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MINNESOTA- REVENUE

January 31, 2014
To the members of the Legislature of the State of Minnesota:

| am pleased to present to you this report by the Department of Revenue on the assessment of
facilities that produce biofuels, alcoholic beverages (wine, beer, and distilled beverages), and
dairy products. The Department of Revenue conducted this study in consultation with
representatives of affected industries and the assessing community. This study and attached
report were created in response to Minnesota Laws 2013, Chapter 143, Article 4, section 46,
subdivision 1.

In 1973, the Minnesota legislature determined that attached machinery and equipment for
manufacturing and business is exempt from property taxes. As the economy changed and
production methods have increased in size and scope, our state tax code has made strides to
catch up. Over time, the exemption for machinery and equipment has evolved to exclude
certain equipment that provides shelter. Those that provide shelter have been defined as real
property, and therefore subject to property tax. Various court decisions and Department of
Revenue guidance have further defined the scope of which components used in these
industries are subject to property tax, and which are exempt. As these business operations
became larger and more complex, the department has increased its outreach to help county
assessors with their task of valuing these complex properties.

This report examines how these types of components used for production have been taxed and
what recommendations could be made based on our findings.

As certain production facilities grow larger and more complex, the tax code should be
modernized to match changes in the economy. Therefore, the department recommends that
components primarily used in the production process at production facilities for biofuels,
alcoholic beverages, and dairy products be defined as personal property equipment, and thus
exempt from property taxes. Components primarily used for storage of a product before or
after production would continue to be taxable as real property. This recommendation is
summarized in the attached report.

The department, in cooperation with the affected industries, coordinated several onsite visits
of breweries, a biofuel production facility, and a dairy production facility. The department
found that the bins and tanks used to produce biofuels, wine, beer, distilled beverages, and
dairy products were primarily used as equipment in the process of making their products. In
addition, the department found many of these tanks to be replaceable and necessary in the
process of producing their products. Our agency also noted that some other bins or tanks were
used primarily for a storage or sheltering function, and thus taxable.
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This report provides some detail about the production processes of the listed facilities, a history
of the legislative, judicial, and executive guidance, and an explanation of the current
assessment practices. We also provide other taxing scenarios that were discussed but not
recommended.

| want to thank the legislators, industry representatives, and the assessment community for
your valuable contributions to the study. | look forward to the discussion of this report’s

findings and recommendations.

Sincerely,

e 2

Myron Frans
Commissioner

Letter from Commissioner Frans
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Executive Summary

Business and production property can be either “real property” or “personal
property.” Under current law, all real property in Minnesota — such as land and
buildings — is subject to property tax unless there is a statute that specifically
exempts it. Most business personal property — such as production equipment, tools,
and machinery — is exempt from property tax.

The line between real and personal property can be less clear for certain industries,
including biofuels, alcoholic beverage (beer, wine, and distilled beverage), and dairy
processors. That is because some of the equipment used in these industries
functions like real property, serving a temperature control function or offering
protection from external influences. If such equipment provides shelter or
protection from the elements, it is considered taxable real property under current
Minnesota statutes and case law.

The definitions and taxation of real property and personal property have changed
numerous times over the years. Some of these changes were due to new or
evolving industrial practices; some were due to other factors. For instance, the first
ethanol plant in Minnesota was established in 1988.1 However, state laws
regarding how to tax the components used to produce ethanol were enacted three
years earlier (in 1985), and could not foresee the business needs of the ethanol
facilities.

Recent history
The “shelter test” in current law has proved problematic for the biofuels industry
and some other industries due to the nature of their production processes.

For example, ethanol facilities have very large fermentation tanks. These large
tanks are placed outdoors. Their main use is fermentation, but they also provide
protection from the elements. While fermentation is a necessary part of the
ethanol production process, these specific tanks have been considered taxable
because of their physical characteristics.

The Minnesota Supreme Court recently upheld the practice of defining some
production property as taxable real property in Southern Minnesota Beet Sugar
Coop v. County of Renville, 2007 (737 N.W.2d 545). The Court found that tanks,
bins, and silos meet the definition of taxable real property if they have walls, a roof
or ceiling, and floors that provide a “shelter function.”

The Court’s decision in Southern Minnesota Beet Sugar Coop concerned those who
produce biofuel products at facilities affected by this determination. They worry that
production equipment that otherwise would be considered personal property — and
therefore not subject to property tax — would instead be taxed as real estate. Unlike

1 Source: “Ethanol,” Minnesota Department of Agriculture, http://www.mda.state.mn.us/ethanol/
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many other states, Minnesota does not have a property tax for business personal
property. If not defined as real estate, these types of properties would not have to
pay any property taxes on that portion considered personal property equipment.

Members of the ethanol industry first approached the Department of Revenue and
Minnesota Legislature in 2012 to express their concerns. The discussion included:

¢ How real estate and business production property are defined for tax
purposes

e Whether various equipment and components should be taxable or exempt

e Property tax assessment of their facilities and how it should better reflect
the actual use(s) of their equipment and property

¢ How these definitions and issues might also affect other industries, such as
beer, wine, distilled beverage, and dairy processors

About this report

The Legislature directed the Department of Revenue to study property tax
assessment of business production property in specified industries and issue a
report with recommendations for taxation or exemption of various components
used in their production processes.

The Department of Revenue began this study in July 2013. First, the department
met with representatives of affected industries, the assessment community, and
legislative staff to determine the parameters and methods used to conduct the
study.

During the summer and fall, this study group toured four industry facilities and
discussed the production processes and components of each industry. These
facilities were for beer, ethanol, and dairy production. (For details, see Appendix A.)

Next, the department surveyed assessors on current assessment practices related
to business production property of the affected industries. (For details, see
Appendix B.)

Finally, the department met again with members of the study group to discuss the
shared findings of the tours, and to discuss possible outcomes from the study.

This report summarizes how certain business and production property for specific
industries is and has been taxed. More specifically, it:

e Provides historical context of court decisions and Department of Revenue
guidance

e Presents the perspectives of industry representatives and assessors
¢ OQutlines the processes and components of the affected industries
o Defines current assessment practices for the industries

Executive Summary
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o Discusses three approaches for resolving the issues that were raised in the
study (for details, see Recommended Guidelines, starting on page 19.)

Recommendations

After considering three approaches to resolve the issues raised in this study, the
Department of Revenue recommends that the Legislature revise current law to
clarify which components used in the biofuels, alcoholic beverage, and dairy
industries are exempt from property tax, and which are taxable. More specifically:

e Define all components primarily used in the production process as personal
property equipment, and thus exempt from property taxes.

e Define all components primarily used for storage of raw or finished
materials, or a product before or after production, as real property and thus
taxable.

We believe this change will provide a clearer distinction — for assessors and
business property owners in these industries — between taxable real property and
tax-exempt personal property. In addition, it will:

e Update our property tax laws to more accurately reflect current practices in
the affected industries.

e Clarify for assessors which components used in these industries are taxable,
and which are exempt.

o Makes property assessment and taxation more consistent with other similar
industries that do not use these particular specialized components.

Because this proposal expands the definition of exempt personal property for the
specified industries, it will decrease the property tax base in affected communities.
This will shift property tax burdens from the affected industry properties to other
properties in those communities.

The Department of Revenue estimates that this recommendation will decrease the
property tax base by $30.1 million statewide, shifting $780,000 in taxes to other
properties. The local impact of this shift will be greater in some communities than
others. To mitigate this impact, the department also recommends providing
transition aid to taxing jurisdictions that experience significant loss of tax base.

Ultimately, no single option is without controversy or can prevent all future disputes
and appeals of property assessments. As technologies and industries change, we
will continue to face decisions regarding how we define business-related real and
personal property for property tax purposes. But we must be mindful that these
decisions have consequences — for affected businesses and for other property
owners in their communities.

Executive Summary
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Background and History

Current law (Minnesota Statutes, Section 272.03) defines real property and
personal property for property taxation purposes. Under section 272.03, real
property “does not include tools, implements, machinery, and equipment attached
to or installed in real property for use in the business or production activity
conducted thereon, regardless of size, weight or method of attachment.” That
exclusion however “does not apply to the exterior shell of a structure which
constitutes walls, ceilings, roofs, or floors if the shell of the structure has structural,
insulation, or temperature control functions or provides protection from the
elements.”

Therefore, if a business equipment component provides exterior protection from the
elements, or constitutes walls, ceilings, roofs, or floors, then the equipment
component may be considered taxable real property.

This current definition has been in place since 1985, but the so-called “shelter test”
for equipment components was not always used. Additionally, this language
predates the first ethanol facility’s establishment in 1988.

Historically, personal property equipment was taxable (at a lower rate than real
property). In the 1960s, both personal and real property of businesses were
taxable, although business personal property had a separate classification rate
(attached machinery was taxed at 33'/5% of value; other business property was at
40% of value).

Guidelines were created to help distinguish between the two types of property, and
throughout the 1960s and into the early 1970s, Department of Revenue guidance
was that “Equipment that is an integrated part of the building should be included in
the valuation of the building (May 1960 Minnesota Property Tax Bulletin).” This
idea is and was common real estate appraisal theory — that anything attached to or
installed in real property is part of the real property; and anything that is intended
to be a permanent addition to a property is also taxable real property.

A May 1960 Property Tax Bulletin described:
“The distinguishing features of attached machinery are; one, it is not part of
the building facility, but part of the production, processing or service function
for which the building is being used; two, it is more or less permanently
located within the structure and is an integral part of the production process
that takes place within the structure.

“Included in this classification [machinery property assessed as personal
property] is tools, mobile equipment and machines not attached nor an
integral part of the production process. Certain characteristics distinguish
machinery assessable as personal property. It is not bolted down or affixed;
it is not attached with piping or other connecting apparatus; it can be
removed without damage to itself; it may be put into use without installation
expenditures other than the cost of moving and assembly; its removal does

Background and History
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not prevent use of other installed machines; and it is ordinarily moved from
place to place as it is used.”

The May 1960 guidance was echoed in later bulletins. In a February, 1964 bulletin,
the department stated, “Rules to be followed in classifying equipment as personal
property are as follows: it is equipment that is not bolted down or affixed, it is not
attached with piping or other connecting apparatus, it can be removed without
damage to itself, its removal does not affect the use of installed machines, it can
ordinarily be moved from place to place as it is used.”

In other words, property would be considered personal property if it was not
attached to the property and could be removed without damage to itself or to the
property. This statement is consistent with assessment practices for all properties.
For example, a window air conditioning unit on a home is generally considered
personal property because it can be removed without damage to the property or to
the air conditioning unit. However, a heating, ventilating, and air conditioning
(HVAC) system within a home is considered part of the real estate because it could
not be easily removed without damage to the system or to the home.

In 1967, the department issued a Property Tax Bulletin stating that, “Tools and
machinery subject to exemption... must be considered by law as personal property.
Machinery attached to real estate is considered for all purpose as fixtures to the
real estate. The general rule for classifying machinery as personal property is that
equipment is personal property only if it meets the following rules: it is not bolted
down or affixed; it is not attached with piping or other connecting apparatus; can
be removed without damage to either the real estate or the item itself; its removal
does not affect the use of other installed machines; and can ordinarily be moved
from place to place as it is used.”

This further outlined that personal property included equipment property that would
be easily removable from the real estate without damage to the equipment or the
structure.

Additionally, a March 1968 Minnesota Property Tax Bulletin echoed, “The general
rule as to machinery that is part of a structure is as follows: Equipment that is an
integrated part of a building is regarded as real property... This includes equipment
that has been installed and is auxiliary to the purpose of the building, such as
escalators, elevators, heating, ventilation and air conditioning plants, sprinkler
system and plumbing and electrical installations.”

In all guidance throughout the 1960s, the department’s assessment guidelines
typically used for determining whether an item was personal property or real estate
were consistent, and did not require change.

However, the 1973 Supreme Court decision in the case Abex Corp. v. Commissioner
of Taxation (207 N.W.2d 37) created a two-part test for determining if property
type or component is taxable real property: (1) whether it is annexed to the real
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estate and (2) whether there is an intent to make the property a permanent
accession to the freehold. The Court determined that machinery was real property
in that it was installed in a building for the remaining useful life, and was not
intended to be moved elsewhere.

Subsequent to that court case decision, legislation was enacted in 1973 that
changed the definition of real property and personal property for property tax
purposes. Department of Revenue guidance in response to the 1973 law change
was:

“Generally, there is a fundamental distinction between annexations which
would be integrated with and of permanent benefit to the land, regardless of
its future use, such as a heating furnace, water systems, drainage and sewer
systems, all of which are accessory to the land and not to the business
carried on, and annexation of special purpose, manufacture, or processing
machinery which could be used only in a particular business or industry and
not for any normal use to which the land may be devoted, and hence not
part of the real property...

“For example, heating or refrigerating equipment used to heat or cool the
building is part of the real estate but special furnaces installed in part of the
building for annealing purposes in order to produce a heat treated product
are not real property, but are equipment for use in the production activity...”

In KDAL, Inc. v. County of St. Louis, 1976, the Minnesota Supreme Court upheld
the exemption of a television antenna when they determined that the television
tower to support the antenna was essential to the function of the business of the
taxpayer (this was referred to as the “functionality” test). The television tower
therefore qualified as personal property equipment attached to real property for use
in a business or production activity.

The framework and superstructure of billboards was deemed exempt in the case of
Skoglund Communications, Inc. v. County of St. Louis, 1978. The billboard
equipment, which was used for business conducted on property where signs were
located, was deemed to be exempt equipment essential to the function of the
business of the taxpayer. Further, it was understood by the court that the
framework for the billboards could serve no other purpose.

In later court cases, in order to be “equipment” and thus exempt from tax on real
property, it was determined that an item must perform functions distinct and
different from functions ordinarily performed by buildings and other taxable
structures. (See, e.g. Crown CoCo, Inc. v. Commissioner of Revenue, 1983 336
N.W.2d 272, where the Court determined that a canopy was taxable because it
provided a shelter function like a building would.) This required assessors to
determine whether an item performed functions “distinct and different” from
functions performed by buildings, and has similarities with the “shelter test.”

Background and History
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A “primary function” test was discussed in Farmers Union Grain Terminal
Association v. County of Winona, 1983:

“If the primary function of an item is distinct and different from the functions
ordinarily performed by buildings or other taxable structures such item shall
not be included as real property for taxation purposes... even if it has the
appearance of a building.”

In the Farmers Union case, the property in question was used for malting barley for
the brewery industry. A steeping area was not considered exempt equipment
because “The steep tanks are enclosed by a roof and walls in order to protect the
grain from outside elements. The primary function of that roof and walls is no
different from the functions ordinarily performed by buildings.” To be exempt, the
building needed to “perform functions distinct and different from the function
ordinarily performed by buildings and other taxable structures.” The court found
property for which the “primary function... is not distinct and different from the
functions ordinarily performed by buildings and other taxable structures” is taxable.
The “primary function” test was new compared to the requirement that something
must be “exclusively” used for something other than functions of a building.

Oil tanks were also deemed taxable structures (and not “equipment”) under Barton
Enterprises, Inc. v. County of Ramsey, 1985 (390 N.W.2d 776). The oil tanks were
deemed to perform a shelter function just as other buildings and structures and
that the basic function of the tanks was to contain fluids and also to shelter them
from the elements.

“More recently we declined to limit the ‘functionality test’ to the primary
function of a structure. Rejecting the argument that because the primary
function of a greenhouse is the creation of a controlled environment suitable
for growing plants, a greenhouse should be deemed ‘equipment’ even though
it performs some sheltering functions, we held that the shelter function need
not be the sole or even the primary purpose of a structure in order to permit
the assessment of the structure as real property [referencing Busch v.
County of Hennepin, 380 N.W.2d 813; 1986].”

The Supreme Court effectively rejected the “primary function” analysis of the
Farmers Union case in these decisions. Under these decisions, a structure that
provides a shelter function would be taxable real property, even if it performs
additional functions that are different from those of a building.

Minnesota Legislature amended statute in 1985 and the Department of Revenue
has used the shelter test since then when describing the methods of determining
taxable real property and exempt personal property equipment.

Background and History
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Current statute that was initially enacted in 1985 (M.S. 272.03, subd. 1) states:

“(a) For the purposes of taxation, real property includes the land itself, rails,
ties, and other track materials annexed to the land, and all buildings,
structures, and improvements or other fixtures on it, bridges of bridge
companies, and all rights and privileges belonging or appertaining to the
land, and all mines, iron ore and taconite minerals not otherwise exempt,
quarries, fossils, and trees on or under it.

(b) A building or structure shall include the building or structure itself,
together with all improvements or fixtures annexed to the building or
structure, which are integrated with and of permanent benefit to the building
or structure, regardless of the present use of the building, and which cannot
be removed without substantial damage to itself or to the building or
structure.

(c)...(iii) The exclusion provided in clause (i) does not apply to the exterior
shell of a structure which constitutes walls, ceilings, roofs, or floors if the
shell of the structure has structural, insulation, or temperature control
functions or provides protection from the elements. Such an exterior shell is
included in the definition of real property even if it also has special functions
distinct from that of a building.”

Most recently, the department’s advice clarifies that this language means that if a
property performs a containment and shelter function — a function similar to that
performed by buildings — it does not fall within the category of tools, implements,
machinery, and equipment, and is considered taxable as real property. Department
of Revenue guidelines for taxation or exemption of business production property
are based on Minnesota Statutes, section 272.03, subdivision 1, paragraph (c) and
case law.

In Southern Minnesota Beet Sugar Coop v. County of Renville, 2007 (737 N.W.2d
545), the Supreme Court upheld the definition of taxable real property to include
tanks, bins, and silos that had walls, a roof or ceiling, and floors that provided a
shelter function. The court noted that the terms “real property” and “equipment”
are not mutually exclusive, and therefore property may be considered “equipment”
but if that equipment has been attached to or installed in real property, has an
exterior shell that provides structural, insulation, or temperature control functions,
or provides protection from the elements, the exterior shell is included in the
definition of real property for tax purposes. In this specific case, the court found
that the involved tanks, bins, and silos had walls, a roof/ceiling, and floors. The
court held that the exterior shell performed a structural function of shelter from the
elements and were taxable.

Background and History
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Members of the ethanol industry first approached the Department of Revenue and
Minnesota Legislature in 2012 to express their concerns on how the statute and
department guidance were impacting their facilities. In 2013, the Legislature
directed the Department of Revenue to study property tax assessment of business
production property in specified industries and issue a report with recommendations
for taxation or exemption of various components used in their production

processes.

Background and History
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Legislative Requirements for Study

Because the definitions of real property and personal property have changed over
time, and because the industries affected by these definitions have also changed,
various industries noted that the language does not contemplate their business
practices. As noted, the first ethanol plant was established in 1988, and therefore
language created in 1985 could not have contemplated the business practices of
the ethanol industry.

As stated earlier, members of the ethanol industry approached the Department of
Revenue and Minnesota Legislature in 2012 to discuss their concerns with the
definition of real estate business production property, and whether various
equipment components should be considered exempt or taxable. In response, the
Legislature required the Department of Revenue to conduct a study and report on
the components of business production property, and make recommendations for
taxation or exemption of those components. Additionally, Legislature requested the
involvement of other similar production industries, including beer, wine, distilled
beverage, and dairy producers, as it was noted by the ethanol industry
representatives that those groups might also be affected by statutory definitions.

The department was charged with: surveying counties on the components and tax
status of biofuel facilities; identifying the functions of components on the five
named industries; considering the taxability of components based on size, function,
and use; developing recommendations for assessment guidelines and policies; and
identifying possible impacts to state and local taxes resulting in recommendations.

The language outlining the study and report requirements is found in Laws 2013,
Chapter 143, Article 4, section 46:

“... (a) In order to facilitate a legislative review of property tax assessment
procedures for facilities used in the production of biofuels, wine, beer,
distilled beverages, and dairy products, and the development of standards
and criteria for determining the taxable status of these facilities, the
commissioner of revenue must conduct a study and report the findings of the
study. The study must:

(1) include a detailed survey of counties identifying the components and
tax status of biofuel facilities;

(2) identify the function of components in facilities of the affected
industries;

(3) consider the taxability for certain components related to size,
function, and use;

(4) develop recommendations for assessment guidelines and policies for
facilities of the affected industries; and

(5) identify possible impacts to state and local taxes resulting from study
recommendations.

Legislative Requirements for Study
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(b) The commissioner shall request the involvement and participation of
stakeholders, including the affected industries, the assessment community,
and others identified by the commissioner.

(c) The commissioner shall report the findings to the chairs of the house of
representatives and senate committees with jurisdiction over taxes,
agriculture, and economic development as well as the commissioners of
agriculture and employment and economic development by February 1,
2014.”

In order to facilitate the study and report, the Department of Revenue included
participants from the affected industries, as well as members of the assessment
community. Various meetings and tours were held with the participants (a
description of the participants and list of tours are in Appendix A of this report). A
survey of county assessors was sent on July 24, 2013, and the answers were
compiled and reviewed by the department (see Appendix B). Additionally,
assessors were surveyed on the known taxability and valuation of industry
components in order for the department’s Property Tax Research Division to be able
to estimate revenue impacts of any change in administration.

The department communicated with members of the affected industries and the
assessment community to thoroughly approach all requirements for the study and
report, and in order to facilitate the development of guidelines that could be used to
determine the taxable or exempt status of business production equipment property.

The department learned about the production processes used for the five industries
(ethanol, beer, wine, whiskey, and dairy), toured four facilities, and reflected on
options for taxability based on size, function, and use. The department discussed
findings with the industry representatives, and developed three possible scenarios
to recommend. These three scenarios were also discussed with industry
representatives. The department then determined a recommendation based on
those studies and discussions.

In the next section, we will discuss what was learned about the various production
components for the affected industries. Then, we will discuss current assessment
practices before representing the three scenarios that were outlined as possible
recommendations. Each scenario will be discussed, including concerns and possible
revenue implications will be outlined.

Legislative Requirements for Study
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The following descriptions are brief and generalized descriptions of the production
processes that take place at affected industry facilities. The various components
that are commonly used in the processes are identified. These descriptions are not
intended to encompass all of the possible diverse production processes that may
take place.

When whole kernel corn arrives at the production facility as a raw material and it is
placed into grain storage silos until it is ready to be processed. The first
component of the processing is a hammer mill, which is used to pulverize the corn
into corn flour prior to mixing it with liquids. Mixing corn flour with liquids takes
place in a slurry mixer. Additionally, enzymes are added to the slurry mixer to
help break down the starch in the corn flour. The corn is further mixed with liquids,
and enzymes used to break down the starch, in the cook slurry tanks. The corn
flour and liquids mixture is known as “mash”. After that point, steam is added to
the mash by a jet cooker, exposing more starch for ethanol production by injecting
steam. The mash is conveyed into liquefaction tanks, which provide time for the
enzymes to convert the starch into simple sugars. Yeast tanks are used to
propagate yeast. Yeast cells are used later in the fermentation system to produce
ethanol and carbon dioxide. Ethanol is produced by the fermentation of sugar with
the addition of yeast in the ethanol fermentation tanks. The enzymes break
down the simple sugars into fermentable sugars. The fermenter is filled with mash
and yeast, and the sugar is converted into ethanol and carbon dioxides. Heat
exchangers cool the mash as it ferments, and the heat exchangers use cooling
tower water to keep the mash at the right temperature. Distiller tanks strips
ethanol out of the fermented mash, producing 190-proof ethanol. The 190-proof
ethanol is put into a molecular sieve, which removes the last 5% of water,
creating 200-proof anhydrous ethanol. A denaturant is added to this ethanol,
making it unfit for consumption, i.e. fuel-grade ethanol. The final ethanol product
is then placed into ethanol storage tanks, where it waits to be loaded and
shipped.

The solids that remain after the ethanol has been stripped from the mash are
commonly known as “whole stillage.” This material is pumped into a centrifuge
grain recovery system for further processing. The heavier solids (also known as
“whole stillage™) are conveyed into a grain drying system, while the lighter and
thinner liquids (also known as “thin stillage™) are pumped into an evaporation
system. Some thin stillage is also pumped into the slurry mixer. The
evaporation system is used to concentrate the thin stillage. The final product is
corn syrup, which is pumped into a syrup tank, and then added to the grain drying
system with the heavier liquids (“wet cake”) from the centrifuge recovery system.
The syrup tank is used as a holding tank to deliver a consistent amount of syrup
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into the grain drying system. The grain drying system produces ethanol byproducts
and co-products (e.g., carbon dioxide, corn oil, and distiller’s dried grains).
Distiller’s dried grains with soluble (DDGS) are used typically for cattle feed. Both
wet and dry distiller grains are placed in wet/dry distillers grains storage,
where that product waits to be loaded and shipped.

Malting of the grains used to produce beers usually takes place in a location other
than a beer brewery, and brewers receive the malted grains directly. In order to
create beer, a grain mill crush malted barley as the first process in breaking it
down into fermentable sugars. The grains are transferred into an insulated mash
lauter-tun. This device includes a hydrator, and the grain inside the lauter-tun is
kept hydrated and at a certain temperature. The liquid from the mash at the end of
this process is placed into a brew kettle. The brew kettle provides even heating,
and it is where hops are added. Solids are then separated from the liquids through
a whirlpool or a hop filter. The liquids that remain are known as “wort” — the
liguid sugars that will be fermented into the alcohol. The liquid wort is cooled down
after the solids have been separated, via heat exchangers. The cooled wort is
transferred into a fermentation tank, which may or may not be bolted to the
floor. The time the wort spends in fermentation will depend upon the type of beer
being created (e.g., shorter fermentation for ales and longer fermentation for
lagers), and the temperature of the fermentation will also change depending on the
type of beer. Airlocks within the fermentation tank allow carbon dioxide to leave,
while keeping other air or contaminants from entering. Often, carbon dioxide
storage tanks are used for some of the byproduct. When fermentation is
complete, the beer is pumped from the tanks and filtered to remove any remaining
solids. It is transferred to a final beer tank before bottling or kegging.

Depending on the size of the brewery and the gallons of beer produced, the tanks
will vary in size. Typically, fermentation tanks will get taller rather than wider, in
order to preserve temperature control functions. It is typical in Minnesota for
fermentation tanks to be located in the interior of buildings (also for temperature
control purposes) and will sometimes be placed into the building via openings
created in the roofs of the breweries.

Compared to beer production, wine production requires fewer components. The
fruit used for the wine is placed into fermentation tanks. Once wine is fermented,
it is transferred into barrels for further maturation. In some cases, wine may be
stored in stainless steel storage tanks instead of barrels, depending on the
flavor of the wine being produced. Sometimes, a basket press may be used on
grape skins after the wine has been drained, to further extract liquid wine from the
skins.
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Distilled beverage producers in Minnesota proved difficult to contact for purposes of
this report. For purposes of this study, the department contacted Phillips beverage
distillers, but did not receive a response. Additionally, the department attempted
to contact the Minnesota Distillers Guild, but that contact described a very small
production facility (with only one tank) and no tour was held at a distiller facility.

We do know that whiskey is produced in at least one distillery in Minnesota. The
process for making whiskey first involves germinating barley on a malting floor.
This process requires that the barley be turned over regularly, and be at a constant
temperature and moisture level to ensure proper malting of the barley grain.
Germination is stopped when the grains are dried in a kiln, which also adds smoky
flavor to whiskeys. Some distillers purchase barley that has already been
germinated elsewhere.

The malt is ground in a malt mill in order to make coarse flour. This flour (called
“grist”) is mixed with water in a mash tun. The mash tun allows the sugared
liguids to separate from the dry grains as well. As with beer, the sugared liquid is
called “wort.” Yeast is added to the wort in the fermentation tank to create the
alcohol. The alcohol is separated from water in a distiller. The alcohol may be
distilled more than once. In this case, the first distillation occurs in a wash still,
and a second distillation in a spirit still. The final product is aged in casks.

When milk arrives at a processing facility, it is initially tested for a number of items
in a laboratory (including temperature, antibiotic presence, proteins, bacteria,
etc.). After testing, the milk is pumped into storage tanks. Milk is then
pasteurized in a continuous flow process, using heat exchangers.
Homogenizers and chillers are also regularly used in the processing of milk.

When milk is further processed into cheese, more components are required.
Starter cultures are typically added in vats or tanks to start the cheese-making
process. A milk-clotting enzyme is also added (called “rennet”). This product is
transferred into separator tanks, where the liquid (whey) is separated from the
milk solids (curd). Stirring, heating, and draining are all required in this process
before the whey is fully drained, and take place in designated tanks. Salt is added
to the curd before being pressed. Curing may happen in a temperature-
controlled room if aging is necessary. The cheese is moved to a storage room
before being shipped.
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In Minnesota, all real property is considered taxable, unless exempted by the
Minnesota Constitution or state law (M.S. 272.01, subd. 1). Minnesota Statutes,
section 272.03, subdivision 1, paragraph (c) outlines the definitions of real and
personal property for production businesses.

Because current assessment practices of business production property are based off
of Minnesota Statutes and case law, the department’s advice has been that if a
property performs a containment and shelter function — a function similar to that
performed by buildings — it does not fall within the category of tools, implements,
machinery, and equipment, and is considered taxable as real property.

Minnesota does not currently tax business personal property (also called “tangible
personal property”), as some other states do.?

Under the requirement that the commissioner of revenue study the functions and
tax status of various components of properties used in the production of biofuels,
wine, beer, distilled beverages, or dairy products, and to make recommendations
regarding taxation of those components, the department conducted a brief survey
of assessors. We asked interested assessors to provide input related to the
assessment of production equipment as real or personal property for tax purposes.
Fourteen counties provided information; eight counties responded that they have
no such industries; one county responded with a brief sentence regarding a dairy
processing facility.

Based on the survey responses, some of the common guidelines used to determine
taxability included the production elements of the machinery, whether storage is
provided, and the shelter test. A common theme was that if the element was
necessary for production (i.e., if the final product would not be arrived at without
the specific component), then that element would be exempt as equipment. If a
component provided storage either before or after the processing, however, that
would likely be considered taxable real estate. Most respondents did not consider
size of components when considering taxation. Storage tanks and tanks that
provide shelter were generally noted to be taxable.

Many responding counties noted that they believed that components used in the
production process should be exempt regardless of size or shelter function.

2 According to the Tax Foundation & Foundation for Government Accountability calculations from U.S. Census
Bureau data, the following 32 states and Washington, D.C. collect some form of business personal property taxes:
Arizona, Arkansas, California, Colorado, Florida, Georgia, Idaho, Indiana, Kansas, Louisiana, Maine, Massachusetts,
Mississippi, Missouri, Montana, Nebraska, Nevada, North Carolina, Ohio, Oklahoma, Oregon, Rhode Island, South
Carolina, Tennessee, Texas, Utah, Vermont, Virginia, Washington, West Virginia, Wisconsin, Wyoming, and the
District of Columbia. http://taxfoundation.org/article/states-moving-away-taxes-tangible-personal-
property#table2
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In general, most of the counties who responded did not think that it was difficult to
get information necessary to tax the various components of the related industries.

Results of the survey are included in Appendix B.

Shelter and containment functions are considered in current assessment practices,
but usually without regard to the size of the component that is used for storage or
containment. Additionally, components that provide shelter functions or protection
from the elements are not typically studied for their purpose in the overall
production process, and assessors are not often industry experts (although in some
cases, industry experts make themselves available to discuss the various
components located at the property).

One point of misunderstanding of current statutory guidelines, particularly to
industry members, is a document produced by the Minnesota Association of
Assessing Officers (MAAO). In previous years, the Department of Revenue worked
along with MAAO to develop a valuation guide for grain elevators and other
agricultural-related structures®. Eventually, the department discontinued its
involvement with the manual, but MAAO continued to produce it for its members’
use. In a 2009 version of the Grain Elevator Cost Schedule, MAAO outlined its
opinions on the taxable and exempt status of various components of ethanol
production facilities. Erroneously, the Department of Revenue’s logo continued to
be used in this version of the Cost Schedule, even though the department no longer
assisted with its development.

Consequently, it appeared to some industry members that the department had
approved these recommendations. In fact, the 2009 Grain Elevator Cost Schedule
was neither reviewed nor approved by the Department of Revenue, and does not
reflect the department’s policy or guidance. The guide noted that some production
property should be exempt, which the department understood to be taxable under
current law. The department did attempt to clarify this to members of the
industries.

% Grain Elevator Cost Schedule; Minnesota Association of Assessing Officers, 2009 revision.
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Recommended Guidelines
The following scenarios were developed by the Department of Revenue and
discussed with affected industries and members of the assessment community.

Any changes in statute related to the assessment of production facility components
should be effective for assessment year 2015 (taxes payable 2016) at the earliest,
so that assessors are able to make the changes necessary, local governments are
able to plan for changes in their tax bases, and taxpayers have time to prepare — if
needed — for changes in their own taxes.

Appendix D contains pictures of components of the affected industries, as well as a
notation of the outcome in terms of taxability or exemption for each scenario.

Revise the statutes to clarify when a component used in the biofuels,
alcoholic beverage, and dairy industries is subject to property taxes, or
exempt.

More specifically:

e Define all components primarily used as processing equipment in the
production process of biofuels, wine, beer, distilled beverages and dairy
products as personal property equipment, and thus exempt from property
taxes. Much of this property is replaceable and necessary to the production
process, key characteristics of business personal property.

e Define all components primarily used for storage or shelter of raw or finished
materials, or a product before or after production, as real property and thus
taxable. Much of this property is primarily used to store or shelter materials
used in the trade or business, a key characteristic of real property.

The department recommends this scenario. While none of the scenarios presented
in this report are perfect, we concluded that Scenario 1 will provide a clearer
distinction — for assessors and business property owners in these industries —
between taxable real property and tax-exempt personal property. This
recommendation is limited to the industries that were studied including the biofuel,
beer, wine, distilled beverage and dairy products industries.

We believe this option will better match property assessments in these industries to
the tax code. By contrast, the other options either provide no such distinction, or
rely on a subjective judgment making it more difficult to achieve fair and consistent

property assessments.
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External tanks or bins used only to temporarily hold materials or a finished product
would likely be taxable if the item leaving storage is the same item that went in.
How long the storage lasts would be irrelevant. For example, at a dairy facility
where milk is stored in tanks for a short time, those tanks would be considered
taxable real property because the same item (milk) goes into the tank as comes out
of the tank.

This definition is similar to the guidelines set by KDAL, Inc. v. County of St. Louis,
1976, and Skoglund Communications, Inc. v. County of St. Louis, 1978.

Special purpose, manufacturing, or processing machinery which can only be used in
a particular business or industry would be considered exempt personal property
equipment. However, components that are normally used by other businesses or
property owners would still be considered taxable real property.

For example, special furnaces used to temper metals and installed in part of a
building are considered production equipment (and therefore exempt from property
taxes). But heating or refrigerating equipment used to heat or cool a building is
part of the real estate (and therefore taxable).

Note: It is important to clarify that this definition would only include production
process equipment. Other business property (non-production) would still be
taxable, as would facilities that are not production facilities. For example, adopting
this scenario would not affect the tax treatment of grain silos.

Concerns

Using a “functionality test” like this for property taxation may cause issues for
assessors when they must define property for industries in which they have little
knowledge or expertise. Assessors have not historically been asked to identify all
the production components when evaluating properties in the biofuels, alcoholic
beverage, and dairy industries. They could risk making incorrect decisions or
assumptions based on limited available data or information, which makes valuation
decisions difficult.

Some assessors also had concerns about treating similar types of property
differently based on use. For example, tanks that look similar would not be taxed
the same due only to the process taking place inside them — such as storage of
dairy products versus fermenting of ethanol or beer.

Finally, some items could be treated one way for sales tax purposes, but another
way for property tax purposes. For example, a bin or tank may be considered
production equipment when purchased (and thus exempt from sales tax), but
treated as storage/real property, once installed (and thus subject to property tax).
While this could confuse some industry members, Minnesota laws do not use the
same specific guidelines for both sales and property taxes, which is not part of the
department’s recommendation.
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Sales tax laws are unique and different from property tax laws because each serves
a different purpose, and each is applied and collected differently. Whether or not
this recommendation is adopted, there will continue to be some dissonance
between sales and property taxes because they have different tax bases and rules.

Revenue Impact

By expanding the definition of (exempt) personal property, this proposal reduces
the amount of taxable property in Minnesota. (That is, some property that is
currently subject to property taxes would become exempt.)

Based on the limited data assessors were able to provide for this study, the
department estimates that this scenario would reduce the property tax base in the
biofuels, alcoholic beverage, and dairy industries by $30.1 million.*

This shifts an estimated $780,000 in taxes away from properties in these industries
and onto other properties in the counties, cities, and towns where they reside.
(When the tax base is reduced in this way, all taxable properties in a jurisdiction
must pay more in property tax to make up the difference.)

These numbers represent statewide totals, but the affect will be greater in some
jurisdictions, while others will not be affected at all. Some jurisdictions could lose a
significant portion of their tax base under this scenario.

To mitigate these impacts, we recommend the state provide transition aid to
municipalities that experience significant loss of tax base from this change. Our
recommendation is that this aid be gradually reduced in later years, as Minnesota
has done for similar changes in the past.®

Note: These estimates are based on limiting the change to the industries identified
in the report. If the scope of this change is broadened, it will increase the impact
beyond what we can now estimate.

4 This estimate includes properties enrolled in the Job Opportunity Building Zone (JOBZ) tax exclusion program.
There is an additional $24.2 million of value of JOBZ property in the affected industries that is currently nontaxable
because of enrollment in the JOBZ program. Most of the exemptions from the JOBZ program are scheduled to
expire in 2015, with some expiring in 2018. Under Scenario 1, the amount of value that becomes taxable when
the JOBZ exclusion is phased out will be reduced by the $24.2 million.

5 For example, in response to a 2007 Rule change, utility value transition aid was created to temporarily
compensate jurisdictions that lost a large share of their tax base by providing aid equal to the lost tax base
multiplied by the municipality’s tax rate. As utility values have recovered, the aid has decreased. See Minnesota
Statutes, section 477A.16.
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Revise the statutes so that the definition of taxable real property includes
everything attached to or installed in the real property.

More specifically, taxable real property would include any machinery or equipment
that:

e cannot be easily removed, or removed without damage, from a property;
e is integrated into a property®; and
e is a permanent addition to a property, not intended to be moved elsewhere’

Under this scenario, the following would be considered personal property, and thus
exempt from property tax:

¢ Equipment that is not bolted down, affixed, or attached with piping
e Machinery that could be removed without damage to itself or the building

¢ Machinery that could be removed without preventing the use of other
installed machines

This approach would essentially treat business production property the same as
non-production property (such as homes) in that all pipes, vents, etc., would be
taxable as part of the real estate. This would be similar to the guidelines created
under Abex Corp. v. Commissioner of Taxation, 1973 (207 N.W.2d 37).

The following guidelines would be used to identify machinery or other items that
are personal property, and thus exempt from property taxes:

e Machinery is exempt personal property if it is:
0 readily moveable;
0 able to be sold independently;
0 not intended to be a permanent fixture to the property; and
o]

can be removed from a plant without damaging the item or the
structure, or without having to modify the structure

e Inventory, furniture, furnishings, automobiles or other vehicles, tools, parts
or spare parts are exempt personal property.

Assessors would have to use multiple criteria to determine whether a component is
considered real or personal property. Whether equipment provides shelter (the

8 This would also include normally taxable real property such as escalators, elevators, heating and air conditioning,
sprinkler systems, plumbing, electrical installations, etc.

7 In years past