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Construction and Design Law: Managing the Network of Interdependent Relationships
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Part 3
Lesson 24: Construction Finance
	Financing construction projects involves a specialized application of secured lending practices and documentation. While industry participants typically call on their financial advisors and commercial lawyers to arrange, negotiate, and administer financing for a project, construction lawyers and construction professionals should have a general understanding of the process and the most common structures and practices. 
	From the lender’s perspective, construction financing carries significant risks because the usual security for repayment of a construction loan is a mortgage lien on the project—an incomplete asset of undetermined value. As security during construction, the project’s value typically falls far short of the ongoing economic investment that the project represents because the costs required to complete the project cannot be known with certainty. Lenders and investors undertake a financial underwriting analysis based on cost and valuation estimates that remain subject to considerable doubt due to the risks that the project’s ultimate value may suffer because of defective designs, faulty construction, insolvency of key project participants, and deteriorating market conditions. Indeed, if a developer, a general contractor, or an important trade contractor defaults during construction, costs to complete the project will likely far exceed the budget established at commencement of construction. Replacing the project owner or a contractor inevitably involves delay and price escalation and may also result in serious problems with other participants, including threats of liens against the project. Even absent defaults during construction, the completed project may have less value than anticipated due to deteriorating conditions in the real estate market or in the industry segment involved.
	These complications generally lead construction lenders to take a cautious approach involving special repayment security devices and careful loan monitoring and administration practices. Where, as is commonly the case, the project itself is the primary security for loan repayment even though the project will not generate income or have proven value until completion, construction loans often include at least these features:
· the lender’s review and approval of the project budget, completion schedule, and key contracts and periodic inspections of progress toward completion;
· a detailed loan agreement binding the borrower to representations, warranties, conditions, and covenants to protect the lender’s interest and providing for the lender’s remedies in the event the borrower defaults under any of those provisions;
· “conditional” assignments to the lender of certain contracts (usually at least the contracts between the owner and its design professional and its general contractor) that allow the lender to take over the owner’s position under those contracts if a loan default occurs;
· a requirement that the borrower make an advance equity investment to cover a portion of the project costs;
· periodic disbursements of the loan proceeds to reimburse for verifiable costs incurred in accordance with the approved budget and subject to the borrower’s compliance with loan covenants;
· monthly draws to finance accrued interest, thereby increasing the loan balance beyond the value of the completed work;
· full recourse against whatever assets the borrower may have in addition to the project;
· personal guarantees from stakeholders in the borrowing entity, which may include a project completion guarantee from one or more of those stakeholders;
· a loan maturity date matched to the scheduled project completion or occupancy, often coupled with a commitment from a long-term lender to refinance the project upon completion.
	To this point, focus has been on conventional construction lending in which a bank or other commercial lending institution extends a mortgage loan to the project owner to finance a substantial part of the construction costs. Variations on this structure, however, are also common. For example, in what is sometimes simply labeled “project financing,” a financing institution or investment group may rely on a project’s projected revenue as the primary or exclusive source of loan repayment or return on investment. Under this structure, the entity developing the project and its stakeholders do not commit other assets to loan repayment. Such arrangements sometimes finance large industrial projects. Similarly, in a public-private-partnership, private investors may finance construction of a project for public use, such as a toll road, in exchange for the right to collect project revenues over an extended operational period calculated to allow the financing entity to recoup its investment plus a targeted return on that investment. Build-own-operate-transfer delivery systems follow this structure. An alternative approach supplements the primary construction loan with secondary or “mezzanine” financing by investors who either hold a mortgage on the project that is inferior in priority to the primary lender’s mortgage or who have some form of security in the borrowing entity itself. Other financing variations exist as well, constrained only by market conditions and investor interests and creativity.
Suggested additional reading assignments
Selected sections of Chapter 14 of the Construction Law treatise available on Lexis/Nexis (titled “Construction Financing, Banking, and Loans,” which deals broadly with construction finance and includes a construction loan checklist and sample loan agreement).
Sarah M. Armendariz & Gary A. Goodman, Defensive Construction Lending: What a Lender Needs to Know Before Making a Construction Loan, Prac. Real Est. Law., March 2024, at 19.
Charles E. Aster & Michael A. Attaway, Syndicated Construction Loans, Defaulting Lenders, and Equitable Remedies, 48 Tex. Tech L. Rev. 853 (2016).
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