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WELCOME

Welcome to our second annual edition of the Construction Lender Risk Management 
Journal! The CLRM Roundtable was formed in 2013 as an open forum for construction 
investors, lenders, and other stakeholders to talk about common industry challenges 

and share ideas and solutions for managing inherent construction risks. Though construction 
investments and finance have taken place for hundreds of years, there is no recognized way to 
oversee and manage related risks. By providing a place to connect with peers and exchange diversity 
of thought from experts in their respective fields, the Roundtable aims to help build prudent and 
consistent construction risk management practices. 

Over the last 7 years we’ve continually expanded the space for the CLRM community – in person 
via our national and regional meetings; online via recurring webinars and a LinkedIn forum; and 
now in print via this Journal. From small independent construction lenders to larger investors with 
multibillion dollar portfolios, the CLRM forum has attracted financiers, attorneys, asset managers, 
and construction industry participation. The growth in this community has been tremendous, with 
a 40% increase in our CLRM membership, and an 80% increase in annual meeting attendance.

The 2019 National meeting covered diverse topics such as modular construction and management 
of problem construction projects. Monthly calls discussed the impact of tariffs, alternatives to AIA 
construction contracts, and the nuts and bolts of disbursement management. The CLRM group 
moved the needle by increasing collaboration across the industry. 

With over $460B in private non-residential construction in 2019, the commercial real estate industry 
continues to play a significant role in driving the U.S. economy. There are more uncertainties 
than ever in the construction lending sphere. Some of these include an increase in materials cost 
and project spending, a continuation of labor shortages, a slowdown in deal volume, and longer 
timelines for executing significant deals. Managing risk effectively is therefore imperative not just 
to the success of each member’s portfolios, but to the U.S. economy at large.  

In the 2020 CLRM Journal, we’ve collected insights from the CLRM community covering key market 
and construction trends for the coming year, bond alternatives that are gaining industry traction, 
sound advice from lenders on problem projects and the value of a good inspecting consultant, how 
technology can drive efficiencies and reduce costs, a construction contracts tutorial for the savvy 
financier, and risk management tools for the entire life cycle of a construction project. Thank you 
to all the contributors for sharing your expertise and perspectives!  

By helping each other, we can strengthen the economy, our industry, and help to minimize risks 
when the next downturn eventually comes.

Sincerely,

Bill Tryon
Bill Tryon
CLRM Founder

Bill Tryon
Director of Strategic 

Development
Partner Engineering 

and Science, Inc.

BTryon@partneresi.com
(415) 599-1187

to the 2nd annual 
CLRM Journal
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CLRM - Add Your Voice!
Joe Derhake, PE, CEO 
Partner Engineering and Science, Inc.

If you are involved in financing CRE construction projects, there really is no place like CLRM – no 
other association focused on managing the risks of construction investment, no other platform 
to give voice to your experiences, concerns and ideas. Members have told me ‘I’m in a silo at my 

organization, it’s so refreshing to finally connect with like-minded professionals.’  

Thanks to the vision of our founding members including Bob Biggs and David Drummond, the 
leadership and tireless efforts of my colleague Bill Tryon, and the insights of our lender and investor 
advisors, the agenda for CLRM has always focused on what matters most to financial stakeholders. 
But what is equally important is your voice! The CLRM community thrives because of the robust 
dialogue and diverse perspectives that are shared by all members.  

So, get involved! What issues are most pressing to you? What insights can help you better fulfill your 
mission?  What best practices are you passionate about? We want to know!  

Come.  Learn.  Share.  Build.

About
CLRM

National Roundtable: Miami, FL

March 9-11, 2020

Palms Hotel and Spa                                       
3025 Collins Ave, Miami Beach, FL 33140

Registration is complementary on the CLRM 
website

Get 
Plugged 

In

Regional Forums: 
•  Atlanta, GA
•  Cincinnati, OH
•  Denver, CO
•  Dallas, TX
•  New York, NY
•  Boston, MA

In Person Meetings 2020

•  Other locations 
pending
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Over 50 different 
institutions from 

all over the 
country attend 

CLRM.

About
CLRM

Who Attends?
Seasoned construction risk managers as well as the next generation of 
professionals from national, regional and local lending institutions and equity 
providers. This includes senior vice presidents, asset managers, directors of 
construction risk and similar titles.

Typical Agenda Topics
Discussions include: regulatory environment, market trends, recurring problems 
in construction projects and how to address them, management of workflow 
and vendors, risk management approaches and scopes of work, data and 
technology, emerging issues, and so much more.

Monthly Calls
This is great way to plug in from afar or invite your team. Visit our website to 
register.

LinkedIn
Join us on LinkedIn. Search Construction Lender Risk Management Group and 
request to join or visit: https://www.linkedin.com/groups/6635200/

We Want Your Insights
If you are interested in submitting a topic for a call, event, or future editions of 
this publication, please reach out to us.  

How Do I Become a Member?
Participate! Join a call, come to an event, bring your perspective to the table. 

If you would like to be notified of an event, or are interested in hosting a regional 
CLRM in your city, contact us at CLRMinfo@partneresi.com. 

www.construction-lender-risk-management.org
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As the decade comes to a close, we can reflect on an epic 
run for commercial real estate—and explore why the 
2010s will be such a tough act to follow. Here are five 

trends in commercial real estate and construction lending that 
characterized the past year, and what you can expect to see 
over the near-term.

TREND 1  |  2019 WAS A TALE OF TWO SCENARIOS
Last year brought continued slow, consistent growth in the 
macro economy coupled with record-high job growth. At mid-
year, the U.S. economy officially entered what has become 
the longest expansion in U.S. history. One factor that really 
distinguished 2019 from prior years, however, is that the 
long list of positive market barometers was, for the first time, 
balanced out by growing areas of concern. Uncertainty, the 
longer the recovery drags on, combined with global factors, 
began to weigh more heavily on the market—and on lenders’ 
and investors’ sentiment (see accompanying table).

THE POSITIVE
Officially the longest growth cycle in history

Still-positive GDP and job growth
Healthy fundamentals in CRE

Property values at all-time highs in most metros
Plentiful capital aimed at U.S. properties

Low interest rate environment (and still falling)

The real conundrum is that some lenders are experiencing 
late-cycle anxiety, yet, given that economic and real estate 
fundamentals are still strong, are unable to point to a definitive 
reason to scale back on lending. Factors that cloud the 2020 
forecast are the growing political uncertainty as we head into a 

Presidential election year as well as global geopolitical risks and 
concerns about the impact tariffs could have on construction 
materials costs. 

TREND 2  |  DEAL OR NO DEAL: NEW DYNAMICS TAKE HOLD
A notable shift in 2019 was that, given the mixed signals in the 
market, lenders now began to scrutinize construction projects 
through a different lens than they did back in 2015 and 2016. 
In 2019, the Fed cut interest rates for the first time since 2008. 
While cheaper capital encouraged builders to seek out more 
opportunities, late-cycle anxiety and concerns that the market 
could pivot over the next few years caused lenders to apply 
new levels of scrutiny to construction projects. Through this 
new lens for testing the viability of construction/development 
loans, lenders began to ask: 

• How are rising construction costs impacting this  
project’s fundamentals?

• Does this project pencil out under different 
 assumptions for the economy at the time of 
 completion? 

• Given the extremely tight labor market, can the  
developer confidently finish this project on schedule? 

• Is the planned property use in an at-risk asset class if  
the market took a downturn over the next few years? 

• Could the property income projections falter if a  
recession took hold? 

Reflective of today’s more risk-averse climate, lenders also 
started testing loans under different scenarios, assessing 
which construction loans in their portfolios could be most at 
risk in the event of a recession, and shifting lending activity 
from riskier asset classes like retail to more recession-proof 
sectors like warehouse or education. 

The recent Urban Land Institute/PricewaterhouseCoopers 
survey of top real estate and financing organizations provides 
quantitative evidence of rising caution on the part of 
commercial real estate lenders. In 2020, 35% of respondents 
expect more rigorous debt underwriting compared to 30% in 

Construction Lending Bright Spots: 
What You Can Expect in 2020
by Dianne P. Crocker, Principal Analyst, EDR / Lightbox

Trends

THE NEGATIVE
Late-cycle anxiety

Rising construction costs
Shortage of labor

Growing trade tensions, tariff concerns
Political uncertainty

Slowing growth in global markets
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2019. It is worth noting that back in 2015, only 10% expected 
debt underwriting to tighten (see accompanying graph).

TREND 3  |  SMALLER METROS GET THEIR DAY IN THE SUN
For longer than the first half of this market cycle, the top 
markets in commercial real estate were the gateway markets. 
Investment and construction capital were concentrated in 
primary coastal metros like New York and Los Angeles. As 
the cycle entered today’s late stage, however, investors and 
developers were forced to venture further out on the risk curve 
to find good deals in less competitive, but emerging secondary 
metros that were starting to experience growth spurts of their 
own. 

Using Phase I environmental site assessment demand as a proxy 
for where commercial real estate investors and developers 
are focused, some of the highest growth over the past eight 

Trends

quarters reflect the strength of smaller markets like Stamford, 
Charlotte, Houston, Hartford, Pittsburgh, and Cincinnati. 
Interestingly, many of the fastest-growing secondary markets 
like Stamford, Hartford, and Providence are within a few hours 
of primary ones like Boston and New York City where too much 
capital is chasing too few deals.

Adaptive reuse in these smaller metros is another popular 
trend. Construction activity is a signal that some of America’s 
older urban centers are in the process of re-inventing 
themselves, particularly as tired retail centers or factories are 
transformed into innovative live-work-play redevelopments.  

TREND 4  |  DEBT FUNDS CAPTURE BIGGER PIECE OF THE 
LENDING PIE
A shortage of lending capital is not a problem in the commercial 
real estate market right now. This recovery gave rise to a 
growing number of lending sources all competing for the strong 
opportunities. Perhaps the most dramatic recent trend has 
been the emergence of non-traditional lenders, particularly 
debt funds, entering the lending sector and competing with 
banks for loan originations.

The growth of these debt funds has been dramatic. Over just 
the last four years, debt funds sharply increased their share 
of the construction lending market, both in terms of lending 
market, both in terms of lending volume and the number of 
funds. Real Capital Analytics estimates that there are ten times 
as many debt funds today than just a few years ago. The funds’ 
share of construction lending was only 7% in 2015 but climbed 
to a 20% share by the third quarter of 2019 (see accompanying 
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Barometers worth considering as you develop your own 
forecasts for the coming year: 

• The 2020 Dodge Construction Outlook predicts that U.S. 
commercial building starts will slip 6% in 2020 from 2019 
levels: “The recovery in construction starts that began 
during 2010 in the aftermath of the Great Recession is 
coming to an end. Easing economic growth driven by 
mounting trade tensions and lack of skilled labor will lead 
to a broad based, but orderly pullback in construction 
starts in 2020.”

• ITS’ latest Construction Forecast calls for the following 
sectors to end 2020 above 2019 levels: private office, 
warehouse, education, and health facilities. Retail 
construction will fall, a continuation of 2019 trends in this 
sector, while data center construction will climb.

• The Mortgage Bankers Association forecasts that 
commercial and multifamily mortgage bankers will 
close a record $652 billion of loans backed by income-
producing properties in 2019, 14% higher than 2018’s 
record volume ($574 billion). The association expects 
2020 lending activity to experience a still-strong, but less 
robust, growth of 8% above 2019 levels. MBA’s optimistic 
forecast is driven, in part, by continued low interest rates 
and favorable market conditions.

**
In early 2020, the good news for 
commercial lenders is that we have yet 
to see any major indication of an erosion 
in commercial real estate fundamentals. 
Unless the economy falters more than we 
expect, there will continue to be attractive 
opportunities for redevelopment in metros 
that offer the potential for strong demand 
and returns on investment. The upcoming 
Presidential election will add uncertainty 
to any forecasts and could spur a “wait-
and-see” attitude on the part of some 
lenders, developers, and investors in 2020 
as economic growth decelerates further.

The overall theme of the near-term 
outlook for construction lending is one of 
moderating—but still positive—growth. 
The U.S. commercial real estate market 
still offers opportunity and sources of debt 
capital are poised to continue lending to 

graph). (Note that RCA groups these so-called debt funds 
into its “financial/fund category.” Traditionally, this category 
encompassed the mortgage REITs and hard money lenders. In 
this cycle though, the debt funds have been a growing presence 
in the market across all investment styles.)

The debt fund lenders are typically leveraged lenders and need 
a higher rate of return on loans originated in order to make 
good on commitments to investors in the funds. This return 
requirement means that debt funds are now a growing source 
of capital in the market for higher risk lending like value-add 
and construction projects. 

National and regional banks still dominate construction lending 
with traditional names like Wells Fargo, Bank of America, and 
Goldman Sachs at the top. Joining these big-name banks, 
however, on the list of 2019’s top construction lenders are 
heavyweight debt funds such as Blackstone Mortgage Trust 
and MSD Capital.

TREND 5  |  THE FORECAST—MARKET WILL BEND BUT NOT 
BREAK
Although the 2010s were the decade of economic expansion, 
the forecast needs to account for the fact that over the past 
few years, the pace of growth in commercial real estate started 
decelerating, and this trend is expected to continue over the 
near-term. Most forecasts call for construction, lending, and 
investment activity in 2020 to approach recent highs, but fall 
slightly short of 2019 levels.

Trends
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viable projects. It is critical, however, given the late stage of the 
market cycle, that construction lenders evaluate construction 
loan applications not only on current metrics, but also on how 
market conditions for a particular building project might look 
at the time of completion. ■

“The overall 
theme of the near-

term outlook 
for construction 
lending is one of 

moderating—but still 
positive—growth.”

Trends P6
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Developers need to buy dirt before they can construct 
new projects. This market for development sites has 
been on a roller coaster over the last six years, with 

sales activity for 2019 down 17% from the pace set in 2018.

The peak year for development site sales in this market cycle 
was 2015, following a period of loosening lending standards 
at banks. This growth in development site sales mirrored sales 
activity for the broader commercial real estate market at the 
time. However, the collapse into 2016 was more pronounced 
than the market overall.

Market cycles aside, if you give developers money, they will 
build. Lending standards tightened sharply into 2016 as new 
banking regulations made it difficult for banks to extend credit 
to developers. Development site sales fell 23% YOY in 2016.

This drop was a little steeper than the 17% YOY decline the 
market experienced in 2019. Lenders have helped contribute 
to this roller coaster for development site sales with a general 
move towards tightening of lending standards throughout 
2019.

Into the end of 2018, lenders had been on a pace which 
suggested that they might begin to loosen lending standards 
into 2019. As fears of a potential recession grew in 2019 
however, lenders abruptly reversed course and tightened 
lending standards.

The implication of this slowdown in development site sales 
is that the market may face less construction risk in the years 
ahead. Overdevelopment was a critical issue in the real estate 
downturn of the early 1990s, but clearly lenders are acting 
with more caution in the current environment. ■

Pulling the Ground Out from 
Under the Development Cycle
by Jim Costello, Senior Vice President, Real Capital Analytics

Trends
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Modular Construction: 
Big Risks, 

Bigger Reward 

by Silvia Witzke
Senior Assessor

Partner Engineering 
and Science, Inc.

If planned and managed properly, it can increase 
project efficiency, lower cost, and provide quality 
layout and material options.

When you think of traditional modular construction, 
most people imagine cheap, single- or two-story 
buildings, or a cookie-cutter house on a rolling 

truck being delivered to its permanent location. But modular 
construction methodology has come a long way. These days, 
modular construction involves fabricating a building’s core 
structural components — referred to as modules — in an 
off-site factory or facility, then transporting them to the 
construction site to later stack and assemble on a foundation 
or podium.

This has really transformed construction possibilities for mid- 
to high-rise buildings. One of modular construction’s biggest 
benefits is that it allows for the foundation work and the 
construction of the modules to occur at the same time. Off-site 
work includes construction of all or portions of a building and 
may include some or all finishes and furniture, while on-site 
work creates the structural foundation, podium and elevator/
stairwell core. The modules are then delivered and stacked to 
create the finished building.

Recent notable examples of modular high-rise construction 
include the tallest prefab modular high-rise apartment complex 
on the West Coast, located in Oakland, and the world’s tallest 
modular high-rise, an apartment building in Brooklyn. For 
New York City, where high-rise construction and development 
are ever-ongoing, some have declared a “modular building 
revolution,” as the City is now actively promoting the use of 
modular systems.

Why Modular Construction? 
With increasing property and material costs, and ongoing labor 
shortages in the construction industry, technological advances 
in mid- and high-rise modular construction are being looked 
to as the future of the industry. While mid-rise structures 
are typically wood-framed and up to 5 stories, high-rises are 
either steel framed or concrete with each of the modular units 
specifically engineered to carry the load of the units above 
them.

When planned correctly the benefits are substantial, starting 
with time savings between 25%-50% due to the concurrent on-
site and off-site construction work. In addition, it could lead 
to cost savings of up to 25% of a typical construction budget. 
The modular construction that takes place in off-site factories 
takes advantage of a controlled environment, where inclement 
weather is less of a factor, modules can be constructed 
to exact specifications, there is increased quality of work 
and less wasted material, and a higher oversight of worker 
safety. Developers, architects and engineers are continually 
collaborating to turn modular construction into a process that 
is a model of efficiency and quality.

Modular Construction Challenges
With any new technological implementation comes logistical 
hurdles and challenges, and modular construction is no 
different. Once the developer determines that a modular 
system will work for the type of project planned, finding the 
right personnel who specialize in modular construction is most 
important since they will need to understand the nuances, 
necessary coordination, and technical specifications for 
carrying out these projects. A review of the shipping, delivery 
and staging of modules will influence the design so that delays 
can be avoided at time of delivery. Module size limits may 
occur due to either transportation or access constraints, and 

Trends
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modules can only be as large as shipping containers when 
delivered from overseas. The project’s site size and location 
must allow space for a crane, truck delivery and possibly 
module storage. The building design and determining the 
method of delivery and assembly must be coordinated at the 
earliest stages of project planning.

For high-rise structures and complex mixed-use developments, 
the level of technical intricacy for execution can be exponential. 
Small mistakes can lead to big mistakes - being off by even the 
tiniest fraction on any module component can compound 
floor by floor and result in serious structural flaws. While more 
and more construction professionals are working on mid-rise 
modular projects and projects in concentrated urban areas, 
there are not very many teams that have experience working 
on high-rise projects. When hiring contractors, engineers, 
and vendors, use an established, experienced team with 
direct portfolio experience related to your type of project. 
Secondly, because the building core and modules are being 
constructed at the same time in different locations, a very high 
level of coordination is necessary between the designers and 
manufacturer; architectural, structural and mechanical plans 
must be fully coordinated prior to the start of construction 
(before a loan is closed). Very few items may be detailed or 
changed during the construction process without disrupting 
the overall flow of the project.

The facility used to construct modules and building components 
must also be well-suited for seamless production output. 
Problems at the modular construction facility can stall the 
project, while delays on-site may require completed modules 
to be stored at the facility or elsewhere. There may also be 
requirements for on-site and facility inspections involving the 
local building department, or other regulatory and compliance 
considerations (zoning, accessibility, issuing of permits) that 
should be planned for during the design phase.

Finally, since modular construction has so many upfront costs, 
with a majority of budget funding spent before the modules 
are delivered, the lending institution must be on-board with 
the budget, and the allocation of funds for the simultaneous 
construction of the foundation and floor modules.

Construction Risk Management Considerations
Ultimately, modular construction is a “big risk, big reward” 
investment. While there are more contingencies and risk 
factors to weigh in project planning, the cost savings and 
convenience can help expand project options for developers 
and investors. Optimizing a favorable outcome comes down 
to building an experienced and knowledgeable construction 

risk management team, who can evaluate all aspects of 
project budgeting, execution and personnel prior to the loan 
disbursement and throughout the course of the project.

During the underwriting process and before loan disbursement 
a Document and Cost Review (DCR) and Contractor Evaluations 
(CEs) are critical steps to evaluating the viability of the project. 
A Document and Cost Review is a comprehensive evaluation 
of all aspects of project planning including (but not limited 
to): the overall scope of the proposed work; conformance of 
the scope of work with building permit and zoning approvals; 
completeness and adequacy of plans, contracts and other 
construction documents; adequacy of the overall budget; 
distribution of costs included in the line item construction 
budget; and the feasibility of the proposed construction 
schedule. This includes a review of the approval process(es) 
of local authorities and any outlines of the inspection process.

Contractor Evaluations will aid in verifying the experience, 
expertise, work load, and prior history not just of the General 
Contractor and their subcontractors, but also the project 
architect, designers, engineers, manufacturers, and any other 
stakeholder involved in any aspect of the project. As discussed 
above, the unique technical challenges and requirements of 
a modular high-rise project necessitate a sophisticated team 
with a solid plan.

After the loan has been issued, as construction of the building 
foundation and modular units gets underway, maintaining 
regular budget and progress evaluations keeps projects on 
track. Construction Progress Monitoring (CPM) can include 
inspections of both the on-site construction and the off-
site production facility progress. This is critical for parts of 
infrastructure, such as the elevator core, that are built on-site, 
and ensuring that project specifications match up to modular 
units and that milestones for project completion are being 
met. Funds Control and Disbursement (FC/FD) is an essential 
tool, as up to half of all modular costs are spent up front. 
Budgeting and monitoring funding draws for the remainder of 
the construction avoids costly delays and mismanagement of 
project funds.

Modular construction is an exciting industry evolution that, 
if planned and executed properly, can increase efficiency, 
lower cost, and provide quality layout and material options 
for a variety of building types. For residential and hotel 
developers, as well as portfolio investors, prefab modular 
technology provides economies of scale that can revolutionize 
contemporary housing and commercial building needs. ■
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How Construction 
Lenders 
Can Protect 
Themselves Prior 
to Receivership 

by Trey Meers
Vice President, 
Real Estate 
Services
Wintrust Financial 
Corporation

The current bull market began in March 2009, making 
it now the longest in U.S. history. It also means that 
everyone is expecting it to end any day now. Current 

market fundamentals remain strong, however nothing lasts 
forever. It was just over a decade ago, really beginning in 2007, 
that good commercial real estate developers began realizing 
that continuing to fund construction was throwing good 
money after bad, and that they needed to hoard their cash to 
survive the coming downturn. Banks, on the other hand, didn’t 
necessarily learn about those realizations until capital calls 
were ignored, loan payments were late and then missed, and 
construction projects began grinding to a halt. 

In our current era of never-ending good news, it might be 
valuable to look back and remember how banks can protect 
themselves from unexpected work stoppages, phone calls and 
emails not being returned, and delayed or missing pari-passu 
equity funds. What became known as The Great Recession 
started with loans that seemed fine, suddenly moving into 
workout departments, notices of default, forbearance 
agreements, and ultimately receivership and foreclosure (or 
deed in lieu). 

It’s important to note that today’s institutional knowledge is 
potentially thin on people who were decision makers during 
“the bad ol’ days” of The Great Recession (or the Dot-Com Bust 
before it). Many current CRE developers and lenders under 40 
were too young to be in the mix as boom turned to bust around 
2007. Worse yet, many senior CRE developers from that era 
chose to retire rather than rebuild from scratch, potentially 
creating a dearth of mentorship. 

My experience at that time was as a Development Manager 
at a small, niche CRE development firm. That company ended 
up officially failing around 2013, but I was able to watch from 
the inside as certain principals acted as strong partners to 
our lenders, while certain others didn’t. I’ve since used that 
experience in construction loan risk management for a regional 
bank in Chicago. 

The fundamental key is that you never know when “the music is 
going to stop,” so every construction loan needs to have strong 
due diligence and documentation as though you expect “the 
music to stop” during the course of that project. As Warren 
Buffet said, “You never know who's swimming naked until the 
tide goes out.”

My previous firm had several projects move into default, 
receivership, forbearance, and deeds in lieu from 2008-2012. 
The following are some key points I learned during that period 
which could help construction lenders of today in the event 
they have projects move through those stages.

Best 
Practices
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Practices

First and Foremost: Communicate – Know your borrower 
and be a partner in working through a difficult situation. 
If you can figure out the root of the issue, there might be a 
solution that keeps other creditors at bay and better secures 
the bank’s collateral. A problem project may still be headed to 
receivership, but the creditor who is seen as most helpful often 
gets first crack at controlling the process.

Let the Borrower “Save Face” – This is a fundamental of any 
negotiation, but it’s critical in the case of a failing construction 
project. Borrowers facing defaults can usually feel when the 
walls are closing in around them, and they may be looking for 
an exit. It often works best when lenders avoid being punitive 
and provide an incentive for the borrower to agree to the 
bank’s plan. 

Don’t Stand for Any Deceit – If a bank detects deceit or fraud, 
move as quickly as possible to default and receivership. Once a 
borrower has shown that they believe deceit is an acceptable 
option for managing their relationship with a lender, it’s 

impossible to know if they’re negotiating in good faith or not. 

Don’t Default to Stopping the Flow of Construction Funds – 
The most important goal of a construction loan is to end up 
with a completed building and achieve the appraised “as-
complete” condition. A lender has a lot more options with a 
certificate of occupancy in hand than without. If a project runs 
into problems, halting draw funding virtually guarantees that 
the contractors will stop work, especially if there’s reason to 
think funding won’t be restarted soon. Losing those contractors 
to other projects definitely delays the project, and potentially 
puts overall completion at risk. Even if a project is headed to 
workout, your OREO team will have much better options with 
a completed building. 

Make Sure Subs/Tradesmen Are Getting Paid – The only way 
to complete construction is to have the tradesmen working 
on their specialty. In today’s especially tight labor market, it 
doesn’t take much of a hiccup in the flow of funds to have 
those specialists move on to another project with more reliable 
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Practices

payments. As a lender, visiting the construction site regularly 
can be a key to staying on top of this. First, it “flies the flag” 
and shows workers that the bank is still involved. Second, it 
gives you the opportunity to talk to the people on the front 
lines. Most contractors are happy to share their gripes, which 
lets you hear an unvarnished version of what’s going on. 
Remember: if a developer is facing cash flow troubles, so is 
their general contractor. 

Know Exactly What Your Collateral Is – This may seem simple, 
but it’s extremely important to have any ambiguity cleared 
up prior to going into workout and receivership. Make sure 
everything is owned by your borrowing entity (related parties 
may not be subject to the receivership ruling). You’ll also want 
to make sure that everything the bank has paid for is attached 
to the property and considered an appurtenance. Anything not 
attached may be considered personal property or owned by 
someone other than the borrowing entity. In either of those 
cases, the bank’s lien rights wouldn’t apply. Other lenders and 
creditors will be looking to claw back anything that’s not part 
of the construction loan’s security. 

Make Sure the Bank's Recordings and Filings Are “Bulletproof” 
– Engage your workout team or counsel early as an advisor, 
even if you think the project could avoid receivership. You’re 
probably not the borrower’s only creditor, so you want to 
be sure that the bank’s collateral is firmly pledged without 
ambiguity. If there are holes in your documentation, it’s best 
to be aware of those upfront. If possible, tighten them up 
before moving toward receivership. Otherwise, this allows you 
to know where you’re weak, and prepare a defense that makes 
up for that where you’re stronger. 

Memorialize Everything with a Forbearance Agreement – 
Even the best borrowers facing default may run into legitimate 
problems keeping their promises. They are likely under 
significant pressure from vendors and other creditors and may 
be forced to make decisions they thought they could avoid. The 
bank should be sure to put any new arrangements in writing, 
especially including additional pledges of security.

Have Strong “Step In” Language and Consider Hiring a Fee 
Developer to Finish a Project – No bank wants to act as a 
developer, but it may be in the best interests of the bank to 
step into the role of owner and hire a fee developer to finish 
construction. This might be accomplished quickly with a 
cooperating borrower through a deed in lieu of foreclosure. 
Depending on the situation, it may even be possible to hire 
the defaulting borrower or one of their principals as the fee 
developer. It’s important in this scenario to have assignments 
of the GC and architectural agreements that allow the new 
developer to continue building from the same plans.

Appointing a Receiver Is Usually a Painful Process – Even in 
healthy situations with a compliant borrower. A receiver is a 
third-party whose job is to maintain the status quo; in a half-
built construction project, that status quo is usually protecting 
the half-built project, not continuing construction. The receiver 
can be held liable if their actions have an adverse impact on the 
property, so it’s understandable that they just want to protect 
what’s in place and go no further. 

Every Failing Construction Project Requires Creativity 
and Problem-Solving Skills on the Part of the Lender – 
No construction loan or project is the same, nor is any 
development or contractor team. It takes a significant amount 
of time, ingenuity, discussion, and negotiation to successfully 
work through a problem construction loan. The best course is 
for the project to be finished by the team that started it, but 
sometimes market forces make that impossible. ■

Trey Meers is a manager and co-creator of the Construction 
Loan Monitoring department for Wintrust Financial Corporation 
in Chicago.



P13
Best 

Practices

Construction loans are often much riskier than 
conventional commercial real estate loans, in large 
part due to the risks associated with execution. What 

happens if the developer or contractor fails, and the project 
goes significantly over budget? The borrower could walk away, 
leaving the lender with a half-built project, costs spiraling out 
of control, and poor collateral to protect it from loss.  

Surety bonds were developed for public sector construction 
projects. They have been poor risk management tools for 
lenders for two reasons: 1) they are often vague as to the 
types of losses covered, which can result in disputes between 
parties and even possible litigation; and 2) they can be slow 
to respond, which can result in abandoned, half-built projects 
that can be difficult to salvage.   

The better solution to protect lenders is project completion 
insurance. SureBuildSM is project completion insurance 
underwritten by Lloyd’s of London and offered in the United 
States by Saint Vincent, LLC, the managing general agent.  

How does SureBuildSM project completion insurance work? If 
a borrower fails, and the lender takes control of the property 
via receivership, foreclosure, or a deed in lieu of foreclosure, 
then the SureBuildSM project completion insurance policy will 
fund construction  costs beyond the original budget. Thus, the 
lender would be able stay within the original budget and still 

receive a completed project per the original plan – even if the 
borrower walks away!  

A SureBuildSM project completion insurance policy bundles with 
a Completion Commitment* to protect against the possibility 
of contractor failure. With a Completion Commitment, the 
engineering consultant commits to serve as an owner’s 
representative / construction manager until the project is 

Project Completion Insurance 
Removes Execution Risk for 
Lenders

by Chelsy White
Managing Director
Saint Vincent, LLC
CA Resident Insurance Producer - License #0M96321

* What Is a Completion Commitment? 

A Completion Commitment combines a suite of core 
risk management services, as well as a commitment of 
additional professional services to course correct in the 
event of a major problem. The risk management services 
include:

• Pre-Construction Phase: Document and Cost 
Review, Contractor Evaluation

• Construction Phase: Construction Progress 
Monitoring, Funds Control

Should a major problem occur such as a GC default, the 
engineering consultant will swiftly step in with additional 
professional services in order to take the project through 
to completion.
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complete. These two products, in tandem, allow the lender 
to take necessary steps to appoint a receiver and to expect a 
finished project to be delivered within the original budget. 

Relationships matter. Unlike subcontractor default insurance 
(which benefits the contractor), or a surety bond (which 
benefits the developer), project completion insurance is owned 
directly by the lender. This means that the lender can expect 
to access the benefits far more easily. Specifically, because the 
engineering consultant and insurance agency’s  relationships 
are with the lender (not the contractor or developer), the 
lender can rest assured that the engineering consultant and 
insurance agency are working with its best interest in mind.   
In addition, the partnership between the lender, engineering 
consultant, and insurance agency will potentially continue 
on beyond the term of a single troubled project. Thus, the 
underwriting and claims management processes will continue 
to become even more streamlined as the relationship of trust 
continues to develop among the partners.  

Fast response time is a key differentiator of SureBuildSM and 
the accompanying Completion Commitment. The benefits of 
a Completion Commitment usually begin pre-trigger, which 
allows the engineering consultant to be onsite within days 
of contractor failure, if not before actual failure. Because the 
engineering consultant has already been doing site inspections 
and has been financially monitoring the project through funds 

control, problems are well known and there is no need to 
take significant time to investigate. A quick response will also 
provide the best chance to maintain critical subcontractors 
on the job. SureBuildSM and the Completion Commitment 
incentivizes both the engineering consultant and the insurance 
agency to complete the project quickly and as close to budget 
as possible.  

SureBuildSM is typically less expensive than a surety bond.  
Although some contractors with very strong balance sheets 
may enjoy low surety rates, the cost of SureBuildSM plus the 
Completion Commitment is anticipated to be 50 to 150 bps 
less than the cost of a typical surety bond.

How can a product be better and less expensive? The key is that 
SureBuildSM belongs to the safest party in the transaction—
the lender. Projects commonly go over budget, but very few 
get a receiver appointed or go into foreclosure. Therefore, 
SureBuildSM can be offered for a very affordable rate AND offer 
very quick and reliable funding in a time of need. ■

Saint Vincent, LLC, is an Arizona limited liability company (LIC 
#3000572859) and is a wholly owned subsidiary of Partner 
Engineering and Science, Inc. SureBuildSM is project completion 
insurance insured by various Syndicates at Lloyd’s of London and 
is written on AM Best A+16 Lloyd’s of London paper. Policy limits, 
insured co-pays, and deductibles will vary from policy to policy. 



P15
Best 

Practices

A Bank’s Inspecting Engineer Is 
Critical to the Successful Completion 
of a Construction Project
by Linda Smith, Vice President - Construction Lending 
Administration, Lakeland Bank

As a banker and real estate lender for many years, 
I’m very comfortable with the numbers that go into 
underwriting a solid real estate loan. But numbers are 

not the only important element when managing a construction 
loan to a successful completion. Once the loan is closed, what 
happens on site is key to a successful project and the bank’s 
inspecting engineer or consultant is central to monitoring the 
progress. 

I have a degree in urban planning and experience in the 
government/non-profit housing development sector, so I 
have great respect for the work that goes into a successful 
construction project both on paper and on site. Issues on site 
can be a problem for a bank even when the underwriting makes 
sense. When managing the construction loans in the Lakeland 
Bank portfolio, we are careful to identify issues that may arise 
during the underwriting, closing, and construction of a project. 
Many, if not all, of those issues can be identified at very early 
stages with the help of a bank’s inspecting consultant. The 
inspecting consultant evaluates both the costs and the actual 
construction of a project. Therefore, the earlier a bank’s 
consultant is engaged with a new loan, the more protection 
it will afford the bank. When should the bank engage an 

inspecting consultant? Lenders usually bring in the inspecting 
consultant when it’s time to order the plan and cost review 
(also known as a document and cost review) and continue 
relying on the consultant’s expertise throughout the project. 
Here are 6 critical functions a bank’s consultant provides. 

1.  Validating costs. The lender often has an idea about 
the costs of a particular project while preparing the 
underwriting, but the inspecting consultant will know 
what numbers are appropriate and which line items might 
be vulnerable to rising costs in the market or design build 
variables. Engaging the consultant early will give the 
lender a level of comfort with the budget when it’s initially 
presented to the bank, even if the subs or general contractor 
have not been signed. Consultants can also point out any 
potential costs beyond the budget based on the type of 
contract the borrower signed. Lenders can misinterpret the 
actual impact a contract can have on a construction budget. 
For instance, a guaranteed maximum price contract doesn’t 
cover the costs associated with design changes or upgrades. 
The bank’s consultant might suggest that the project’s 
budget incorporate a larger contingency line, based on 
design build variables in a project. 
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2. Reviewing tests. In addition to the budget and the 
building plans, the bank’s consultant should also review 
other tests and reports at all stages of the project. For 
example, geotechnical soil reports are needed to confirm 
the site will support the construction as designed. The 
consultant will alert you if there are issues in the early 
testing that could lead to additional costs for a project. 
Encountering rock on a site that was not fully tested prior 
to beginning construction can also lead to surprise costs. 
The consultant can alert the bank when an additional test 
might be needed or if the plans are not accommodating 
any issues. During the build the consultant will continue to 
review any testing completed on the materials to ensure 
they meet the requirements set forth by the architect in the 
construction plans. 

3. Spotting less obvious problems. Further, the consultant 
can point out when there is an issue with a particular 
project that might not be evident on paper. The inspecting 
consultant on a project I was managing conducted a site 
inspection and told me the borrower had completed the 
retention basin for the site as per the design. He also 
pointed out that after a few days of rain our site was flooded 
and there was a problem with the design of the basin. After 
conversations with their general contractor and consultant, 
the borrower made the design change, alleviating that and 
other potential problems. 

4. Reviewing materials. A review of the materials used to 
construct a project is important. A lender should confirm 
test results match the guidelines established by the architect 
in the building plans. Lenders are not generally skilled at 
reviewing the tests to ensure the strength of the steel used 
in a project or reviewing a bill of lading for the steel delivery 
to ensure the builder has received the correct materials. A 

consultant can ensure they meet the guidelines. 

5. Detailed site visits. Lenders will often visit the 
construction site and note the general progress as the 
percentage complete. An inspecting consultant will refer to 
the building plans with each site visit to note the progress 
and changes. A project often has a design build aspect to 
it and those are noted by the consultant. The inspecting 
consultant will also alert the lender to changes in design 
that may require new local approvals or inspections at the 
very least. 

6. General observations of the project. If a site is not 
maintained in a clean and orderly manner, it is cause for 
concern. Materials and equipment can be stolen, or workers 
can be injured when a site is not maintained properly. If the 
bank’s consultants alert a lender to this issue, the borrower 
should be asked to clean it up before the next inspection 
and continue to maintain the site. An orderly site is an 
indication of a well-managed project; one that will be 
completed in a timely manner. 

Managing a construction loan to a successful completion 
requires a well-coordinated effort by the bank. Solid 
underwriting and experienced professionals overseeing the 
process from underwriting to receipt of the certificate of 
occupancy will support a successful completion of a project. 
At Lakeland Bank we take pride in carefully underwriting 
each construction loan and coordinating with our inspecting 
consultants to support the timely funding and completion of 
each project. ■
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When compared to the world economy as a whole, the 
construction industry lacks luster, at least in terms 
of its reluctance to embrace digital innovation. 

According to a report by the McKinsey Global Institute (MGI), 
labor productivity growth in the construction sector was 
just one percent over the past two decades, while global 
economic growth has increased at nearly three times that rate. 
Construction was also the second-least digitized economic 
sector on MGI’s Digital Index, indicating a serious need for 
digitization, which could help boost the industry’s growth rate. 

Another MGI report found a significant performance gap 
between industry members that leveraged digitization 
compared to those who don’t, “with the U.S. economy reaching 
only 18% of its digital potential.” The current lack of technology 
in the construction industry presents a clear opportunity for 
industry players to separate themselves from the pack and 
establish industry leadership by optimizing digital innovation. 

Relieving Industry Strain on Lender Resources with Digitization
According to realtor.com’s 2020 Housing Forecast, inventory 
constraints and flattening prices are expected to shape housing 
market trends this year. As housing and construction demands 
continue to climb, financial institutions ready to meet rising 
demands for construction loans stand to corner a substantial 
chunk of the growing market and increase revenue. 

Historically, lenders have shied away from construction finance, 
viewing construction loan portfolios as administratively 
taxing and risky from both regulatory and credit decision 
perspectives. By bringing the construction finance process 
online through collaborative, cloud-based software, however, 

financial institutions position themselves to become industry 
leaders by leveraging their piece of the growing market, 
while relieving the burden on their lenders and resources, 
mitigating risk, and improving the overall user experience for 
everyone involved (i.e. lenders, borrowers, contractors, sub-
contractors, inspectors, title companies, etc.), while providing 
unprecedented portfolio insights. 

Reducing Risk with Construction Lending Software
Digitization in construction finance translates to less risk 
all around. Construction finance software streamlines the 
facilitation of compliance and regulatory timelines, reducing 
potential fines and penalties for non-compliance or loan file 
exceptions. In addition to the risks imposed on the industry 
by staunch government regulations, lenders also understand 
the high credit risk involved with traditional construction 
loans (and their many moving parts) due to their multifaceted, 
unpredictable nature. 

Traditional construction finance processes require constant 
vigilance on the part of lenders and/or credit departments. 
Those overseeing construction portfolios are responsible for 
tracking and monitoring cost estimates, advances, material 
purchases, labor costs, construction plans, and timelines, all 
while ensuring proper paperwork is filed and maintained for 
every transaction and correspondence. 

Bringing this process online gives lenders the ability to 
monitor their entire construction portfolio in aggregate from 
one location. Real-time monitoring and alerts automatically 
highlight areas of concern, allowing lenders to quickly and 
proactively identify excessive advances, stale loans, maturities, 

Stepping into the Lead: 
The Transformative 
Impact of Digitization in 
Construction Finance
by Dani Condon, Senior Director of Marketing 
Built Technologies
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overfunded projects, and more, ensuring no missteps ever go 
unnoticed or unresolved. Digital oversight also allows lenders 
to foresee and correct potential problems such as the 80% of 
construction projects which currently exceed budget and reach 
completion 20% later than expected. 

Increasing Efficiencies Through Digitization
Financial institutions that implement a digital construction 
finance solution drastically improve efficiencies and eliminate 
former portfolio limitations. By increasing efficiency, lenders 
can invest more time into bringing in additional business, 
approving more loans, and better serving existing clients 
-- rather than spending copious amounts of time on forms, 
compliance, loan tracking, paperwork, and spreadsheets. 

Improving User Experience with Digital Lending
In addition to risk mitigation and efficiency gains, construction 
finance technology also improves the overall user experience 
for all parties involved in the construction finance process by 
providing a centralized platform for communication throughout 
the life of each loan. Bringing the process online allows 
lenders, commercial real estate owners, commercial general 
contractors, residential homebuilders, specialty contractors, 
title companies, inspectors, and vendors to collaborate and 
communicate in one place, preventing missed phone calls and 
the inevitable tangle of email correspondence. Borrowers, 
lenders, and contractors can handle advances, file lien waivers, 
and track and request draws, inspections, and payments 
through an easy to use, online platform. 

Not only does this eliminate substantial amounts of paperwork 
and correspondence, it also significantly reduces the amount 

of time required to complete a request for an advance. Lenders 
enjoy having access to clear lines of communication with clients 
at all times, while borrowers and contractors benefit from 
real-time access to loan information and swift turn around on 
draw requests to keep projects moving forward and completed 
sooner. ■

CLRM THANKS BUILT FOR 
THEIR GOLD SPONSORSHIP 
OF THE 2020 ANNUAL CLRM 
ROUNDTABLE.
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How to Spot Problems 
in a Construction Project 
by Jonathan Crawford, Vice President
Lincoln Capital Management

Best 
Practices

Every lender has an anecdote about “their” horrible 
construction loan. Like fishing stories, the memory of 
the problem can grow over time. What was once a 

minnow becomes a whale. What if you could have caught that 
problem before it became a whale? As construction lenders, 
we are often the last to know about problems on the project 
site. Contractors and borrowers naturally want to paint a rosy 
picture of progress and present solutions; not problems. In 
the world of small business lending the projects are often 
personal, so bad news can be emotional and sometimes 
problems on the job are related to things at home. So how 
can we spot trouble on the job site and prevent issues from 
spiraling out of control? I think the three pillars of construction 
loan management are creating and maintaining a good paper 
trail, regular communication between the stakeholders, and 
active engagement from the lenders.

Like most lenders today, at Lincoln Capital Management we 
utilize independent third-party construction monitoring firms 
(like Partner Engineering and Science, Inc.) to leverage their 
experience and help be our eyes and ears on the ground. 
We also take an active approach to lending through weekly 
construction conference calls and regular on-site visits. These 
steps present the opportunity to uncover project issues on a 
timely basis, but what are the things to look for during calls and 
visits that tell us a problem is brewing?

I suggest everything starts with paperwork. The first red flag 
is a contractor unwilling or unable to produce a production 
schedule, two-week look ahead, schedule of values, sub-
contractor list, lien waivers, test/inspection reports, or sub-
contractor/vendor invoices. These are staples of commercial 
construction and should be readily available upon request. 
If a contractor cannot or will not produce accurate, timely 
paperwork then look deeper. From personal experience, we 
lent on a small project and the contractor had a very difficult 
time producing documentation. Everything we requested was 
a challenge and ultimately the project ended up over budget 
and behind schedule. The lack of proper documentation 
should have been an early warning sign to us and the borrower. 
Unfortunately, the job cost the borrower more than it should 
have.

Perhaps the most important paperwork is the monthly billing. 

This is where our teammates like Partner are an invaluable 
resource. Be conscious of uncommon billing practices, 
frequent change orders, and resistance to retainage. Billing 
procedures should be clearly lined out in the contract and 
payment expectations should be discussed before work begins. 
Most contractors bill on a monthly basis and should expect to 
wait at least 10-15 days for payment. Retainage in the amount 
5-10% is common across the construction industry and should 
be a requirement, especially for ground-up new construction 
projects. If a contractor is billing more than once per month or 
billing ahead or bucking the retainage requirement, this could 
indicate financial stress and lenders should be careful not to 
fund ahead of work completed in the field.

During site visits or when reviewing site reports, ask about work 
that is incomplete or stalled. I use weekly conference calls to 
ask about current work in place and the upcoming two-week 
look ahead. A project tends to stay on schedule if the work 
flow follows the GC’s reports and projections week to week. 
Make notes about under-performing contractors and pay close 
attention to their work in monthly billings. Flag your file when 
unexplained or undocumented delays arise. They will be hard 
to remember at the end of the project, so track delays along 
the way. In one of our recent projects the general contractor 
was slow in mobilizing to the job , claiming the winter weather 
was not ideal to start site work. Therefore, the project was 
behind schedule from the beginning, but because we flagged 
it early, we were able to reallocate funds within the budget and 
keep the project on track.

Also, pay attention to any change in sub-contractors or major 
suppliers. Be sure to get lien releases and final invoices from 
anyone that has worked on the project, especially contractors 
terminated or replaced during the project. A general contractor 
may tell you they have everything handled behind the scenes, 
but until a lien release is in hand, liability exists. Remember 
that any change in vendor or contractor will probably result in 
a time delay as well. Factor that into the overall cost equation 
when changing providers.

There is no magic bullet for managing construction projects. 
Like most things, it all comes back to communication. Ask 
questions, stay engaged, track the paper trail, and maybe you 
can keep your project from becoming the next whale story. ■
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Lenders wear two primary hats during a construction 
project: underwriter and potential owner. Lenders 
therefore have a direct interest in the series of agreements 

between owners, contractors, and designers that govern each 
project. As underwriters, lenders need these contracts to 
include specific information in order to engender the necessary 
deliverables required under the loan documents and should 
insist upon clarity regarding the rights of each party involved. 
Further, given that the lender may step into the borrower’s 
shoes in the event of a default, lenders should require that 
contracts properly clarify and protect owner rights. 

In light of the important roles lenders play in the construction 
context, they should review their project’s construction 
contracts and, where possible, modify them to infuse lender 
rights and augment owner favorability. Understanding that 
the ability to review, approve, and suggest modifications to 
such contracts may be limited, this article will explain the two 
primary steps lenders should take when reviewing construction 
contracts. First, and rather simply, lenders need to understand 
what comprises “the contract” and should make sure that the 
contracts they have been given by the borrower are full and 
complete. Second, lenders should focus on clarity in provisions 
relating to two universal concerns: cost and time.

A. What Constitutes a “Complete” Contract?
The most widely used construction contract forms in the United 
States are published by the American Institute of Architects 
(“AIA”). When reviewing an AIA form, it is crucial to know that 
the AIA forms are largely compound agreements – meaning 
that they are comprised of a base contract (e.g. A101, A102, 
A103 or A133) that must necessarily pair with a separate and 
distinct general conditions document (A201)1.  This compound 
structure often confuses new users who believe that the 
base contract comprises the entire agreement, or at least the 
essential terms. The reality, however, is quite the opposite. 

While the AIA base contracts house many of the specific deal 
terms related to cost, scope, and time for performance, the 
general conditions document is incredibly robust and details 
change order procedures, completion standards, allowable 

1 This article focuses on the most commonly used AIA documents for 
conventional design-bid-build delivery approaches. Other forms of project 
delivery, such as Design-Build, are comprised of the base contract supported 
by a series of form exhibits. 
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scope of damages, termination rights, and much more. Before 
starting to review an agreement, lenders should require that all 
documents comprising the agreement be provided – including 
any and all exhibits, which may contain important information 
related to the scope of work, schedule of values, allowances, 
unit prices, and schedule.

B. What Provisions Require the Most Lender Focus?
Lenders and their counterpart borrowers typically share a 
common goal when entering into a construction project: 
complete the required scope of work on time and on budget. 
While this goal is likely nuanced and differently prioritized on 
a project-by-project basis, focusing on this simple premise 
allows lenders to streamline contract review. 2  

1.  The Keys to Controlling Cost: Align Scope, Limit Change 
Order Markups, Hold Adequate Retainage, and Define 
Contingency
Everyone understands that cost overruns can cripple a 
construction project. Proper contract modification at the 
outset can assist in limiting such cost overruns. To this 
end, lenders should encourage owners to: (a) align the 
cost of the work with the scope; (b) limit change order 
markups; (c) withhold retainage to account for unforeseen 
circumstances; and (d) define contingency use to limit 
abuse. 

a)  Align the Cost of the Work with the Scope: Scope 
and cost alignment is not a concept that is expressly 
or clearly set forth in most form agreements. To cure 
this, language should be added that coordination 
of trades and performance of all work reasonably 
inferable from the plans and specifications will be 
provided at the cost of the work. Such a provision 
should state that “all materials, labor, equipment, 
machinery, services, supplies, plants, tools, 
scaffolding, transportation, superintendence, and 
other items of Work” reasonably inferable from the 
plans and specifications as necessary to produce 
the completed project will be provided within the 
contract sum. Attendant to this should be a warranty 
by the contractor that the aforementioned work can 
be performed for the contract sum. As such, absent 
unforeseen conditions or a material change in scope, 
it cannot be argued that the cost of the project is not 
commensurate with the required performance.

2 In the interest of brevity, the authors of this article have chosen to focus 
on cost and time to the exclusion of other key provisions that lenders should 
typically concern themselves with as part of a diligent contract review. Such 
exclusion is not intended to suggest, however, that only the topics covered 
herein are important.

b) Limit Change Order Mark-Ups: Regardless of 
a project’s pricing methodology (stipulated sum, 
guaranteed maximum price, or cost plus fee), 
owner changes, delays, material cost increases, and 
unknown conditions can all give rise to change orders. 
While Article 7 of the AIA A201 General Conditions 
document addresses the change order processes 
in detail, it does not define or limit the practice. As 
such, inserting a percentage cap on aggregate change 
order markups across tiers is one way of controlling 
cost. While the percentages vary by type and scope, 
it is generally recognized that the aggregate allowable 
markup per change order is 15%.

c) Adequately Withhold Retainage: Retainage is a 
percentage of monies due and owing a contractor 
that is withheld from each pay application. Although 
many states now have laws limiting how much an 
owner can withhold from each pay application, 
10% retainage is customary. Retainage – and the 
holding of retainage until substantial completion – 
is important both to incentivize the contractor to 
finish the work and to protect the owner from liens, 
defaults, or claims. Further, when releasing retainage 
at substantial completion, the owner is well served to 
withhold from that release an amount equal to 150% 
of the punch list value to cover costs in the event of 
non-performance. 3 

d) Define Contingency Use to Limit Abuse: Most 
guaranteed maximum price contracts include a 
defined contingency amount. These same contracts, 
however, rarely include a provision regarding how 
and when such contingency funds can be used. As 
such, inserting a provision to protect owners from 
unqualified use of contingency is advisable. Such 
a provision should allow the contractor to use the 
contingency to cover unanticipated costs, but should 
disallow the use of contingency to cover costs arising 
from the contractor’s negligence or intentional 
misconduct. Further, the contractor should provide 
a monthly accounting log detailing its use of 
contingency and submit such log to the owner along 
with each monthly pay application.

2. The Keys to Controlling Time: Implement Liquidated 
Damages, Define Force Majeure, Require Meaningful 
Schedule Updates, and Address Schedule Slippage Early

3 Many jurisdictions have implemented retainage laws dictating the amount 
of withholding allowed from the release of retainage. Please be aware that 
the percentage of the retainage allowed to be withheld may vary by state. 
The suggested percentage in this paragraph is merely a guide.
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In addition to cost overruns, delays to completion are 
among the most commonly complained of problems to 
arise on a construction project. In reviewing construction 
contracts to mitigate delay impacts, lenders should seek 
to: (a) balance the waiver of consequential damages 
with the imposition of liquidated damages; (b) limit force 
majeure events to those directly impacting the work; (c) 
mandate regular – and meaningful – schedule updates; 
and (d) allow for acceleration and recovery when schedule 
slippage occurs. 

a) Balance the Waiver of Consequential Damages 
with Liquidated Damages: Both parties – owner and 
contractor – waive the right to consequential damages 
in the standard AIA design-bid-build form agreements. 
Section 15.1.7 of the AIA A201-2017 contains this 
mutual waiver of consequential damages. From 
an owner’s perspective, this commonly precludes 
any damages not directly arising from the breach, 
including, among other things, lost revenue, loss of 
use, loss of financing, and loss of income. Typically, 
owners (and lenders advising owners on modifications 
to such contracts) have two options for amending 
this section. First, the mutual damages waiver could 
be eliminated or converted to a unilateral contractor 
waiver. Second, the parties can add a right to recover 
liquidated damages for late delivery of the work 
while retaining the mutual waiver. While much has 
been argued and written about the propriety and 
effectiveness of liquidated damages as an incentive 
for timely performance, the industry has yet to 
respond with a more viable alternative. Therefore, 
liquidated damages remain the norm, while methods 
of structuring liquidated damages provisions (e.g. 
grace periods, percentage caps, lock step increases, 
etc.) become ever more creative. 

b) Define Force Majeure Events to Those Directly 
Impacting the Work: The AIA defines a series of force 
majeure events for which delays to performance 
will be considered “excusable” and potentially 
“compensable” in Section 8.3.1 of the AIA A201-2017. 
These events include acts outside of the contractor’s 
control such as fire, adverse weather conditions, 
strikes, and late delivery of materials. While this 
standard force majeure provision is generally fair, 
it leaves quite a lot open for interpretation. Such 
obscurity can be addressed by modifications aimed 
at making clear that: (i) events the contractor either 
caused or could have avoided, limited, or mitigated 
through timely notice or otherwise, do not qualify as 
force majeure events; and (ii) disallowing adjustments 

to the schedule unless the force majeure event has 
the effect of actually delaying completion of work on 
the critical path.

c) Mandate Regular – and Meaningful – Schedule 
Updates: Typical contract language requires that the 
contractor produce a construction schedule setting 
forth milestone dates and completion deadlines. 
Such provisions typically do not specify, however, 
the frequency at which such schedule should be 
updated or the format in which such schedule should 
be delivered. Accordingly, provisions relating to the 
schedule should be clarified and supplemented with 
language: (i) directing the contractor to provide an 
updated construction schedule with each payment 
application; (ii) instructing the contractor to advise 
the owner of any delays or schedule variances 
immediately upon occurrence; and (iii) requiring that 
the schedule be provided in native format with logic 
ties as well as pdf.

d) Allow for Acceleration and Recovery when 
Schedule Slippage Occurs: Finally, provisions relating 
to schedule slippage and recovery are perhaps the 
most difficult to structure in a construction contract. 
On the one hand, the contractor owns its means and 
methods and owner interference in the prosecution of 
the work should be limited. When material schedule 
slippage occurs, however, the owner has a vested 
interest in mandating recovery actions so that timely 
completion is not jeopardized. To that end, inserting 
language as follows will provide the owner, and its 
lender, with a tool to mitigate the impact of delays 
in real time: (i) require the submission of a recovery 
schedule addressing delays and variances, and make 
it subject to the owner’s approval; and (ii) authorize 
the owner to order the contractor to take corrective 
measures such as added shifts, overtime work, and a 
change to project management – at its own expense 
– to bring the project back into compliance with the 
approved construction schedule. 

C.  Conclusion: Focus on Totality, Timeliness, and Budget 
Good contracts lead to good projects. This is not simply an 
adage, but a truth. As a lender, your interest in modifying 
contract language to protect and acknowledge your interests 
in the project are paramount. Further, where you may step into 
your borrower’s shoes in the event of a default, strong owner 
favorability in the contract should be as important to you as 
it is to your borrower. Taking the steps outlined in this article 
will therefore increase the likelihood of project success and 
mitigate lender risk. ■
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Before Issuing a Construction Loan, 
Examine Costly Risks 
by Leon Kouyoumdjian, Technical Director, Construction Services
Partner Engineering and Science, Inc.

Lending for real estate construction carries unique risks. 
There are many variables that can ultimately affect the 
successful completion of the project. For example, if 

construction planning is inadequate or not detailed enough, 
it could lead to delays, errors or change orders. An unrealistic 
schedule of completion milestones may result in shoddy work 
quality or completion delays. An unqualified or inexperienced 
General Contractor (GC) may run into issues managing 
project nuances and related budgets. Ultimately, costs rise 
significantly, contingencies are difficult to plan for and, in 
worst-case scenarios, the project may not even be completed 
or may default.

Lender concerns during the pre-closing period are focused on 
weighing the value of a completed property to value of the 
loan, and ways this value could be diminished. This can include 
the reputation and reliability of a GC, cost overruns, disruption 
or project termination risk, unexpected site conditions or 
challenges, feasibility of proposed construction, and reliability 
of cost estimates.

An independent Document and Cost Review (DCR), also 
referred to as pre-construction document and cost analysis, 
can help mitigate these risks by proactively preventing costly 
mistakes with a detailed pre-closing project evaluation. For 
borrowers and lenders, a DCR protects their interests and 
project funds, as construction contracts may ask for unrealistic 
payment terms or unnecessary upfront funds disbursement. 
Stalled or derailed projects may result in collateral that is 
worth less than the loan, presenting payment default risk. A 
DCR provides stakeholders with confidence in their project 
viability and investment value.

How a DCR Works

Document and Cost Reviews are not regulated by a uniform 
governing standard, so it is critical to engage with a reputable, 
knowledgeable firm with a diverse portfolio of project 
experience. A good DCR should entail a thorough, detailed, 
multi-point inspection of the proposed project details resulting 
from the documents provided, which may include:

• Construction documents, such as civil, landscaping 
architectural, mechanical, plumbing and electrical 
drawings, and project manual/specifications

• Owner Contractor Agreement inclusive of all exhibits

• Development and construction budget

• Regulatory documentation (building permits, land-use, 
zoning, conditional approvals)

• Due diligence reports and other supporting 
documentation

At its core, a DCR evaluates four critical C’s: Contract, Cost, 
Constructability, and Contingencies.

DCR Fundamentals: Contract, Cost, Constructability, and 
Contingencies

Owner/Contractor Agreement
The contract between the owner (borrower) and contractor 
overseeing the construction project is the essential basis for 
setting and governing the practice for the entire scope of the 
project, execution, delivery and funding. As such, the terms of 
this agreement should be feasible and balanced for all parties. 
Some of the biggest issues that can arise in a contract include: 
borrower commitment on the scope, scope exclusions and 
qualifications, achieving construction schedule milestones 
and completion, contractor administrative responsibilities, 
appropriate payment terms and timeline, and conformance 
with local agencies.

Other details that may be examined over the course of a DCR 
evaluation include (but are not limited to) whether the contract 
is standard or has customized language that may present 
risks, if bonding insurance is required, and if it addresses key 
elements such as change order percentage, contractor’s fee, 
anticipated weather delays, unit costs, allowances, alternates, 
and shared cost savings.

Cost Analysis
80% of all construction defaults occur due to payment-related 
issues and delays. Because of this, it is critical to examine 
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the overall project budget, as well as real-time market 
materials and labor costs, before beginning work. Will any/
all of these be impacted by delays or unforeseen roadblocks? 
Additionally, a DCR may go even further in analyzing project 
funds. An appropriate payment draw schedule should match 
construction milestones or components that are evenly 
disbursed throughout the project stages – that is, not front-
loaded. To reduce inappropriate expenditures, high overall 
allowance costs, cost overruns, or interest payment on funds 
not yet needed, the contract cost breakdown may be examined 
line-by-line to compare the draw schedule to standard market 
practices and costs.

Constructability
Feasibility of the proposed project within the budget and 
cross-disciplinary expertise provided is essential. Do the plans 
make sense architecturally, and with respect to engineering 
disciplines? Do the plan sheets provide a complete, up-to-date 
and adequate overview of the scope, and do they establish 
equipment, material and finish specifics? Do the plans provide 
enough details about the design? Vagueness or lack of notes in 
the documentation can lead to misinterpretation by the GC or 
subcontractors, resulting in delays, change orders, or work that 
doesn’t meet the owner’s expectations. A DCR can uncover 
gaps in proposed work that may result in rework or excessive 
requests for information. Starting with the most complete 
agency-approved, detailed, constructible plans can protect the 
project integrity in the long run.

Contingencies
All projects run into unexpected hiccups and unforeseen 
issues, and construction is no different. But if you set aside an 
allowance to account for these contingencies, they don’t have 
to derail the construction progress. Depending on whether the 
development is new or a renovation, there would typically be a 
5 to 10% projected development budget allowance. Contractors 

may establish their own contingency. If overestimated, it might 
pad the GC’s profit; if underestimated, it might lead to costly 
overruns, and a GC that might walk if the final costs are higher 
than what they can collect from the owner. You want to strike 
the right balance between a competitive bid and responsible 
planning.

A complex and fast-paced construction project has many 
personnel and moving parts that can present potential 
roadblocks to successful completion. However, a proactive pre-
closing risk management plan, consisting of a Document and 
Cost Review of supported appropriate documents can help 
identify risks before beginning the project, and confirm that 
the project scope and budget are technically feasibility. ■
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The construction industry suffers from the longest days 
sales outstanding of any industry in the U.S., resulting 
in an estimated $64 billion of preventable project costs.

Contributing factors to slow payments in construction are well 
understood. There is an immense complexity of relationships 
in construction projects. The separation between work 
completed and funding sources is so vast, a vendor may not 
even know where their payment is coming from and a lender 
may not know all the vendors on a project. Further, it simply 
takes time for the layers of project stakeholders to document 
and confirm work completed before lenders can approve and 
release funds.

While it’s easy to understand why payments are slow in the 
construction industry, it is difficult to observe the impact 
of these slow payments. Rabbet surveyed 184 general 
contractors and subcontractors from across the U.S. to learn 
about the direct and indirect costs of slow payments on the 
industry. The findings of this survey are summarized in the 
2019 Construction Payments Report.

Slow Payments Inflate Project Costs
General contractors and subcontractors include a combined 
average of 5.3% of additional overhead costs in bids to account 
for the cost of floating payments for wages and materials. 
76% of subcontractors report considering a reputation for 
slow payments when deciding how much to bid on a project. 
Subcontractors reported a willingness to provide a 3.7% 
discount for payment within 30 days—representing $44B in 
savings for faster payments.

Slow Payments Impact Project Schedules
Labor shortages increased the average time to complete a 
project to 22 months in 2017, up from 16.5 months in 2013. 
Further, 63% of subcontractors decided not to bid on a project 
in the last 12 months because of a general contractor or owner’s 
reputation for slow payments. In addition to labor market 
impacts, 28% of subcontractors and general contractors report 
that work was stopped or delayed due to slow payments in the 
last 12 months.

Slow Payments Drive Costs, 
Risk in 2019
by Will Mitchell, CEO, Rabbet
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Role of the Construction Lender
All stakeholders share an interest in completing a project 
on time and within budget. Lenders—along with owners, 
developers, and general contractors—share responsibility 
for the speed of payments. The speed of draw approval can 
contribute to a borrower’s reputation, which impacts the 
general contractor’s ability to get the best subcontractors at 
the best price.

When a lien is filed on the property or a project is delayed due 
to issues finding labor, all stakeholders should ask, “What’s my 
role in this?”

Fortunately, construction lenders can take several steps to 
improve the speed of payments while supporting best practices 
in risk management.

Set an inspection schedule with the borrower. The delay 
between receiving a draw and getting an inspector onsite 
wastes precious time. More often than not, borrowers also 
appreciate the certainty of a schedule.

Require documentation that is necessary, not only customary. 
Construction lenders should understand why each document 
is required and ensure that each effectively contributes to 
managing the risk on a project.

Communicate document expectations with borrowers 
upfront. Borrowers manage different requirements for each of 
their loans, and it’s a lot for them to keep up with. The more 
clearly expectations are communicated, the smoother the first 
several draws will go.

Track the draw process efficiently. Lenders and borrowers share 
a lot of information through email, PDFs, and spreadsheets. 
Look for technology to centralize all of this information and 
track process status. This will also improve auditability of the 
process and provide borrowers the assurance they need to 
know everything is on track.

Loans stay healthy when projects stay on track. Faster payments 
help borrowers keep projects on track. To learn more, please 
see the full 2019 Construction Payments Report at rabbet.
com/resources. ■

CLRM THANKS RABBET FOR 
THEIR SILVER SPONSORSHIP 
OF THE 2020 ANNUAL CLRM 
ROUNDTABLE.
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“Faster payments 
help borrowers keep 

projects on track.”
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Four Essential 
Funds Control 
Risk Management 
Functions for 
Construction Projects

Help minimize the risk associated with the 
finances and complex logistics of construction 
projects with funds control management.

The finances and complex logistics of carrying out 
construction projects carry risks for all relevant 
stakeholders, from the owner (or developer), to 

the general contractor overseeing the project, to the 
lender financing. One of the biggest risks is default due to 
mismanagement of funds, which accounts for a majority 
of defaults and liens on construction projects. This involves 
everything from timely payment to sub-contractors, suppliers 
and vendors to distribution of ongoing payments for scheduled, 
verified milestones, and tracking change orders, especially if 
they are over budget.

One of the most effective ways that lenders mitigate financial 
risk when underwriting construction projects is to engage a 
third-party firm to oversee and manage funds control over 

the lifetime of the project. This helps ensure completion on 
budget and on schedule, and increase transparency to bank 
regulators, particularly if there is an audit.

Construction funds control is the process by which a lender or 
an agent they contract with (such as a third-party firm) manages 
the schedule, paperwork, and track record of when and how 
funds are allocated to principals, contractors, subcontractors, 
equipment and materials suppliers on a construction project. It 
is an alternative to a payment and performance bond that takes 
a detailed, proactive, ongoing approach towards identifying 
and correcting discrepancies before or as they occur for about 
half the cost of a performance bond. A performance bond, on 
the other hand, can only be triggered in the case of a default, 
and could take months to resolve pending an investigation and 
adjudication.

Once an agreement is in place to engage a construction risk 
management firm for Funds Control, the firm typically begins 
by conducting a thorough Document and Cost Review (DCR) 

Ali Schaal
Director of 

Funds Control
Partner Engineering 

and Science, Inc.

Angela McDonnell 
Director of 

Funds Control
Partner Engineering 

and Science, Inc.
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effective funds disbursement is early detection – to ensure that 
payments are not made ahead of progress and deliverables of 
scheduled milestones. This is achieved through Construction 
Progress Monitoring, a service that provides “boots on the 
ground” site visits and feedback about work being performed 
for each line item, whether the GC is performing according 
to the loan agreement and schedule, and a review of the 
contractor’s application for payment. Construction Progress 
Monitoring evaluates stored materials on-site and off-site, 
verifies overall project percent completion, and status of 
sufficient funds to complete the project on schedule.

4. Manages Paperwork
All the above funds management involves keeping track of 
a lot of incoming and outgoing paperwork - everything from 
invoices to collection of lien releases and required signatures, 
contracts and other lender-required documentation. Funds 
control management organizes important documentation for 
stakeholders, with electronic record-keeping capabilities. This 
is particularly crucial for lenders if a project is audited.

To ensure sound funds control and construction risk 
management on your construction project, engage with an 
experienced firm that has a diverse portfolio of previous 
construction projects, in-depth industry and market 
knowledge, and key personnel to manage your project from 
start to finish. ■

Watch on Partner's Website - 
6 Ways Funds Control Saves Your Project

partneresi.com/resources/videos-webinars/webinars/
6-ways-funds-control-saves-your-project

before construction begins, which 
involves a review of the contract, 
plans, and schedule of value to 
ensure that they are appropriate.

After construction begins, the CRM 
firm will receive and review all 
draw requests; inspect construction 
progress to ensure all work is 
completed and materials delivered 
before draws are approved; obtain 
lien waivers from subcontractors 
to protect the property from 
construction liens; and disburse 
funds to appropriate subcontractors 
and vendors.

Presented below are four of the most 
critical functions of funds control to 
keep projects on schedule and on 
budget and to prevent the kind of 
problems that lead to default.

1. Ongoing Funds Management
 There are so many payments during 
a construction project, it is easy for 
errors to occur or for payments to 
get missed or delayed. Funds control 
ensures payment not only to the 
general contractor or principal, but 
also subcontractors, vendors, and 
materials suppliers as well. Funds 
management also ensures that 
loan proceeds are not diverted to 

other line items in the construction schedule without proper 
authorization or review, or that the general contractor does 
not use funds from the current project for another project 
they may be working on. This minimizes the risk of critical 
stoppages in work progress due to nonpayment or depletion 
of loan funds.

2. Catch and Resolve Payment Request Discrepancies
This involves a thorough review of backup documentation – 
including all invoices and lien releases—to check for potential 
errors or double requests. It also involves tracking of change 
orders and reallocation of funds within the existing construction 
budget to check for “front loading” (upfront payments before 
work has been completed) or incorrect payments. This gives 
the client real-time information on cost and how it affects the 
construction budget.

3. Aligns Payments with Construction Progress
Funding and construction progress go hand in hand. One of 
the critical functions of construction risk management and 
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