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A Lending Primer

ALM

On Document Review and Loan Administration

he recovering economy has seen a
significant increase in construction
lending activities. In order to assist
lenders and their counsel in the review
of construction documents and the administra-
tion of construction loans, we offer this primer.

Design and Construction Documents

The most commonly used design contracts on
construction projects are issued by the American
Institute of Architects and include the Standard
Form of Agreement between Owner and Archi-
tect (AlA Document B141) and the Abbreviated
Standard Form of Agreement Between Owner
and Architect (AIA Document B151). Even
though these forms generally are accepted by the
industry, care should be taken to determine
whether the forms properly reflect the agreement
between the borrower and its architect and are
sufficient to protect the rights of the lender.!

Certain critical issues should be reviewed by
the lender prior to its approval of the design
contract, such as:

o Whether the scope of services provided by
the architect is adequate in light of the size of
the project and the manner in which it will be
constructed.

e Whether the architect will provide
contract administration services during the
course of the project necessary in order to bring
about completion.

e Whether the architect who designed the
project will supervise construction and be able
to ensure that the approved plans are followed.

e Whether the architect is assuming full
responsibility and liability should its plans and
specifications be deficient.?
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Given the importance of the role of the
architect on the project, the lender should
recommend that the contract contains a provi-
sion allowing the architect to terminate the con-
tract only in the event of persistent defaults by
the borrower, following notice to the borrower
and the lender after a reasonable grace period.
The lender may also wish to determine whether
it is fully protected in such areas as the right to
use the architect’s drawings and specifications in
the event they are needed for expansions of the
project or to correct any deficiencies.

The design contract should also include provi-
sions requiring the architect to furnish copies of
its construction draw approvals directly to the
lender; granting the lender the right to terminate
the design contract upon the borrower’s default;
allowing for the assignment of the design contract
to the lender upon the borrower’s default or for
the assignment to a third party should the lender
wish to dispose of the project. In view of the
lender’s participation in the review of the design
contract, it also may be helpful to include a
provision whereby the architect acknowledges
that the lender is not in privity with the architect
and that no claim can be filed by the architect
against the lender in the event the borrower does
not pay the architect’s fees.

The lender’s review of the construction con-
tract should follow along the same theory as the
review of the design contract; that is, is the bor-

rower and the lender protected by the agreement
with the contractor? Inasmuch as the lender is
providing the funds for the construction of the
project, the lender must ensure that the amount
advanced through the borrower to the contrac-
tor is reasonably consistent with the value of the
work in place at the time each progress payment
is made. It is therefore important to ensure that
funds are advanced strictly in accordance with
the progress of completion of the project. The
lender should review the cost allocations for
each item of work and satisfy itself that the
amounts allocated are consistent with usual
practice. In other words, the lender should
ensure that the construction costs are not “front
loaded” so that funds are disbursed in a dispro-
portionate amount to the stage of construction.’
Another area of particular concern to the lend-
er are change orders and claims for extras. The
lender should ensure that there are specific proce-
dures for implementing change orders or other
needed amendments to the contract and that they
be strictly adhered to during the performance of
the work. Changes generating costs in excess of a
certain dollar amount without prior written
approval of the lender should be prohibited. In
order to ensure that this prohibition is followed,
another provision may be included stating that the
lender will not be bound by any contract amend-
ment or change order not approved by the lender.
The lender should also anticipate a possible
default by the contractor and ensure that there are
clear, specific and appropriate provisions to pro-
tect the borrower if such default occurs, including
the right to terminate the contract and assume
possession without delay. In the event of a bor-
rower default, the lender should be given notice of
the default and an opportunity to cure prior to the
exercise of termination rights by the contractor.
The lender should also provide that if the
borrower defaults under the construction loan,
the lender may assume the borrower’s obligations
(but not be required to) under the construction
contract. The usual documentation employed to
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fulfill such a provision is a conditional assignment
of the construction contract from the borrower to
the lender. As part of loan documentation, prepa-
ration and review, provision should be made for
a lender’s takeover of a project in the event of
a borrower default.The conditional assignments
discussed above are necessary to accomplish this
goal and certain modifications of the design and
construction contracts must be made to permit a
lender’s assumption thereof.*

Under the AlA design and construction con-
tracts, an owner cannot assign its rights without
the consent of the architect or contractor. Con-
sequently, a lender may seek to modify these
provisions to permit full assignment by the
borrower to the lender in the event of default. Spe-
cific clauses may be drafted to give the borrower
authority to assign all rights under the contracts in
the events of default. As part of the documentation
a lender should obtain in order to implement an
assignment are: (1) a collateral assignment of the
construction contract between the owner and con-
tractor; (2) a collateral assignment of the plans
and specifications in the architectural contract
between the owner and the architect; and (3) an
assignment from the owner of permits, licenses and
special agreements relating to the project.’

It is important to note that, under these assign-
ments, until the lender exercises its assignment
rights, it is under no obligation to perform the
obligations of the owner under the design and
construction contracts. Provision should also be
made for a simple mechanism by which the lender
may exercise its rights in the event of a default
under the underlying loan documents. Finally, the
contractor and architect should consent to the
collateral assignment at the inception of the
project and acknowledge that the lender has no
duty to the architect or contractor prior to assign-
ment, and that the lender has the right, but not
the obligation, to cure any of the borrower’s con-
tractual breaches. The consent should also con-
tain the express authorization of the contractor or
design professional permitting the lender to use all
the plans and specifications of the contractor or
design professional without additional cost.

Having reviewed the design and construction
contracts and satisfying itself that the project
can be built as planned and in accordance with
these contracts, and after meeting all other
underwriting standards, the loan can be made
and the project begun. It is at this time — the
administration of the construction project —
that the greatest challenge arises.

A typical building loan agreement defines the
roles of the parties during the construction

process and provides a helpful road map to
the successful completion of the project. Under
the agreement, a consultant is installed as the
lender’s representative for the purpose of insuring
compliance with construction documents and
the proper disbursement of loan proceeds. This
individual must be proactive and totally immerse
him or herself in all phases of the project, from
initial plan review to final disbursement, in
order to afford the lender the highest level of
protection. Frequent inspections of the project,
attendance at job meetings and informal
discussions with subcontractors regarding the
status of work and payments, are but a few of the
protections a consultant can provide the lender.

Other than establishing the role of the lender’s
consultant, the building loan agreement sets forth
several obligations on the part of the borrower
necessary to facilitate the successful completion of
the project. These obligations should be scrupu-
lously enforced. Among them are the following:

® The borrower must complete construction
in strict accordance with the construction

The successful completion of
a project requires open
communication and a

willingness to resolve disputes
quickly and fairly.

contract and all plans and specifications.

® The project must be completed free and
clear of all liens of contractors and subcontrac-
tors and in compliance with all pertinent laws.

® There may be no modification, assignment
or subcontracting of the work without the
lender’s written approval.

e The lender’s consultant must have com-
plete access to the project at all times.

® The lender’s consultant must be furnished
with details of the construction, such as catalog
excerpts and shop drawings.

® The borrower’s financial records, particular-
ly proof of payment to contractors, must be
available for inspection by the lender at all times.

e At the completion of the project, a final
certificate of occupancy must be provided to the
lender.

In order for a building loan mortgage to main-
tain its priority as a first lien against the realty,
certain fundamental principles must be followed.
Essentially, the building loan agreement must con-
tain a contractual provision that the borrower will
hold all loan advances and the right to receive

such advances as a trust fund to be applied first for
the purpose of paying the cost of the improve-
ment, and it will use all proceeds for this purpose
before disbursing the funds for any other purpose.

The agreement must be accompanied by a so-
called lien law affidavit (pursuant to Section 22
of the Lien Law) setting forth the funds which
will be available for the cost of the improve-
ment. Prior to each advance, a title report will
be issued to determine that no liens have been
filed against the project.

In addition to formal compliance with the
lien law and construction lending practices,
other procedures should be established prior to
any disbursement. For example, lien waivers
from the general contractor and major subcon-
tractors should be obtained and each request for
payment must be carefully reviewed by the
lender’s consultant to determine that it properly
reflects the percentage of work completed.

The lender’s consultant should also deter-
mine that the construction costs listed were
actually incurred; whether the funds remaining
in the loan are adequate to complete construc-
tion; and whether construction is proceeding on
time. At the request of the lender’s consultant,
the borrower should be able to provide evidence
of payment to its subcontractors.

Conclusion

Even though the contractual provisions
discussed above give the lender broad latitude in
monitoring the construction process and
approving the disbursement of funds, the
successful completion of a project is a coopera-
tive effort requiring open communication and a
willingness to resolve disputes quickly and fairly.
With these principles borne in mind, and armed
with a working knowledge of the building loan
agreement, a lender can reduce the potential for
problems and increase the likelihood that the
project will be completed on time, within
budget and without contractor claims.
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