, clause (11), and the Minnesota assignable
portion of the subtraction for United States government interest
under section 290.01, subdivision 19b, clause (1), after
applying the allocation and éssignability provisions of section
290.081, clause (a), or 290.17; and

(2) the denominator is the individual’s federal adjusted
gross income as defined in section 62 of the Internal Revenue
Code of 1986, increased by the amounts specified in section
290.01, subdivision 19a, clauses (1), (5), and (6), and reduced
by the amounts specified in section 290.01, subdivision 19b,
clauses (1) and (11).

[EFFECTIVE DATE.] This section is effective only if

sections 16 and 17 of this article are enacted for taxable years

beginning after December 31, 2005.

Sec. 12. Minnesota Statutes 2004, section 290.06,
subdivision 28, is amended to read:
Subd. 28. [EREPTY REFUNDS FOR TRANSIT PASSES.] A-taxpayer

(a) An employer may teake-a-eredit-against-the-tax-due-under-this

ehapter claim a refund equal to 30 percent of the expense

incurred by the taxpayer employer to provide transit passes, for
use in Minnesota, to employees of the taxpayer.'

(b) As used in this subdivision, the following terms have

the meanings given:

(1) "employer" means an individual or entity subject to tax

under this chapter or an entity that is exempt from taxaticn

under section 290.05, but excluding entities enumerated in

section 290.05, subdivision 1, paragraph (b); and

(2) "transit pass" has the meaning given in section
132 (£f) (5) (A) of the Internal Revenue Code.
(c) If the taxpayer employer purchases the transit passes

from the transit system operator, and resells them to the
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employees, the eredit refund is based on the amount of the
difference between the price paid for the passes by the employer
and the amount charged to employees.

(d) The commissioner shall prescribe the forms for and the

manner in which the refund may be claimed. The commissioner

must provide for paying refunds at least quarterly. The

commissioner may set a minimum amount of qualifying expenses

that must be incurred before a refund may be claimed.

(e) An amount sufficient to pay the refunds required by

this subdivision is appropriated to the commissioner of revenue.

[EFFECTIVE DATE.] This section is effective for transit

passes purchaéed after December 31, 2005.

Sec. 13. Minnesota Statutes 2004, section 290.06, is
amended by adding a subdivision to read:

Subd. 32. [REGIONAL INVESTMENT CREDIT.] (a) A credit is

allowed against the tax imposed by this chapter for investment

in a qualifying regional angel investment network fund. The

credit equals 25 percent of the taxpayer’s investment made in

the fund for the taxable year, but not to exceed the lesser of:

(1) the liability for tax under this chapter; or

(2) the amount of the certificate under paragraph (c)

provided to the taxpayer by the fund.

(b) For purposes of this subdivision, a regional angel

investment network fund means a pool investment fund that:

(1) is organized as a limited liability company and

consists of members who are accredited investors within the

méaning of Regulation D of the Securities and Exchange

Commission, Code of Federal Regulations, title 17, section

230.501(a); and

(2) primarily makes equity'investments in emerging and

expanding small businesses as defined by the Small Business

Administration, or cooperative associations as defined in

chapter 308B, that are located in local communities in Minnesota

outside of the metropolitan area as defined in section 473.121,

subdivision 2, and does not make investments in residential real

estate.
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(c) Regional angel investment network funds may apply to

the commissioner of employment and economic development for

certification as a qualifying regional angel investment network

fund. The application must be in the form and made under

procedures specified by the commissioner of employment and

economic development. The commissioner of employment and

economic development may certify up to ten qualifying funds and

provide certificates entitling investors in the funds to credits

under this subdivision of up to $250,000 for each fund. The

commissioner of employment and economic development must not

issue a total amount of certificates for all funds of more than

$2,500,000. In awarding certificates under this paragraph, the

commissioner of employment and economic development shall

generally award them to qualified applicants in the order in

which the applications are received, but shall also seek to

certify funds that are broadly dispersed across the entire state

outside of the metropolitan area, as defined in section 473.121,

subdivision 2.

(d) The commissioner of revenue may require a taxpayer to

provide a copy of the credit certificate under paragraph (c) to

verify the taxpayer’s entitlement to a credit under this

subdivision.

(e) If the amount of the credit under this subdivision for

any taxable year exceeds the limitation under paragraph (a),

clause (1), the excess is a credit carryover to each of the 15

succeeding taxable years. The entire amount of the excess

unused credit for the taxable year must be carried first to the

earliest of the taxable years to which the credit may be carried

and then to each successive year to which the credit may be

carried. The amount of the unused credit which mav be added

under this paragraph may not exceed the taxpayer’s liability for

tax for the taxable vyear.

[EFFECTIVE DATE.] This section is effective the day

following final enactment, for taxable years beginning after

December 31, 2005. It applies to investments made after the

fund has been certified by the commissioner of employment and
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economic development.

Sec. 14. Minnesota Statutes 2004, section 290.06, is
amended by adding a subdivision to read:

Subd. 33. [CARSHARING CREDIT.] (a) For purposes of this

subdivision, a "carsharing organization" means an organization

that:

(1) is described in section 501(c) of the Internal Revenue

Code;

(2) is comprised of members who purchase the use of a motor

vehicle from the organization;

(3) owns or leases a fleet of motor vehicles that are

available to members of the organization to pay for the use of a

vehicle on an hourly or per trip basis; and

(4) does not assign exclusive rights of use of specific

vehicles to individual members or allow individual members to

keep a vehicle in the member’s sole possession.

(b) A taxpayer may take a credit against the tax due under

this chapter for the éxpenses incurred by the taxpayer to

purchase a membership and pay monthly dues to a carsharing

organization or to provide memberships and pay monthly dues to a

carsharing organization for employees of the taxpayer. The

amount of the credit is equal to the lesser of the actual cost

of the membership fee and the monthly dues, or $390. If an

employer purchases the membership or pays the monthly dues to

the nonprofit carsharing organization and resells the membership

to its employees or charges the monthly dues to its employees,

the credit allowed to the employer is the amount of the

difference between the amount paid by the employer and the

amount charged to the employee.

(c) A taxpaver who owns a parking facility that charges

customers an amount to park vehicles at the facility and

provides dedicated parking space at no charge to a nonprofit

carsharing organization to park the motor vehicles that are used

by the members of the organization on an hourly or per-trip

basis, may take a credit against the tax due under this chapter

for the value of the dedicated parking space provided to the
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nonprofit carsharing organization. The value of the dedicated

parking space is equal to the lowest amount charged to customers

who pay to park at the facility calculated on an hourly, daily,

or other long-term rate that results in the lowest total cost.

[EFFECTIVE DATE.] This section is effective for taxable

vears beginning after December 31, 2005.

Sec. 15. Minnesota Statutes 2004, section 290.0674,
subdivision 2, is amended to read:

Subd. 2. [LIMITATIONS.] (a) For claimants with income not
greater than $33,500, the maximum credit allowed is $1,000 per

multiplied by the number of claimant’s qualifying ehiid-and

$27000-per-famity children in grades kindergarten through grade

12. No credit is allowed for education-related expenses for
claimants with income greater than $37,500. The maximum credit
per ehiid claimant is reduced by $1 for each $4 of household
income over $33,500, and-the-maximum-eredit-per-familty-is
redueced-by-5$2-for-each-5$4-of-househeld-inceme-over-533;566+ but
in no case is the credit less than zero.

For purposes of this section "income" has the meaning given
in section 290.067, subdivision 2a. In the case of a married
claimant, a credit is not allowed unless a joint income tax
return is filed.

(b) For a nonresident or part-year resident, the credit
determined under subdivision 1 and the maximum credit amount in
pafagraph (a) must be allocated using the percentage calculated
in section 290.06, subdivision 2c, paragraph (e). |

[EFFECTIVE DATE.] This section is effective for tax years

beginning after December 31, 2005.

Sec. 16. Minnesota Statutes 2004, section 290.091,
subdivision 2, is amended to read:

Subd. 2. [DEFINITIONS.] For purposes of the tax imposed by
this section, the following terms have the meanings given:

(a) "Alternative minimum taxable income™ means the sum of
the fdllowing for the taxable year:

(1) the taxpayer’s federal alternative minimum taxable

income as defined in section 55(b) (2) of the Internal Revenue
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Code;

(2) the taxpayer’s itemized deductions allowed in computing
federal alternative minimum taxable income, but excluding:

(i) the charitable contribution deduction under section 170
of the Internal Revenue Code te-the-extent-that-the-deduetien
exceeds-1-0-percent-of-adjusted-gross-inecomer-as-defined-in
seetien-62-of-the-Internal-Revenue-€cede;

(ii) the medical expense deduction;

(iii) the casualty, theft, and disaster loss deduction; and

(iv) the impairment-related work expenses of a disabled
person; and

(v) the amount of the exemption allowed the taxpayer under

section 151(c) of the Internal Revenue Code;

(3) for depletion allowances computed under section 613A(c)
of the Internal Revenue Code, with respect to each property (as
defined in section 614 of the Internal Revenue Code), to the
extent not included in federal alternative minimum taxable
income, the excess of the deduction fér depletion allowable
under section 611 of the Internal Revenue Code for the taxable
year over the adjusted basis of the property at the end of the
taxable year (determined without regard to the depletion
deduction for the taxable year);

(4) to the extent not included in federal alternative
minimum taxable income, the amount of the tax preference for
intangible drilling cost under section 57(a) (2) of the Internal
Revenue Code determined without regard to subparagraph (E);

(5) to the extent not included in federal alternative
minimum taxable income, the amount of interest income as
provided by section 290.01, subdivision 19a, clause (1); and

(6) the amount of addition required by section 290.01,
subdivision 19a, clause (7);

less the sum of the amounts determined under the following:

(1) interest income as defined in section 290.01,
subdivision 19b, clause (1);

(2) an overpayment of state income tax as provided by

section 290.01, subdivision 19b, clause (2), to the extent
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included in federal alternative minimum taxable income;

(3) the amount of investment interest paid or accrued
within the taxable year on indebtedness to the extent that the
amount does not exceed net investment income, as defined in
section 163(d) (4) of the Internal Revenue Code. Interest does
not include amounts deducted in computing federal adjusted gross
income; and

(4) amounts subtracted from federal taxable income as
provided by section 290.01, subdivision 19b, clauses (10) and
£33y to (12).

In the case of an estate or trust, alternative minimum
taxable income must be compﬁted as provided in section 59(c) of
the Internal Revenue Code.

(b) "Investment interest“ means investment interest as
defined in section 163(d) (3) of the Internal Revenue Code.

(c) "Tentative minimum tax" equals 6.4 perceht of
alternative minimum taxable income after subtracting the
exemption amount determined under subdivision 3.

(d) "Regular tax" means the tax that would be imposed under
this chapter (without regard to.this section and section
290.032), reduced by the sum of the nonrefundable credits
allowed under this chapter.

(e) "Net minimum tax" means the minimum tax imposed by this
section.

[EFFECTIVE DATE.] This section is effective only if

sections 11 and 17 of this article are enacted for taxable years

beginning after December 31, 2005.

Sec. 17. Minnesota Statutes 2004, section 290.091,
subdivision 3, is amended to read:

Subd. 3. [EXEMPTION AMOUNT.] (a) For purposes of computing
the alternative minimum tax, the exemption amount is the
exemption-determined-under-seetion-55{d)-of-the-Internal-Revenue
Cede;-as-amended-through-Becember-31,-1992-—-execept-that
atternative-minimum-taxable-income-as-determined-under-this
seetien-must—be-substi%uted;in-the—eemputaéien-ef-the—phase—eut

under-seetien-554dy{3¥ $66,300 for married individuals filing
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joint returns; and $33,150 for married individuals filing

separate returns, single individuals, and head of household

filers.

(b) The exemption amount determined under this subdivision

is reduced by an amount equal to 25 percent of the amount by

which the alternative minimum income exceeds $248,600 for

married individuals filing joint returns; and $124,300 for

married individuals filing separate returns, single individuals,

and head of household filers.

(c) For taxable years beginning after December 31, 2006,

the exemption amounts under paragraph (a), and the income

amounts in paragraph (b), must be adjusted for inflation. The

commissioner shall make the inflation adjustments in accordance

with section 1(f) of the Internal Revenue Code except that for

the purposes of this subdivision the percentage increase must be

determined from the year starting September 1, 2005, and ending

August 31, 2006, as the base year for adjusting for inflation

for the tax year beginning after December. .31, 2006. The

determination of the commissioner under this subdivision is not

a rule under the Administrative Procedure Act.

[EFFECTIVE DATE.] This section is effective only if

sections 11 and 16 of this article are enacted for taxable years

beginning after December 31, 2005.

Sec. 18. Minnesota Statutes 2004, section 290.10, is
amended to read:
290.10 [NONDEDUCTIBLE ITEMS. ]

Subdivision 1. [EXPENSES, INTEREST, AND TAXES.] Except as

provided in section 290.17, subdivision 4, paragraph (i), in
computing the net income of a taxpayer no deduction shall in any
case be allowed for expenses, interest and taxes connected with
or allocable against the production or receipt of all income not
included in the measure of the tax imposed by this chapter,
except that for corporaﬁions engaged in the business of mining
or producing iron ore, the mining of which is subject to the
occupation tax imposed by section 298.01, subdivision 4, this

shall not prevent the deduction of expenses and other items to
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thé extent that the expenses and other items are allowable under
this chapter and are not deductible, capitalizable, retainable
in basis, or taken into account by allowance or otherwise in
computing the occupation tax and do not exceed the amoﬁnts taken
for federal income tax purposes for that year. Occupation taxes
imposed under chapter 298, royalty taxes imposed under chapter
299, or depletion expenses may not be deducted_under this clause.
Subd. 2. [FINES, PENALTIES, DAMAGES, AND EXPENSES.] (a) No

deduction from taxable income for a trade or business expense

under section 162 (a) of the Internal Revenue Code shall be

allowed for any fine, penalty, damages, or expenses paid to:

(1) the government of the United States, a state, a

territory or possession of the United States, the District of

Columbia, or the Commonwealth of Puerto Rico;

(2) the government of a foreign country; or

(3) a political subdivision of, or corporation or other

entity serving as an agency or instrumentality of, any

government described in clause (1) or (2).

(b) For purposes of this subdivision, "fine, penalty,

damages, or expenses" include, but are not limited to, any

amount:

(1) paid pursuant to a conviction or a plea of gqguilty or

nolo contendere for any crime in a criminal proceeding;

(2) paid as a civil penalty imposed by federal, state, or

local law, including tax penalties and interest;

(3) paid in settlement of the taxpayer’s actual or

potential liability for a civil or criminal fine or penalty;

(4) forfeited as collateral posted in connection with a

proceeding that could result in imposition of a fine or penalty;

or

(5) legal fees and related expenses paid or incurred in the

prosecution or civil action arising from a violation of the law

imposing the fine or civil penalty, court costs assessed against

the taxpayer, or stenographic and printing charges, compensatory

damages, punitive damages, or restitution.

[EFFECTIVE DATE.] This section is effective for taxable
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vears beginning after December 31, 2004.

Sec. 19. Minnesota Statutes 2004, section 290.191,
subdivision 2, is amended to read:

Subd. 2. [APPORTIONMENT FORMULA OF GENERAL APPLICATION. ]
Except for those trades or businesses required to use a
different formula under subdivision 3 or section 290.36, and for
those trades or businesses that receive permission to use some
other method under section 290.20 er-under-subdivisien-4, a
trade or business required to apportion its net income must
apportion its income to this state on the basis of the
percentage-eobtained-by-taking-the-sum-of+

{:y-75-perecent-of the percentage which the sales made
within this state in connection with the trade or business
during the tax period are of the total sales wherever made in
connection with the.trade or business during the tax periodsj.

t2¥-12-5-percent-of-the-perecentage-which-the~-totai-tangible
preperéy—used—by-the-Eaxpayer-in-this—state-in-eenneetien—with
the—trade-er-basiness—during—the—tax—pgried-is-ef—the-tetai
tangible-prepertys-vherever-lecated—used-by-the-taxpayer-in
eennection-with-the-trade-or-business-during-the-tax-perieds-and

{3¥-22-5-perecent-of-the-percentage~-which-the-taxpayer+s
tetat-payretis-paitd-er-incurred-in-this-state-or-paid-in-respeet
to-laber-performed-in-this-state-in-ecenneetion-with-the-trade-er
business-during-the-tax-peried-are-of-the-taxpayeris—tetal
payrelis-paid-er-incurred-in-coenneetien-with-the-trade-or
business-during-the-tax-periods-

[EFFECTIVE DATE.] This section is effective for taxable

years beginning after December 31, 2005, only if section 21 of

this article is enacted.

Sec. 20. Minnesota Statutes 2004, section 290.191,
subdivision 3, is amended to read:

Subd. 3. [APPORTIONMENT FORMUL.A FOR FINANCIAL
INSTITUTIONS.] Except for an investment company reqﬁired to
apportion its income under section 290.36, a financial
institution that is required to apportion its net income must

apportion its net income to this state on the basis of the
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percentage ebtained-by-taking-the-sum-efs

+1y-7?5-perecent-ef-the-pereentage which the receipts from
within this state in connection with the trade or business
during the tax period are of the total receipts in connection
with the trade or business during the tax period, from wherever
deriveds.

fa}-i275—pereené-ef-Ehe-pereentage-whieh-the-sum-ef—the
total-tangible-property-used-by-the-taxpayer-in-this-state-and
the-intangible-property-ewned-by-the-taxpayer-and-attributed-teo
this-state-in-econneetien-with-the-trade-or-business-during-the
tax-perieod-is-ef-the-sum-ef-the-total-tangible-propertyr
wherever-iocated;-used-by-the-taxpayer—-and-the-intangibte
preperty—ewned—by—the-taxpayer—and—attributed—te-ai}4states—ig
eennection-with-the-trade-or-business-during-the-tax-peried;-and

€3¥-12-5-percent-of-the-perecentage-which-the-taxpayerts
teta}-payreiis-paid—er-ineurred-in—this—state-er-paid~in—respeet
te-}aber-perfermed-in-Ehis—ééate-in-eenneetien—with-the-trade-er
business-during-the-éax-peried-are—ef-the?taxpayerls—teéai
payrotis-paid-er—incurred-in-cennection-with-the-trade-or
business-during-the-taxz-peried-

[EFFECTIVE DATE.] This section is effective for taxable

years beginning after December 31, 2005, only if section 21 of

this article is enacted.

Sec. 21. Minnesota Statutes 2004, section 290.191,
subdivision 5, is amended to read:

Subd. 5. [DETERMINATION OF SALES FACTOR.] For purposes of
this section, the following rules apply in determining the sales
factor.

(a) The sales factor includes all sales, gross earnings, or
receipts received in the ordinary course of the business; except
that the following types of income are not included in the sales
factor:

(1) interest;

(2) dividends;

(3) sales of capital assets as defined in section 1221 of

the Internal Revenue Code;
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(4) sales of property used in the trade or busineés, except
sales of leased property of a type which is regularly sold as
well as leased; |

(5) sales of debt instruments as defined in section
1275(a) (1) of the Internal Revenue Code or sales of stock; and

(6) royalties, fees, or other like income of a type which
qualify for a subtraction from federal taxable income under
section 290.01, subdivision 19d(10).

(b) Sales of tangible personal property are made within
this state if the property is received by a purchaser at a point
within this state, and the taxpayer is taxable in this state,
regardless of the f.o.b. point, other conditions of the sale, or
the ultimate destination of the property.

(c) Tangible personal property delivered to a common or
contract carrier or foreign vessel for delivery to a purchaser
in another state or nation is a sale in that state or nation,

regardless of f.o.b. point or other conditions of the sale. If

the taxpayer is not taxable in the state of the delivery and the

property is shipped from an office, factory, warehouse, or other

place of storage in this state, sales of tangible personal

property outside this state are attributed to this state

regardless of the terms of shipping, delivery, or other

conditions of sale.

(d) Notwithstanding paragraphs (b) and (c), when
intoxicating liquor, wine, fermented malt beverages, cigarettes,
or tobacco products are sold to a purchaser who is licensed by a
state or political subdivision to resell this property only
within the state of ultimate destination, the sale is made in
that state. |

(e)FSales made by or through a corporation that is
qualified as a domestic international sales corporation under
section 992 of the Internal Revenue Code are not considered to
have been made within this state.

(f) Sales, rents, royalties, and other income in connection
with real property is attributed to the state in which the

property is located.
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(g) Receipts from the lease or rental of téngible personal
property, including finance leases and true leases, must be
attributed to this state if the propefty is located in this
state and to other states if the property is not located in this
state. Receipts from the lease or rental of moving property
including,-but not limited to, motor vehicles, rolling stock,
aircraft, vessels, or mobile equipment are included in the
numerator of the receipts factor to the extent that the property
is used in this state. The extent of the use of moving property
is determined as follows:

(1) A motor vehicle is used wholly in the state in which it
is registered.

(2) The extent that rolling stock is used in this state is

determined by multiplying the receipts from the lease or rental

of the rolling stock by a fraction, the numerator of which is
the miles traveled within this state by the leased or rented
rolling stock and the denominator of which is the total miles
traveled by the leased or rented rolling stock.

(3) The extent that an aircraft is used in this state is
determined by multiplying the receipts from the lease or rental
of the aircraft by a fraction, the numerator of which is the
number of landings of the aircraft in this state and the
denominator of which is the total number of landings of the
aircraft.

(4) The extent that a vessel, mobile equipment, or other
mobile property is used in the state is determined by
multiplying the receipts from the lease or rental of the
property by a fraction, the numerator of which is the number of
days during the taxable year the property was in this state and
the denominator of which is the total davs in the taxable year.

(h) Royalties and other income not described in paragraph
(a), clause (6), received for the use of or for the privilege of
using intangible property, inclpding patents, know-how,
formulas, designs, processes, patterns, copyrights,‘trade names,
service names, franchises, licenses, contracts, customer lists,

or similar items, must be attributed to the state in which the
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property is used by the purchaser. If the property is used in
more than one state, the royalties or other income must be
apportioned to this state pro rata according to the portion of
use in this state. If the portion of use in this state cannot
be determined, the royalties or other income must be excluded
from both the numerator and the denominator. Intangible
property is used in this state if the purchaser uses the
intangible property or the rights therein in the regular course
of its business operations in this state, regardless of the
location of the purchaser’s customers.

(1) Sales of intangible property are made within the state
in which the property is used by the purchaser. If the property
is used in more than one state, the sales must be apportioned to
this state pro rata according to the portion of use in this
state. If the portion of use in this state cannot be
determined, the sale must be excluded from both the numerator
and the denominator of the sales factor. Intangible property is
used in this state if the purchaser used the intangible property
in the regular course‘of its business operations in this state.

(j) Receipts from the performance of services must be
attributed to the state where the services are received. For
the purposes of this section, receipts from the perfofmance of
services brovided to a corporation, partnership, or trust may
only be attributed to a state where it has a fixed place of
doing business. If the state where the services are received is
not readily determinable or is a state where the corporation,
partnership, or trust receiving the service does not have a
fixed place of doing business, the services shall be deemed to
be received at the location of the office of the customer from
which the services were ordered in the regular course of the
customer’s trade or business. If the ordering office cannot be
determined, the services shall be deemed to be received at the

office of the customer to which the services are billed. If the

taxpayer is not taxable in the state of the purchaser, the sale

is attributed to this state if the greater proportion of the

service is performed in this state.
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1 [EFFECTIVE DATE.] This section is effective for taxable

2 vyears beginning after December 31, 2004, only if sections 19 and

3 20 of this article are enacted.

4 Sec. 22. [290.433] [GLOBAL WAR ON TERRORISM CHECKOFF. ]

5 Every individual who files an income tax return or property

6 tax refund claim, and every corporation that files an income tax

7 return, may designate on their return that $1 or more shall be

8 added to the tax or deducted from the refund that would

9 otherwise be payable by or to that individual or corporation and

10 paid into an account to be established for the purpose of paying

11 bonuses to residents of this state who are veterans of the

12 global war on terrorism. The commissioner shall, on the income

13 tax returns and the property tax refund claim form, notify

14 filers of their right to designate that a portion of their tax

15 or refund shall be paid into the account for veterans of the

16 global war on terrorism. The amounts designated under this

17 section shall be annually appropriated to the commissioner of

18 the Department of Veterans Affairs to pay bonuses to veterans of

19 the global war on terrorism as determined by law. All interest

20 earned on money accrued shall be credited to the account by the

21 commissioner of finance.

22 [EFFECTIVE DATE.] This section is effective for taxable

23 vyears beginning after December 31, 2004, and for property tax

24 refund claims for property taxes payable after December 31, 2004.

25 Sec. 23. Minnesota Statutes 2004, section 290.92,

26 subdivision'4b, is amended to read:

27 Subd. 4b. [WITHHOLDING BY PARTNERSHIPS.] (a) A partnership
28 shall deduct and withhold a tax as provided in paragraph (b) for
29 nonresident individuél partners based on their distributive

30 shares of partnership income for a taxable year of the

31 partnership.

32 (b) The amount of tax withheld is determined by multiplying
33 the partner’s distributive share allocable to Minnesota under

34 section 290.17, paid or credited during the taxable year by the

35 highest rate used to determine the income tax liability for an

36 individual under section 290.06, subdivision 2c, except that the
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amount of tax withheld may be determined by the commissioner if
the partner submits a withholding exemption certificate under
subdivision 5.

(c) The commissioner may reduce or abate the tax withheld
under this subdivision if the partnership had reasonable cause
to believe that no tax was due under this section.

(d) Notwithstanding paragraph (a), a partnership is not
required to deduct and withhold tax for a nonresident partner if:

(1) the partner e1e¢ts to have the tax due paid as part of
the partnership’s composite return under section 289A.08,»
subdivision 7;

(2) the partner has Minnesota assignable federal adjusted
gross income from the partnership of less than $1,000; or

(3) the partnership is liquidated or terminated, the income
was generated by a transaction related to the termination or
liquidation, and no cash or other property was distributed in
the current or prior taxable year; er

(4) the distributive shares of partnership income are
attributable to:

(i) income required to be recognized because of discharge
of indebtedness;

(ii) income recognized because of a sale, exchange, or
other disposition of real estate, depreciable property, or
property described in section 179 of the Internal Revenue Code;
or

(iii) income recognized on the sale, exchange, or other
disposition of any property that has been the subject of a basis
reduction pursuant to section 108, 734, 743, 754, 6r 1017 of the
Internal Revenue Code
to the extent that the income does not include cash received or
receivéble or, if there is cash received or receivable, to the
extent that the cash is required to be used to pay indebtedness
by the partnership or a secured debt on partnership property; or

(5) the partnership is a publicly traded partnership, as

defined in section 7704 (b) of the Internal Revenue Code.

(e) For purposes of subdivision 6a, and sections 289A.09,
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subdivision 2, 289A.20, subdivision 2, paragraph (c), 289A.50,
289A.56, 289A.60, and 289A.63, a partnership is considered an
employer.

(f) To the extent that income is exempt from withholding
under paragraph (d), clause (4), the commissioner has a lien in
an émount up to the amount that would be required to be withheld
with respect to the income of the partner attributable to the
partnership interest, but for the application of paragraph (4),
clause (4). The lien arises under section 270.69 from the date
of assessment of the tax against the partner, and attaches to
that partner’s share of the profits and any other money due or
to become due to that partner in respect of the partnership.
Notice of the lien may be sent by mail to the partnership,
without the necessity for recording the lien. The notice has
the force and effect of a levy under section 270.70, and is
enforceable against the partnership in the manner provided by
that section. Upon payment in full of the liability subsequent
to the notice of lien, the partnership must be notified that the

lien has been satisfied.

[EFFECTIVE DATE.] This section is effective for taxable

years beginning after December 31, 2004.

Sec. 24. Minnesota Statutes 2004, section 290A.03,
subdivision 11, is amended to read:

Subd. 11. [RENT CONSTITUTING PROPERTY TAXES.] "Rent
constituting property taxes" means %9 17 percent of the gross
rent actually paid in cash, or its equivalent, or the portion of
rent paid in lieu of property taxes, in any calendar year by a
claimant for the right of occupancy of the claimant’s Minnesota
homestead in the calendar year, and which rent constitutes the
basis, in the succeeding calendar vear of a claim for relief
under this chapter by the claimant.

If the amount of rent paid by the claimant for actual

property taxes paid on the unit exceeds 17 percent of rent paid,

the amount of rent constituting property taxes shall be

determined by multiplying the gross rent paid by the claimant

for the calendar year for the unit by a fraction, the numerator
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1 of which is the net tax on the property where the unit is

2 located and the denominator of which is the total scheduled

3 rent. In no case may the rent constituting property taxes

4 exceed 50 percent of the gross rent paid by the claimant during

5 that calendar year.

6 [EFFECTIVE DATE.] This section is effective for property

7 taxes payable in 2005 and thereafter, and for refund claims

8 based on property taxes payable in 2005 and thereafter.

9 Sec. 25. Minnesota Statutes 2004, section 290A.03, is
10 amended by adding a subdivision to read:

11 Subd. lla. [TOTAL SCHEDULED RENT.] "Total sch<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>