Show me the money

Public incentive financing can help build your next project

ommercial real estate developers increasingly are
C offsetting the costs of public improvements by
taking advantage of public incentive financing. The
arrangements often are complicated, but can pay off

for both real estate developers and governments.

Financing a la carte

Governments generally offer public incentive financing
to attract retail businesses capable of producing high
sales tax revenue. This is particularly true in areas
where property tax revenues are low. The financing can
help you, in turn, reduce costs and increase profits. The

most popular options are:

Tax abatements. With tax abatements, a government
grants a temporary freeze on a taxpayer’s obligation to
pay taxes or on its tax rates. These often are used in con-

junction with tax incremental financing (TIF) statutes.

TIFs permit a government to direct property taxes from a
defined geographic area to pay for public improvements
to help generate private sector development. Part of the
rationale behind TIFs is that the public improvements
are to be paid for by the additional taxes generated by
those improvements. The developer is thereby spared
financial responsibility for the improvements. Tax abate-
ments and TIFs are especially appealing for high-end
retail or mixed-use developments in areas with rising

property values.

A similar tax abatement option involves payment in lieu
of tax (PILOT) programs. A developer transfers property
ownership to a tax-exempt governmental entity. Then,
the developer pays the entity the sum it would have
paid if the property weren’t tax-exempt, based on the
predevelopment assessed value. The abatement prevents
an increase in property taxes after the project is com-
plete. The government entity applies the payment to

finance public improvements in the development.

If your government entity lacks a statute specifically

providing for tax abatement financing, don’t overlook

the potential for ad hoc negotiated arrangements. The

entity may be open to an abatement agreement.

Improvement districts. You also can benefit from
community development or public improvement districts,
which permit developers to leverage revenues that stem
from a district. Unlike TIFs, which governments use to
temporarily redirect or forfeit taxes, these districts use
new fees or assessments created by the developer to

finance public improvements.

The developer, for example, might charge owners in the
district a fee that reflects the difference in their proper-

ties” value before and after development and installation
of public improvements. The district approach can work

well for large residential and mixed-use developments.

Bond financing. Tax-exempt bonds, such as “GO Zone”

bonds, are another potential financing option, especially as




they have become more readily available. The federal Gulf
Opportunity Zone Act of 2005 established GO Zone bonds,
which enable businesses to borrow capital at favorable
tax-exempt rates to acquire, construct, reconstruct or ren-
ovate certain nonresidential real property, qualified resi-
dential rental projects, and public utility property in parts

of Louisiana, Alabama and Mississippi.

Interest on GO Zone bonds is exempt from federal and
state income taxes, as well as from inclusion in the fed-
eral alternative minimum tax. The interest rates devel-
opers pay bondholders are, therefore, significantly lower
than conventional rates. These tax-exempt private activ-

ity bonds are available through 2010.

Get it in writing

Public incentive financing packages can be structured to
combine different types of incentives — for example,
abatements and tax-exempt bonds. It’s critical to nail
down the details of a package offered by taxing authorities

in a developer agreement that expressly defines the

parties’ rights and obligations. The agreement is likely

to address:

B Remedies, including repayment obligations should
you default,

B Guarantees of certain obligations until you satisfy
specific financial benchmarks, and

B Compliance issues such as bidding laws and the

effects they will have on timing and other matters.

Also consider the potential timing difficulties caused by
construction and improvement delays, which could
compromise your ability to satisfy commitments to

lenders, contractors and tenants.

Follow the money

The above vehicles don’t represent every public incen-

tive financing option. In fact, governments can legislate
tax credits and other incentives for specific projects. To

ensure you're taking advantage of every opportunity,

discuss your project with a legal expert. <

Keeping up with the court

EPA releases postRapanos wetlands guidance

hen building on or near wetlands, many devel-
Wopers know the critical and often costly role
permits play. As reported in the U.S. Supreme Court’s
decision in Rapanos v. U.S., more than $1.7 billion is

spent each year to obtain permits to deposit fill materials

in wetlands.

The court’s multiple opinions in that case left some
uncertainty regarding federal jurisdiction under the Clean
Water Act (CWA), but the Environmental Protection
Agency (EPA), along with the Army Corps of Engineers,
has issued guidance for the governmental entities charged
with implementing the decision. The guidance provides

several valuable insights for developers.

The Rapanos decision
The CWA prohibits the discharge of any pollutants,
including dredged or fill material, into “navigable

waters” except in compliance with the act. Under the

statute, “navigable waters” are defined as “the waters of




the United States, including the territorial seas.” Based
on the CWA, the Corps has asserted jurisdiction over
not only traditional navigable waters, but also wetlands,
ephemeral streams, ditches and manmade channels that
eventually connect through other tributaries with navi-

gable waters.

In Rapanos, the Supreme Court addressed the extent of
federal jurisdiction under the CWA, specifically deter-
mining whether a wetland or tributary constitutes
“waters of the United States.” Writing the plurality (but
not the majority) opinion, Justice Scalia ruled that the

Corps may exercise jurisdiction over wetlands only if:

1. The adjacent channel is a relatively permanent body
of standing or continuously flowing water connected

to traditional navigable waters, and

2. The wetland has a continuous surface connection
with such relatively permanent waters, making it
difficult to determine where the water ends and

the wetland begins.

Justice Kennedy presented a different formula for juris-
diction. He held that jurisdiction exists if the wetland
has a “significant nexus” to navigable waters, as estab-
lished when a wetland “alone or in combination with

similarly situated lands in the region significantly affects

the chemical, physical and biological integrity” of navi-
gable waters. If, on the other hand, a wetland’s effects
on water quality are speculative or insubstantial, the

wetland falls outside of “navigable waters,” precluding

jurisdiction.

Thus, as explained in the new EPA guidance, jurisdic-
tion will be asserted under CWA if either the Scalia or
Kennedy standard is satisfied. If not, jurisdiction of these

federal agencies is restricted.

The significant nexus evaluation

According to the guidance, the EPA and Corps will
assert jurisdiction over the following types of waters

if they have a significant nexus with a traditional navi-

gable water:

B Non-navigable tributaries that aren’t relatively
permanent,
B Wetlands adjacent to non-navigable tributaries that

aren’t relatively permanent, and

B Wetlands adjacent to, but not directly abutting, a

relatively permanent tributary.

A “non-navigable tributary” is defined as a non-navigable
water body whose waters flow into a traditional navigable
water either directly or indirectly by means of other

tributaries.

not exert jurisdiction over:

Clear waters: Where jurisdiction is easy to spot

Although many types of wetlands must undergo andlysis to determine
whether permit jurisdiction exists, the answer is clear for other types. The
Environmental Protection Agency and the Army Corps of Engineers will

“Relatively permanent” waters
don’t include ephemeral tributaries,
flowing only in response to precipi-
tation, or intermittent streams that
don’t typically flow year-round

or have continuous flow at least

B Swales or erosional features such as gullies and small washes character-
ized by low-volume, infrequent or short duration flow, and

B Ditches, including roadside ditches, excavated wholly in and draining only
uplands and not carrying a relatively permanent water flow.

However, even when not constituting waters subject to the Clean Water
Act's (CWA's) permitting jurisdiction, swales and ditches could serve as
hydrologic connections between an adjacent wetland and a traditional nav-
igable water. They also may function as “point sources,” defined by the
CWA as “discernible, confined, and discrete conveyances.” In such a case,
discharges of pollutants through the swales or ditches to other waters could
be subject to other CWA regulations.

seasonally. Such tributaries and
streams would be subject to the

significant nexus analysis.

The guidance provides an outline of
the significant nexus analysis. The
analysis assesses the flow character-
istics and functions of the tributary
and the functions performed by any
adjacent wetlands to determine

whether they significantly affect the




chemical, physical and biological integrity of downstream

navigable waters.

The principal considerations include the volume, dura-
tion and frequency of the flow of water in the tributary
and the proximity of the tributary to a traditional navi-
gable water. The agencies also will consider a number of
hydrological factors (such as historical records of water
flow and flood predictions) and ecological factors (func-
tions that the tributary and adjacent wetlands perform
that affect downstream traditional navigable waters,

such as the ability to transfer nutrients).

There are other relevant factors: one being the tributary
and adjacent wetland’s capacity to carry or reduce pollu-

tants or floodwaters to traditional navigable waters.

Going forward
The guidelines took effect June 5, 2007, but the EPA

and Corps invited public comments and input for the
first six months of implementation. With additional legal
challenges to the scope of CWA jurisdiction likely, the
guidelines may well evolve. So developers need to stay

up to date on wetland developments. <

The architect-client relationship

How it affects duties and remedies

In Carlson v. SALA Architects, Inc., a state appellate court

has held that the relationship between an architect
and his or her client isn’'t necessarily fiduciary. That
decision could affect the duties owed — and remedies

available — to clients, including developers.

Case foundation
In August 2000, the plaintiffs hired SALA Architects to

design a single-family home in Minnesota. They selected
SALA and its architect Dale Mulfinger because of their
combined expertise in the design of cottage-style homes.
The plaintiffs specifically stated that they didn’t want a

modern or contemporary style.

After the plaintiffs and SALA entered into a written
agreement, SALA assigned David Wagner to assist with
the project. Wagner was experienced, having worked on
the West Coast, but he wasn’t licensed as an architect in
Minnesota. The plaintiffs claimed that they’d believed
Mulfinger would play a significant and active supervi-
sory role. They also contended that Wagner had
assumed the principal role in the project, that his expe-
rience was in the modern style and that SALA had held

him out to be a qualified architect.

After numerous meetings and design plan revisions, in

September 2001 the plaintiffs stopped the project and
terminated the firm, having concluded that SALA wasn’t
complying with their agreement. The plaintiffs had paid
SALA nearly $292,000 in design fees.

In 2004, the plaintiffs sued SALA, alleging breach of
contract and professional negligence, and sought a
return of the design fees. The trial court found that
SALA had been professionally negligent in holding out

as licensed the unlicensed architect. The court then held




that, because SALA owed a fiduciary duty to the plain-
tiffs, and breached that duty, the plaintiffs were entitled
to a return of the fees they had paid.

Appellate deconstruction

Minnesota statutory law allows unlicensed persons to
engage in architectural work if they’re supervised by a
licensed architect who takes “responsible charge of such
work.” The trial court concluded that Mulfinger hadn't
assumed project responsibility. The appellate court, how-
ever, found that SALA’s contention that Mulfinger sad
taken responsible charge of the work created a genuine
issue of material fact for trial, and therefore the trial court

should not have granted judgment for the plaintiffs.

The appellate court also found that the trial court
wrongly assumed a fiduciary relationship exists per se
between architect and client in Minnesota. It described a
fiduciary relationship as one “characterized by a ‘fiduci-
ary” who enjoys a superior position in terms of knowl-
edge and authority and in whom the other party places
a high level of trust and confidence.” The court noted
that Minnesota has declined to classify even the

physician-patient relationship as fiduciary.

The appellate court ultimately held that the architect-
client relationship isn’t per se fiduciary in Minnesota. It
acknowledged, though, that the facts in a given case

could create such a relationship.

The appellate court further questioned whether the
plaintiff’s negligence claim was appropriate when SALA’s
services ended at the design phase. It observed that all
of the duties imposed on SALA at that point were con-
tractual, and that, on remand, the district court and the
parties may consider whether there exists a viable negli-
gence claim, apart from breach of contract. The court
indicated that “a true negligence claim would seem to
have to relate to a stage beyond the design phase, likely
the building phase.”

A better verdict for clients

From a client’s perspective, imposing a per se fiduciary
duty would be more favorable because the architect
would owe the client additional duties beyond just car-
rying out the terms of the contract. Because this area of
law varies from state to state, be sure you check with

your attorney if you run into a similar situation. +

Environmental claims may not transfer with the deed

Real estate purchasers may assume they’re obtaining all of the rights associated with the property they’re purchas-
ing. In reality, you may lack the right to receive compensation for injury to a property that occurred before you
owned it, unless that right is transferred through the deed. In most states, for example, you can’t seek recovery for
environmental contamination from a third party polluter discovered down the road if the recovery rights weren’t
formally transferred by deed.

Under common law, only the individual who owns property at the time of injury can recover for claims such as
negligence, nuisance or trespass. Subsequent owners generally can’t bring these claims, even if the injury isn’t dis-
covered until after ownership has transferred. This limitation is especially relevant in cases of environmental con-
tamination from third parties, which often isn’t uncovered until years after the fact.

When purchasing property, seek a provision transferring all claims for injury to the property to ensure you can pur-
sue those responsible for any contamination. The deed should assign and transfer all claims, demands and causes of
action arising from or related to any environmental injury to the property that may have occurred before the trans-
fer. The assignment won't, of course, apply to claims that the seller couldn’t make because the statute of limitations
had expired or for some other reason, such as the damage having occurred before the seller’s ownership.

If the seller contributed to the contamination, or knew or should have known about it, you can seek recovery from
the seller. And you could turn to federal or state environmental liability statutes after paying for the cleanup. A
party who pays cleanup costs can recover from parties responsible for the contamination — regardless of owner-
ship status — but may be required to enter a formal cleanup agreement with the government.
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Get it REIT the first time

eal estate investment trusts (REITs) have become
Rprominent players in commercial real estate.
REITs can prove significant to real estate investors inter-
ested in diversifying their portfolios and developers
looking for alternative financing sources. But not all
REITs are the same. Understand the differences before
you decide to use them as part of your investment or

financing strategy.

To be classified as a REIT, a corporate entity must distrib-
ute at least 90% of its taxable income annually as divi-
dends. The REIT pays little or no federal income tax on its

earnings, preventing double taxation to shareholders.

Know your REITs
A REIT may be private, publicly traded or nonexchange

traded. Private REITs aren’t registered with the Securities
and Exchange Commission (SEC), and their shares

don’t trade on national stock exchanges. Private REITs
therefore are subject to less regulation and mandatory
transparency, as well as the costs that go along with
them. They raise funds from individuals, trusts or other
accredited entities — generally high-net-worth individu-

als or entities.

Public REITs, on the other hand, file with the SEC, and
their shares are traded on national stock exchanges.
Although public REITs must go through the ritual of fil-
ing quarterly and yearly audited financial statements, to
allow interested parties to use the data in investment
and other decisions, they can tap a wider market of
lower-cost capital. Investors in public REITs have a read-
ily available market to buy and sell their stock, so the

investments tend to be highly liquid.

Nonexchange traded REITs file with the SEC, but their
shares don’t trade on a stock exchange. They usually
come with a minimum holding period for investment,
depriving them of the liquidity of traded REITs. Like
private REITs, liquidity typically is based on a REIT’s

investor redemption program.

All the REIT moves
The type of REIT can dictate the strategies of both man-

agement and investors. Public REITs, for example, are
more vulnerable to the volatility of equity markets. In
contrast, the value of shares in nontraded REITs
(whether private or nonexchange traded) is more likely

to change with the value of the underlying real estate.

Different REITs can face different difficulties when
pursuing a transaction, too. Since private REITs collect
capital solely from parties deemed suitable, they can run
into problems satisfying equity requirements for some
transactions. Public and nonexchange traded REITs, on
the other hand, might lack the flexibility essential to a

transaction, because of SEC regulations.

The managers of public REITs might focus primarily on
building up current yield, and give less thought to long-
term capital appreciation. Investors in these REITs typi-
cally attempt to sell at the best price, depending on their
hold strategy. Nontraded REITs, whose durations are
pre-established, usually target total returns — including

both current yields and appreciation.

Is it REIT for you?

Understanding the general differences among REITs puts
investors and developers in a stronger position by arm-
ing them with critical knowledge. It’s the first step in
determining if a particular REIT is a good fit with their
investment or financing needs — one that won’t back-

fire or limit their options down the road. %

This publication is distributed with the understanding that the author, publisher and distributor are not rendering legal, accounting or other professional
advice or opinions on specific facts or matters, and, accordingly, assume no liability whatsoever in connection with its use. LGRfm08



Keys to preserving Rights to a Mechanic¢’s Lien

By Thomas Richelo, Esq. — Of Counsel

Mechanic’s lien claimants must know and comply with
numerous terms and procedures. Property owners or tenants
defending those claims need equivalent knowledge to
defeat improperly filed or otherwise invalid liens. This summary
introduces key terms and procedures for claimants and defendants

The “Notice of Commencement” helps general contractors or
owners limit the parties who will have lien rights. It is a vital tool
for avoiding double payment or overpayment. Subcontractors

and suppliers directly contracting with general contractors are
automatically “lien eligible.” The notice procedures help identify
project participants who are unknown to the contractor because
they contracted with subcontractors. Within 15 days of starting a
project the owner or contractor must file Notice of Commencement
in the Superior Court where the project is located and post a copy at
the job site. Failure to do this negates the need for claimants not in
privity with the contractor to file a Notice to Contractor in order to
be lien eligible.

The Notice of Commencement must include:

(1) Contractor’s name, address, and phone number.

(2) Project name, location and property legal description;

(3) True property owner’s name and address;

(4) Name and address of whoever requested project
improvements be performed, if not true property owner;

(5) Name and address of any performance and payment
bond surety; and

(6) Name and address of any construction lender.

Contractors must copy the Notice to subcontractors and suppliers
upon request.

To preserve lien rights if Notice of Commencement was given,
laborers, suppliers and equipment/service providers who have no
contractual relationship with the general contractor must give a
“Notice to Contractor” containing;

(1) Name, address and phone number of provider of labor,
services, or materials;

(2) Name and address of whoever ordered such labor, services,
or materials;

(3) Project name and location as appearing in Notice of
Commencement; and

(4) Labor, services, or materials description and, if known, their
price or value.

This Notice should go to both owner and contractor by certified
mail. Whereas the Notice of Commencement is publicly filed, a
Notice to Contractor is not recorded. The Notice to Contractor is
due by the later of 30 days from filing of Notice of Commencement
or 30 days from the claimant’s first providing labor, materials

or services. By following these procedures, or if no Notice

of Commencement was made, lower-tier subcontractors and
“materialmen” (suppliers) become lien eligible provided the
contractual chain links them to the general contractor. However,
suppliers to suppliers have no lien rights.

For brevity the “Claim of Lien” contents are omitted here.
Claimants and defendants should use or review an approved form
or consult counsel to determine if their form complies. A Claim of
Lien must be filed in the Superior Court property records within
three months (not 90 days, as commonly thought) of completing
one’s performance. The last day of work, services or material
delivery is the first day of the three months. If three months

ends on a weekend or legal holiday, that is still the last date for
lien purposes. A Claim of Lien filed before work is completed is
invalid. A Claim of Lien can be amended only within the original
three-month period.

When filing the Claim of Lien, claimants must copy the owner

or contractor by registered or certified mail. Failure to do so and
retain delivery proof can invalidate the lien. Claimants should send
copies to both parties and retain evidence of receipt by each..

Claimants must sue their contracting party within 12 months after
the claim became due. This makes claimants prove the debt against
the party most knowledgeable about it. This deadline applies
whether the owner or contractor ordered the services, materials or
equipment. Failure to commence the action on time defeats the
lien. The 12 months start when the claim became due, not on the
lien filing date, and cannot be extended by agreement. Within 14
days of filing the perfection action a claimant must file “Notice of
Commencement of Action to Perfect Lien” with the Superior Court
in the county of the property. This additional lien enforcement
prerequisite applies even if claimant and owner contracted directly.
After meeting all these requirements the claimant must then prove
the claim to recover.

This concise lien law summary reveals how easily mistakes can
defeat lien rights or defenses. Lien claimants and defenders should
consult experienced legal counsel to assure all lien law hurdles are
cleared.

Thomas Richelo recently joined Schulten Ward & Turner, practicing
primarily construction law and business dispute resolution.
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