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Minnesota Case Law and Dark Store
Theory Concepts
USPAP:Jurisdictional Exception Rule
In an assignment involving a jurisdictional exception, an
appraiser must:
1. Identify the law or regulation that precludes
compliance with USPAP;
2. Comply with that law or regulation;
3. Clearly and conspicuously disclose in the report the
part of USPAP that is voided by the law or regulation;
and
4. Cite in the report the law or regulation requiring this
exception to USPAP compliance.

Minnesota Case Law and Dark Store
Theory Concepts
All property in MN must be valued at its “market
value.” Minn. Stat. §273.11, subd. 1
“[T]he compensation which a willing purchaser
not required to buy the property would pay to
an owner willing but not required to sell it,
taking into consideration the highest and best
use of the property. McNeilus Truck & Mfg.,
Inc.v. Cty. of Dodge, 705 N.W.2d 410, 413.

Minnesota Case Law and Dark Store
Theory Concepts
Tax policy wins when appraisal theory collides
with market reality.
Federal Reserve Bank cases (3 cases):
The assessment was upheld all three
times for this special purpose property.

Minnesota Case Law and Dark Store
Theory Concepts
Comparables from the ends of the spectrum are not
persuasive.
The Jennie-O Cases:
- Outdated comparables or those requiring significant
adjustment rejected.
- May not rely solely on sales at the low end of the range.
- Court attempted to strike a balance between
consideration of vacant, functionally obsolete properties
and consideration of sales of a going concern.

Minnesota Case Law and Dark Store
Theory Concepts
“As is” valuation or not?

Westridge Mall Limited Partnership v. Cty. of
Ottertail, Nos. 56-CV-10-1119 et al., (Minn. T.C.,
March 20, 2014)
Tax Court did consider the effect of
reciprocal easement agreements and
exclusivity clauses in the tenant leases in
determining taxable value.

Minnesota Case Law and Dark Store
Theory Concepts
“As is” valuation or not?

KCP Hastings, LLC v. Cty. of Dakota, Nos. 19HACV-11-2713 et al., (Minn. T.C., Dec. 29, 2016)
Tax Court held that market rent, not
contract rents must be considered in a fee
simple analysis.

Minnesota Case Law and Dark Store
Theory Concepts
“As is” valuation or not?

In Blandin Paper Co. v. Cty. of Aitken, 883 N.W.2d
803 (Minn. 2016).
Property to be valued for tax purposes as
burdened by existing conservation
easement.

Minnesota Case Law and Dark Store
Theory Concepts
“As is” valuation or not?

EOP-Nicollet Mall, L.L.C. v. Cty. of Hennepin, 723
N.W.2d 270 (Minn. 2006).
Leased fee sales were rejected in fee
simple analysis where rents were not at
market.

Minnesota Case Law and Dark Store
Theory Concepts
Use restrictions treated as “condition of sale.”

Menard, Inc. v. Cty. of Clay, Nos. 14-CV-12-1500,
et. al. (Minn. T.C., Sept. 18, 2015)).
Court determined deed restriction
imposed a genuine constraint on the
property and imposed a 15% use
restriction for each assessment date.

Dark Store Theory
According to the Assessing Community:
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Purpose: provide guidance for the valuation of bigbox retail properties

Scope:

big-box retail between 50,000 and
200,000 square feet. The discussion can
be applied to any size retail store and
also to other property types.
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Dark Store

Do they have the same
highest & best use ??

New Operating Store

Should an appraiser
use the same
comparables for both ?
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Executive Summary –
Dark Store Theory
Property owner’s position: To value occupied bigbox stores as-if-vacant and available for sale or
lease to a future hypothetical user rather than in its
current use, which is often a functioning, occupied
store.
Response: To value an occupied subject property as
if vacant requires a hypothetical condition that the
appraiser is required to disclose.
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Executive Summary
Build-to-suit & Sale-leaseback Transactions
Property owner's position: Claims transactions are
based either on financing or on improvement costs,
premium for land.
Response: Analyze transactions to determine if they
reflect the market value of the fee simple estate.
Neither transaction should be automatically
disregarded as improper comparables.
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Executive Summary
Value-in-Use vs. Value-in-Exchange
Property owner's position: Value the property with
a lease in-place raises concern that value-in-use as
opposed to value-in-exchange is being appraised.
Response: If contract lease terms and rent are
reflective of market, then contract rent equals
market rent and value-in-use is equal to value-inexchange. If not, supportable adjustments should
be made to reflect value-in-exchange.
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Executive Summary
Functional Obsolescence
Property owner's position: Custom improvements
have value only for the specific occupant; hence,
they are functionally obsolete as soon as they are
built.
Response: Most big boxes are not unique. It is for
the market to determine whether the
improvements are in demand. It will be for the
future buyer to make the economic decision to
retrofit or demolish.
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Executive Summary
Abandoned Vacant Stores
Property owner's position: Abandoned, vacant
stores are evidence of functional obsolescence and
lack of market demand.
Response: Abandoned stores may be evidence of
functional obsolescence, or an indication of the
detrimental impact that deed restrictions or
changing demand in the marketplace can have on
the pool of potential buyers.
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Executive Summary
Impact of Restrictive Covenants
Property owner's position: Deed restrictions have
no significant impact on property value.
Response: Deed restrictions, by design, are
imposed to limit competition and force a change in
highest and best use.
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Executive Summary
Lease as an Encumbrance
Property owner's position: Fee simple valuation
assignment is the value unencumbered by a lease,
which is as a vacant store.
Response: A lease does not encumber real property
ownership rights. A lease is a possessory right and a
property may be held in fee simple, subject to a lease.
Sales of leased properties can and should be used as
comparables, if adjustments are made for above- or
below- market rents when a market rent conclusion is
required.
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Fee Simple Absolute Definition
Many jurisdictions require a valuation of the fee
simple absolute estate (or fee simple). Black’s Law
Dictionary defines fee simple as,
An interest in land that, being the broadest
property interest allowed by law, endures
until the current holder dies without heirs;
esp., a fee simple absolute. Often shortened
to fee. (Garner 2014)
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Fee Simple Absolute (Continued)
The legal concept of fee simple merely states that
the owner has a fee simple estate, rather than
another lesser estate, such as a life estate, fee
simple determinable, or other various estates.

It does not address implied limitations imposed by
the government powers of taxation, eminent
domain, police power, and escheat or private
encumbrances on the property.
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Fee Simple Absolute (Continued)
The important aspect to note is that “fee simple”
has absolutely nothing to do with
leases/mortgages/liens/deed restrictions or any
other encumbrance or distribution of any of the
property rights to others.
It simply means that the current owner has full
control of the disposition of the property.
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Executive Summary
Fee Simple & Leased Fee Issues
Property owner's position: Fee simple requires the
property to be unencumbered and a lease is an
encumbrance that removes a stick in the bundle of
rights.

Response: A lease fulfills the basic wish of the
owner to receive rent. It is not an encumbrance to
ownership; it is a contract for the use of the
property to provide rental income.
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Executive Summary
Highest and Best Use
Property owner's position: If a property is a
certain size, regardless of investment class,
occupancy, or deed restriction, it serves as an
appropriate comparable for a subject property that
is occupied and is not burdened with such a
restriction.
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Executive Summary
Highest and Best Use
Response: Appraisers should be wary of an overly
broad highest and best use conclusion of “general
retail”. Market segmentation analysis indicates the
existence of multiple investment classes or retail
property types, similar to offices, apartments, hotels,
etc.
Response: Size alone does not make it an appropriate
comparable. Appraisers highly encouraged not to use
deed-restricted comparable if the subject property
does not have a similar restriction.
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Market Value & Big-Box Retail
An appraiser’s market value conclusion of a fee
simple estate in a big-box property should reflect
the actual market condition of the property on the
date of valuation.
If occupied, value as an occupied property, using
similar comps.
If vacant, value as a vacant property, using similar
comps.
31

Market Value & Big-Box Retail
Cost Approach inherently values the property in fee
simple and arrives at a value as occupied (stabilized).

Income Capitalization Approach assumes the property
is occupied (stabilized), using income and expense data.
Using vacant sale comparables to value an occupied
property requires an adjustment or a hypothetical
condition, as this is valuing something contrary to what
actually exists.
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Market Value Definition
Market Value - the most probable price, as of a
specified date, in cash, or in terms of equivalent to
cash, or in other precisely revealed terms, for which the
specified property rights should sell after reasonable
exposure in a competitive market under all conditions
requisite to a fair sale, with the buyer and seller each
acting prudently, knowledgeably, and for self interest,
and assuming that neither is under undue duress.

The Dictionary of Real Estate Appraisal Supra, p. 141
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Value-in-Use Definition
Value-in-Use - the value of a property assuming a
specific use, which may or may not be the property’s
highest and best use on the effective date of the
appraisal. Value-in-use may or may not be equal to
market value but is different conceptually.
The Dictionary of Real Estate Appraisal, supra, p. 245
When the highest and best use of a property is defined
as how the property currently exists in use, the valuein-exchange of the property is equivalent to the valuein-use of the property.
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Hypothetical Sale Issues
Hypothetical Sale – facts about the physical aspects
of property and economic conditions surrounding
the subject property.
Hypothetical Seller – unknown seller is
knowledgeable and acts prudently and with self
interest.
Hypothetical Buyer – appraiser does not identify
buyer, current owner/user is a potential buyer.
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Market Segmentation
Investment Class A – first-generation space, very
good locations NNN, long-term leases, national or
regional tenants, attracts national investors, such as
REITS, retirement funds, etc.

Investment Class B – first-generation space, slightly
older, good locations, remaining lease terms exceed
10 years, attracts national and regional investors.
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Market Segmentation
Investment Class C – nearing the end of their
economic life for first-generation space and may be
classified as second-generation space, less desirable
retail locations, remaining lease terms less than 10
years.

Investment Class D – second-generation space, sell
at low prices, often vacant or soon to be vacant.
Original market demand for these properties has
moved to more desirable retail locations.
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Cost Approach
Strengths – it inherently values the fee simple
property rights and eliminates the debate about
leases and deed restrictions.
Weaknesses – depreciation and entrepreneurial
profit/incentive estimates are difficult to support.
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Sales Comparison Approach
Strengths – reliable when truly comparable
properties are available in the market. This
straightforward approach is widely understood and
relied upon by the courts. It reflects the actions of
buyers and sellers and is used to estimate market
value.
Weaknesses – sales may not be truly comparable
and can lead to unreliable conclusions.
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Sales in the Big-Box Market
Build-to-suit – when the parties agree that the sale
reflects market , the transaction is a potential
comparable sale.
Sale leasebacks – can be used when the circumstances
meet the market value criteria.
Private sales – sales of leased properties can be used
for occupied properties, if the parties are unrelated and
the circumstances meet the market value criteria.
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Deed Restricted Comparable Sales
Deed Restricted Sales – comparable sales with deed
restrictions should not be used for subject
properties that are not encumbered with deed
restrictions.

Deed restrictions, by design, change the highest
and best use and may limit the possible pool of
buyers.
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Market Segmentation
of Comparable Sales
Market Segmentation – differentiating the subject
and comparable sales into segments, such as
investment classes or retail types, creates a logical
hierarchy. Ideally, first- generation space should be
compared to a first generation subject and so on.
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Income Capitalization Approach
Strengths – fee simple owner of commercial big-box
properties often lease their properties and this
approach directly reflects investor market behavior.
Weaknesses – proper selection of an appropriate
capitalization rate and any slight error in income or
operating expenses are magnified in capitalization.
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Reconciliation and Summary
Cost Approach – useful when there is a scarcity of
comparable sales in the market. Investors use this approach
to determine financial feasibility, so it reflects market
behavior.
Sales Comparison Approach – provides strong support
when there is ample data with suitable substitute
properties.
Income Capitalization Approach – used by investors of
leased commercial properties. Market segmentation will
help identify suitable rent comparables and capitalization
rates.
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Conclusion
Recent controversy and litigation surrounding bigbox valuation claims that assessments are not
equitable prompted a need for this position paper.
This paper provides guidance in using appraisal
methodologies to derive the appropriate value
required by the jurisdiction for big-box retail stores.

45
62453830.pptx

Dark Store Theory
According to the Taxpayer:
Presented by Judy Engel

Dark Store Theory
There is no such thing as the Dark Store Theory.
This “theory” was developed by a handful of
activist assessors and appraisers in an attempt
to tax big box retailers using above-market build
–to-suit leases and sale-leaseback transactions.

Dark Store Theory
IAAO Commercial Big-Box Retail: A Guide to MarkedBased Valuation.
Presented at the IAAO Conference in Las Vegas in
September of 2017.
Both factually and legally misleading and
inaccurate.
Seriously misstates the taxpayer’s positions on the
issues.

Dark Store Theory
The “Dark Store Theory” is not one advocated by
taxpayers who argue that you may only consider
“dark” or vacant stores when valuing a big box (or
any other property for that matter) for purposes of
ad valorem taxation.
The “Dark Store Theory” is actually advocated by
the taxing authority and argues that one may never
consider a “dark” or vacant store when valuing a big
box retail store for purposes of ad valorem taxation.

Dark Store Theory
Main dispute hinges on the definition of “fee
simple.”
Fee Simple = “Absolute ownership unencumbered
by any other interest or estate, subject only to the
limitations imposed by the governmental powers of
taxation, eminent domain,, police power, and
escheat.”
Dictionary of Real Estate Appraisal, 90 (6th Ed. 2015)

Dark Store Theory
IAAO effectively argues that the definition should
be ignored, because it is not a “legal” term but
rather an “appraisal” term.
Problem #1: Most laws relating to ad valorem
taxation (including those in MN) require that real
property be valued using generally accepted
appraisal practices.
Problem #2: The remaining portions of the IAAO
paper cite directly to The Dictionary of Real Estate
Appraisal

Dark Store Theory
According to the IAAO, the portion of the definition
of “fee simple” which should be ignored, is the
portion relating to “encumbrances.”
According to the IAAO: “’[f]ee simple’ has
absolutely nothing to do with
leases/mortgages/liens/deed restrictions or any
other encumbrance or distribution of any of the
property rights to others.”

Dark Store Theory
That quote is simply and patently false.

The only way one can reach that conclusion is to
ignore the definition of “fee simple” from the
Dictionary of Real Estate Appraisal.

Dark Store Theory
Fee Simple = “Absolute ownership
unencumbered by any other interest or estate,
subject only to the limitations imposed by the
governmental powers of taxation, eminent
domain,, police power, and escheat.”
Dictionary of Real Estate Appraisal, 90 (6th Ed.
2015)

Dark Store Theory
The IAAO must make the argument, however, because
the whole point of its “Dark Store Theory” is to allow the
consideration long-term above-market build-to-suit
leases and sale-leasebacks when establishing market
value.
If you adopt the definition of fee simple adopted and
utilized by the appraisal community for years, you may
not consider long-term above-market build-to-suit leases
or sale-leaseback transactions in a fee simple analysis
without making adjustments to market.

Dark Store Theory
So, the IAAO has come up with a new concept:

“The fee simple interest subject to a lease.”
Rejected is the term “leased fee,” which again is
eschewed as a pesky “appraisal term” and not a
true “legal term” that has any meaning.

Dark Store Theory
The IAAO also advocates the adoption of a market segmentation
analysis of highest and best use based on “Investment Class.”
Notably, the IAAO offers neither legal or appraisal
support for this analysis, but it fits their narrative, so that must
be okay.
Because the existence of a lease no longer renders a property held in
the leased fee, this investment class market segmentation classifies
properties primarily by the strength of the tenant in place and the
terms of the lease and expressly considers the current occupancy of
the property as part of the analysis.

Dark Store Theory
Then by applying the market segmentation highest
and best use analysis, the IAAO “Dark Store Theory”
asserts that when assessing an occupied big box
retail store subject to a lease, one may only
consider other occupied big box stores subject to a
similar duration lease.
And that “dark” or vacant stores (which are also
referred to under the theory as “abandoned”
stores) must be rejected as having a different
highest and best use.

Dark Store Theory
The IAAO Dark Store Theory argues that a build-to-suit
lease is “market driven,” (i.e.: entered into by willing
market participants) and therefore a valid transaction
which can be considered in a fee simple analysis.
The IAAO argues that as long as the parties to a build-tosuit lease are unrelated and negotiating in good faith, the
lease is a fair market transaction.
This argument ignores the fact that with a
build-to-suit lease, the property is never
exposed to the market.

Dark Store Theory
The IAAO Dark Store Theory improperly ignores
the reality that a build-to-suit lease generally
functions as a financing mechanism for the costs
of construction.

Therefore, the rate is not tied in any manner to
the rent an unrelated 3rd party would be willing
to pay for the space in the open market.

Dark Store Theory

The IAAO theory directly contradicts the
positions of both The Appraisal Foundation and
The Appraisal Institute:

Dark Store Theory
The Appraisal Foundation:
“Sale/leaseback transactions present difficulties as comparable sales.
Such transactions are frequently financing arrangements in which the
seller often agrees to an above-market lease rate in return for an
above-market sale price. Due to the problems of deriving accurate
market based adjustments for such factors, the sale may not provide a
reliable indication of value. The appraiser may consider avoiding the
comparable altogether or at least consider using extreme caution.”
APB Valuation Advisory 2: Adjusting Comparable Sales for Seller
Concessions , The Appraisal Foundation (2012).

Dark Store Theory
The Appraisal Institute:
“If the sale of leased property is to be used as a
comparable sale in the valuation of the fee simple
estate of another property, the comparable sale can
only be used if reasonable and supportable market
adjustments for the differences in rights can be
made.”
The Appraisal of Real Estate, The Appraisal Institute,
14th ed., (2013) at 406.

Dark Store Theory
The Appraisal Institute:
“The fee simple interest is defined as absolute ownership
unencumbered by any other interest or estate. Ownership of
the fee simple interest is equivalent to ownership of the
complete bundle of rights, subject only to the four powers of
government.”

“The fee simple indicates available to be leased at market
rates.”
Capitalization Theory and Techniques Study Guide, The
Appraisal Institute, 3rd Ed., (2009) at 72.

Dark Store Theory
IAAO theory inconsistent with recent decisions
of the MN Tax Court.
Menard, Inc. v. Cty. of Clay, File Nos. 14-CV-121500, et. al. (Minn. T.C., Sept. 18, 2015)
Holds that leased fee sales may only be
used in a fee simple analysis if supportable
market adjustments can be made for the
differences in property rights.

Dark Store Theory
IAAO theory inconsistent with recent decisions of
the MN Tax Court.
Menard, Inc. (Cottage Grove) v. Cty. of Washington,
File Nos. 82-CV-14-1681, et. al. (Minn. T.C., Sept. 11,
2017)
Build-to-suit leases should be considered with
skepticism. They are intended as a return on
construction costs and therefore, may not be
indicative of market rent.

Dark Store Theory
IAAO theory inconsistent with recent decisions of
the MN Tax Court.
EOP -Nicollet Mall, L.L.C., File Nos. 128793, et. al.
(Minn. T.C., February 11, 2005)
Leased fee sales may only be used in a fee
simple analysis if reasonable and supportable
adjustments can be made to reflect the
difference between the leased fee and the fee
simple.

Dark Store Theory
From a purely legal perspective:

The IAAO theory effectively converts the
valuation analysis for big-box retail stores from a
fee simple valuation into a leased fee valuation.

Dark Store Theory
From a purely legal perspective:

The IAAO theory will lead to a number of
constitutional violations:
Uniformity
Equal treatment
Due Process

Dark Store Theory
Constitutional Issues:
The IAAO theory will result not only in one type
of property (i.e.: big box retail) being valued and
taxed differently than all other property types.
It also will result in nearly identical properties
being valued and taxed differently solely as a
result of their current occupancy.

Dark Store Theory
The better option:
Value all property, including big box retail property using generally accepted
appraisal practices.

If a comparable property is sold subject to a lease, only use it as a comparable
sale if an adjustment can reasonably be made to account for any differences
between the leased fee and the fee simple.
If a lease is a build-to-suit lease, only use it as a comparable lease if an
adjustment can reasonably be made to adjust it to market.
“Dark” or vacant stores can be considered comparable to an occupied store as
long as they are physically similar in size, age, condition, location, etc. The
comparison should focus on the physical attributes of the buildings, not the
occupancy status.

Dark Store

They may very well
have the same
highest and best use.

New Operating Store

An appraiser may very
appropriately use the
same comparables
for both.
72

Recent Legislation Attempts in Other
States

Presented by: Judy Engel

Recent Legislation Attempts in Other
States
Indiana:
2015 Legislation
Any big box building that is at least 50,000 s.f. in
size, is occupied by the original owner or tenant
and has an effective age of 10 years or less must
be assessed based on the cost approach, less
depreciation and obsolescence under the rules
and guidelines of the department of revenue.

Recent Legislation Attempts in Other
States
Indiana:
2015 Legislation
In the assessment of any commercial income
producing real property, including sale lease-back
property (but excluding multi-tenant shopping
centers) that is less than 10 years old, a comparable
sale may NOT be used if the comparable: (1) has
been vacant for more than 1 year; (2) has significant
deed restrictions; (3) was sold for a different
purpose than the original occupant; and (4) was not
an arm’s length transaction.

Recent Legislation Attempts in Other
States
Indiana:
2016 Legislation
Both 2015 statutes were repealed – perhaps the
Indiana legislature recognized the inherent
constitutional issues the legislation raised?

Recent Legislation Attempts in Other
States
Indiana:
2016 Legislation
Replaced the 2015 legislation with a “market
segmentation” type analysis similar to the
“market segmentation” analysis in the IAAO
paper.
This change does not correct the constitutional
issues the raised by the legislation.

Recent Legislation Attempts in Other
States
Michigan:
2015 Legislation
1. Prohibits deed restrictions that are inconsistent with
the lawful use of the property.
2. Defines big-box stores as “limited use properties” and
provides that when valuing such properties for tax
purposes, the highest and best use of such properties
may only be the continued use of the property as
currently improved.
*Did not pass

Recent Legislation Attempts in Other
States
Michigan:
2016 Legislation
1.
Properties must be valued based on their highest
and best use.
2.
Places significant restriction upon the
consideration of vacant property sales.
3.
Places restrictions upon the consideration of sales
sold subject to a deed restriction.
*Did not pass
Reintroduced in 2017
*Did not pass

Recent Legislation Attempts in Other
States
Wisconsin:
2017 Legislation
1. Comparable sales must have same highest and best use
and be in the same “real estate market segment.”
2. Occupancy is a factor to be considered when determining
whether another property is comparable.
3. Properties with deed restrictions may not be used as
comparables.
4. Vacant properties may not be considered comparable to
occupied properties.
*Did not pass.

Sale Transactions – How to Handle?
• Build-to-Suit Leases
• Sale Leasebacks
• Private Sales (Continued Use vs. Change in
Use)
• Leased Fee Sales
• Sales Including Business Value

