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Welcome to the 4th CLRM Journal

W

elcome to our fourth edition of the Construction Lender Risk
Management Journal. For nearly a decade, the Roundtable
has provided a forum for construction investors, lenders, and
other stakeholders to share ideas and solutions to help mitigate
the unique risks associated with construction projects. There is no
one-size-fits-all approach to managing construction risks; however,
the opportunity to share ideas here can help to create consistency,
which benefits us all.

Bill Tryon

Director of Strategic
Development
Partner Engineering and
Science, Inc.
BTryon@partneresi.com
(415) 599-1187

Since 2019, the industry has weathered unimagined challenges
ranging from changes to on-site protocols, through a 50-year spike
in construction costs, supply chain disruptions, municipal delays, and
continued labor shortages. Amazingly, all with minimal disruption of
projects underway. Our annual conference will be in Los Angeles this
year. With restrictions easing I’m looking forward to a return of faceto-face meetings. There is so much to catch up on!
Economists are projecting a continued recovery in construction
during 2022. Residential and multifamily construction have fully
recovered. Based on total costs, non-residential commercial also
seems to be doing well; however, volume has not kept pace with
cost increases. After adjusting for cost increases, non-residential
construction is still lagging behind the 2019 pace but is expected
to recover fully this year, subject to continued material and labor
availability.
This year's journal includes insights from our CLRM community
covering the market forecast, key construction trends, tips for
addressing supply chain issues, adjusting for unknowns in loan
structures, monitoring LIHTC, non-performing construction and
development loan workouts, setting up for smooth funds control,
the impacts of slow payments, ESG, pre-construction environmental
due diligence, construction technology, among other great pieces.
By sharing ideas and solutions we can become stronger, both as
individuals and as an industry. Thank you for being part of the effort.

Sincerely,

Bill Tryon
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T

he job of a construction finance professional is ever challenging and full of complex issues.
Wouldn’t it be great if you had a built-in network of like-minded peers that understand
exactly what you are dealing with to call for advice? If you are a part of CLRM, you do!

CLRM is all about bringing construction finance and risk management professionals together to
share their experiences and learn from each other. Good things happen when we talk with each
other.
•
•
•
•

With a group of peers at your disposal, you can quickly get answers to “How are you
handling this issue?”
With deeper understanding of various stakeholders' perspectives, making accommodations
becomes easier and projects can flow more smoothly.
With greater consistency in risk management practices, participation deals become easier.
When you know what other institutions require, you can call BS when a sponsor says, “This
other institution isn’t going to make me do that!”

This community is for you, so put it to work for you! What challenges are you dealing with? What
issues do you want discussed? Bring your ideas and your voice. Participate on a panel, join the
monthly calls, co-host a local forum in your town. If you are looking to advance your reputation
within your organization, demonstrate commitment to your profession by becoming a leader
within the CLRM community.
Together, we can better execute a mission of prudent and profitable construction risk management.
COME. LEARN. SHARE. BUILD.
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2022: After a Rocky Start, Construction
Lenders Look Ahead with Guarded Optimism
Dianne P. Crocker

Principal Analyst | LightBox

A

s we pass the two-year mark of when COVID-19 first
hit, the commercial real estate lending market’s
recovery marches onward. Although the latest
omicron variant slowed economic activity as the calendar
flipped to 2022, the impact was short-lived. Among
construction lenders, the forecast is of one of tempered
optimism, led by a healthy lending environment, kept in
check by growing concerns about the shortage of skilled
labor, interest rate hikes, material prices, supply chain
disruptions, and now, the rising geopolitical conflict in
Ukraine. The outlook for construction lending is positive
over the near-term, but not without its challenges. Below
is a snapshot of the forces that brought the market to its
current state in this recovery, and the trends expected to
shape the rest of 2022.

1) U.S. Property Markets Rebounded in a Big Way
In U.S. commercial real estate, there are a wide range
of dynamics at play, but the good news is that a strong
economic engine drove a rebound in property deals and
lending to pre-pandemic highs last year. By November, Real
Capital Analytics reported that: “The market is so strong
that the volume through November alone is propelling the
year to a record high” even before December data was in
the books. Deal activity in the fourth quarter pushed U.S.
property deals for the year up to levels typically associated
with total global deal volume. Rising property values are
fueling optimism around income growth for builders and
investors, particularly in new areas of opportunity like
property reuse and growing population centers postpandemic.

2) Lending to Hit Record $1 Trillion in 2022
By most accounts, the momentum of the lending sector is
expected to continue in the new year, led by property values
that rose by more than 20 percent last year, fueling strong
demand for debt capital. The latest evidence of the robust
nature of the overall commercial lending universe arrived in
February with the Mortgage Bankers Association’s forecast:
P4
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Commercial/multifamily lending will hit a record $1 trillion
in 2022, a 13 percent increase from 2021. Multifamily
lending alone is forecast to rise to $493 billion in 2022, a 5
percent increase over 2021 and a new record for that asset
class. Longer term, the MBA is predicting that borrowing
and lending will remain high into 2023, with slightly more
than $1 trillion of total commercial real estate lending and
$474 billion in multifamily.

3) Construction Lending Bounced Back
In construction lending, banks have traditionally held
a dominant position, with recent competition from
both life companies and investor-driven lenders. The
tremendous volume of debt equity is driving significantly
more competition in the construction lending market. The
composition of lenders has returned to its pre-COVID-19
profile. Investor-driven lenders, who initially pulled back
from the high credit risk just after the pandemic hit, have
now returned, taking their position as the second largest
source of construction financing in 2021 behind regional
and local banks. The top five construction lenders, as
of the latest RCA data (by volume of first mortgages) in
2021 were: Wells Fargo, Bank OZK, KREF-KKR, Goldman
Sachs, and Blackstone. Bank OZK, a regional lender, was a
headline-maker in 2021 for aggresively growing its portfolio
of construction loans. The bank’s $7.7B in construction and
land development loans made up 42% of all loans on its
balance sheet as of September 2021.

4) Greatest Opportunities for Construction Lending
The high levels of capital available for both ground-up
construction and adaptive reuse bode well for construction
lenders over the near-term. Like trends in the commercial
property investment market, the strongest growth in
commercial lending this year is likely to be in the industrial
and multifamily sectors. Exponential growth in e-commerce
is demanding new construction, particularly in last-mile
distribution locations. The value of industrial starts over
the four quarters through the third quarter of 2021 totaled

$73 billion, a significant 48 percent increase from a year
earlier—led, not surprisingly, by Amazon.
In multifamily, demand for construction loans is up,
particularly to finance residential projects in growing
population centers. Construction starts on apartment
projects reached $158 billion in 3Q21 and the previous
three quarters, according to RCA (See Figure 1), a 16
percent increase over the prior four quarters. Investment
in multifamily properties shifted throughout the pandemic,
with secondary metros now accounting for 80 percent of all
activity. Based on the level of current under-construction
activity, developers are particularly bullish on smaller
markets like Dallas, Austin, Atlanta, Charlotte, Nashville,
Miami, and Salt Lake City.
In the still-recovering sectors of office and retail, however,
there will also be opportunities for renovation, reuse, and
redevelopment. In office, the story post-pandemic is still
being written. The COVID-19 delta and omicron variants
delayed the return-to-office strategies of employers and
extended remote work policies and recovery in office.
Currently, more than 100 million square feet of office
space is under construction, a decrease from 2019's 126
million, and led by projects in New York City, Boston, and
Silicon Valley. Class B and C office space will be challenged
to upgrade to feature the amenities that tenants are
demanding post-pandemic. Hines was the ranking leader
for construction starts during the COVID recovery period
with starts on four major office developments (including
two in Manhattan).
Retail is also starting to get more attention after being one
of the sectors hardest hit by the lockdowns and quarantines
of the pandemic. Owners and developers will be challenged
to repurpose retail space to meet the demands of today’s
consumers for experiential spaces and outdoor shopping
environments.

5) Labor Shortages, Escalated Material Costs
Continued concerns about the labor shortage and the
supply and cost of materials cloud the construction forecast.
On the labor front, the U.S. Bureau of Labor Statistics (BLS)
reported that 4.4% of construction jobs were unfilled last
fall—amounting to about 345,000 unfilled jobs. Construction
companies are also struggling with uncertainties with ontime deliveries of building materials and rising material
prices that are driving up building construction costs. The
most recent data from the U.S. BLS estimated that inputs to
new construction (excluding capital investment, labor, and
imports) were up by almost 25 percent in 2021 over the
prior year. Although pricing levels for some materials have
started to decline in recent months, expected fluctuations
in material prices could adversely affect the construction
market this year. Particularly concerning are the recent
increases in crude oil, a key component of asphalt. Issues of
labor shortage and material escalation are likely to remain
on the radar for much of the new year, making it critical that
lenders’ underwriting on commercial construction projects
accounts for potential impacts on project cost estimates
and completion timelines.

The Headwinds and Tailwinds of 2022
The list of tailwinds boosting the market right now starts
with the sheer brute power of the U.S. economy, one that
keeps performing no matter what this health crisis throws
at it. Also boosting the market are the healthy levels of debt
and equity capital, still-low interest rates, and underwriting
standards holding firm at disciplined levels. Strong attention
on reuse and redevelopment, especially in high population
growth areas, will drive activity in 2022. As the tone of
conversation shifts to the post-COVID future, the market
tone is one of optimism with a nod toward market risks and
uncertainty.
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Figure 1

Growing risk and uncertainty could pressure
developers to secure loans in the first half
of the year and get projects in the pipeline
now. Expect industrial and multifamily to
continue to dominate construction lending
activity, accompanied by demand for loans
to repurpose outdated office and retail
space. In 2022, it will be critical that lenders’
underwriting for construction loans accurately
account for different risk scenarios that reflect
variables for rising interest rates and material
costs, labor shortages and longer completion
timeframes, shifting demand for space, as
well as any macro impacts that the escalating
international conflict could have on market
confidence and investment.▪
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Looking Back and Forward: A Review of
Trends in the Construction Industry During
2021 and What is on the Horizon
Shelley Souza

Director, SBA Construction & Project Manager | The Bancorp Bank

A

t the start of the coronavirus pandemic in March
2020, like so many other areas of infrastructure,
the construction industry came to a grinding halt
due to health and safety concerns. As businesses tried to
return to “normal,” they were (and continue to be) faced
with delays. In many cities, municipal offices that handle
licensing, inspections, and permits have been backed up
for months, and contractors have had to put their plans on
hold until they can get the proper certifications. For those
who were routed efficiently through the approvals process,
they still had to manage compliance with new regulations
and safety standards – from mask and potential vaccination
mandates to social distancing and limiting the total number
of employees onsite. Additionally, labor shortages and
supply delays have further aggravated long interruptions
for many projects.

State of the Commercial Construction Industry
With global supply chain issues and labor shortages in
construction, the industry has seen quite a year.
According to a recent U.S. Chamber of Commerce
Commercial Construction Index, more than 90% of
contractors stated they are struggling to find qualified
construction workers.1 Many skilled construction
workers have opted to not return to work as they were
either approaching retirement age or decided to make
a career change.2 Additionally, the dwindling mention of
construction work as a viable career choice and the lack
of shop classes for teens, a problem that preceded the
pandemic, led many young people to not learn the needed
skills or develop interest in the industry.3 In turn, this has
led to more than 40% of contractors saying they have had
to turn down future projects because they do not have
enough workers to cover the job.4
¹ U.S. Chamber of Commerce: Commercial Construction Index – Q3
2021, September 2021
2
CNN: America desperately needs 1 million more construction
workers, July 2021
3
Ibid, Footnote 2
4
ConstructionDive: Construction’s career crisis: How did we get
here?, October 2021
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The struggle to acquire and retain both supplies and workers
is being seen across all areas of the construction industry.
These issues are being exacerbated by rising inflation for the
cost of essential products used in construction. Contractors
have seen steel and lumber prices rise significantly over the
last two years, with the cost of steel mill products increasing
by 88% since June 2020, and the cost of lumber and plywood
seeing a 101% spike.5 More than 90% of contractors say
these dramatic price increases have caused them to suffer
product shortages; 34% of contractors are reporting
they are experiencing a shortage of steel products
and 31% are seeing shortages of wood/lumber.6 The
fluctuating costs and availability of supplies has impacted
the ways in which contractors manage the timeline
expectations of their customers.
Because of these shortages and delays, construction
companies need to get creative about how they conduct
their business. Borrowers, lenders and contractors have
become more flexible when deciding whether to increase
project costs and have had to find different ways to get a
project back within budget when choosing how and where
they source materials. These changes can be seen in how
commercial contractors now submit higher bids on jobs in
an effort to make up for the shortage of skilled workers.7
While the construction industry continues to be challenged,
there are some innovations that may be coming in 2022.

What’s on the Horizon for 2022
A number of challenges and opportunities lie ahead for the
construction industry in 2022:
Continuing labor and supply shortages
Labor and supply shortages will continue to be an issue in
2022, with many contractors predicting these deficits will
cause additional project delays or force them to ask more
of the workers they currently have. Analysts are predicting
AGC-The Construction Association: Construction Inflation Alert,
August 2021
6
Ibid, Footnote 1
7
U.S. Chamber of Commerce: Commercial Construction Index – Q1
2021, March 2021
5

that inflated material costs will remain until at least the
middle of 2022.
The lack of skilled workers also shows no sign of going away
with the COVID-19 pandemic exacerbating an already steady
decline in construction workers that has been ongoing
since the 2008 recession.8 One reason for this decline is the
generational divide in the demographics of construction
workers. Many former construction workers are older and
found that it made more sense for them to retire from the
industry completely once the pandemic hit, and younger
generations who are in or are entering the workforce do
not see construction work as an appealing career path.
While these issues will persist throughout 2022, there are
several ways for contractors to lessen the impact of these
setbacks. Contractors can change the way their contract
agreements are structured, so they will not get saddled
with excess debt if they cannot complete a project in a set
amount of time. To preempt supply shortages they might
run into during their project, contractors can stockpile
essential materials and order materials immediately after
contracts have been signed, regardless of when the project
is due to start.
Greater emphasis on going green
The construction industry currently accounts for 39% of
universal carbon emissions, and construction executives
state that creating more sustainable construction practices
is a top priority for them.9
While many companies acknowledge that using mostly
sustainable construction practices is better for the
environment, they also know that adopting more
environmentally friendly practices will be good for their
bottom line. By reducing their carbon footprint, companies
can reduce their overall construction costs.

3-D printing is also projected to make an impact in 2022.
As contractors are unable to import certain parts and
equipment, some may turn to this method in order to get
the materials needed to complete a project. While the
shortage of construction workers continues, contractors
may find that digital technology may help them with
completing some essential tasks at their building sites.
Certain jobs can now also be done by using new
technological advancements, like having a mechanical arm
lay bricks. These technologies, however, are only meant to
provide assistance when there are no workers available.11
The importance of partnerships will continue to be
underscored in 2022
As we progress into 2022 and industries across all sectors
make a comeback, it’s important to have the right partner
by your side.
Experienced financial partners, like The Bancorp, can
provide construction businesses with assistance on how
to get the most out of a Small Business Administration
(SBA) loan, how to navigate the loan process, and can help
vet project budgeting from the proposal stage through
groundbreaking and opening day. By having a trusted
financial partner, businesses are better equipped to
navigate the increasingly popular price-escalation clauses
that are becoming prominent in construction contracts.
************
By reflecting on the issues and opportunities the
construction industry has seen over the last year and
working with an established financial partner, businesses
with construction financing needs will be able to put their
business on the right path for success in 2022.▪

Digital transformation
2022 is projected to see more widespread use of technology
which will help the construction industry usher in a new
era during which artificial intelligence becomes more
prominent in helping contractors complete jobs.
An example of a new technology becoming more prevalent
is the use of drones on job sites. Drones can provide
contractors, who might have to be offsite, with the data
they need to make decisions quicker.10
Ibid, Footnote 4
Forbes: The Construction Industry Is Getting Greener: Why, How,
And What’s Changing?, August 2021
10
Green Builder: 7 Building Trends As the Industry Heads Into 2022,
September 2022
8
9

The American Society of Mechanical Engineers: 11 Construction
Industry Trends for 2022, October 2021
11
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Expect the Unexpected: Approaching Raw Material
Shortages, Freight Delays, Price Increases, and
Labor Issues in the Construction Industry
Vanessa Miller

Partner | Foley & Lardner LLP
The COVID Ripple Effect and Its Impact on the
Construction Industry
COVID has taken the world by storm and every industry
is along for the ride. At the beginning of the pandemic,
the focus was on the executive orders, lockdowns and
shutdowns, which outright prevented companies from
performing in 2020. There was a lot of focus on resuming
manufacturing operations, resuming construction and
implementing necessary safety protocols to protect
workers. In 2021, however, we saw a domino effect of new
pain points as companies in the construction industry had
to navigate unprecedented raw material shortages, price
increases, labor issues and freight increases and delays.
If there is one takeaway from the last two years, it is: expect
the unexpected. But drilling down further, there is no way
to entirely bullet-proof a global supply chain or the industry
that relies upon those supply chain inputs from shortages,
issues or delays. However, certain lessons and conclusions
can and should be drawn from the challenges that
companies have had to navigate. At the end of this article, I
offer some suggestions for companies to implement across
their supply chains going forward—recognizing that these
are not one-size-fits-all solutions and that certain changes
may not be feasible.

past 12 months is aware that lumber prices have risen
dramatically. The lumber shortage is just one example of
a major impact to supply chains that hit the construction
industry hard, but it is important to understand the “why”
and “how.”
At the beginning of COVID, there were many lockdowns,
including across the construction industry. In most states,
construction was one of the first industries that was quickly
deemed an essential industry.1 However, there remained
some confusion as to whether certain construction inputs
were essential given the mix of industries to which they
supply, and many remained shuttered, including lumber
mills. Saw mills shut down lumber production and were
braced for a housing slump. Combined with freight issues,
delays, container shortages and the years-in-the-making
truck driver shortage, this further exacerbated and
lengthened the timing to receive lumber.

1) Lumber as a Critical Supply Chain Input

In the meantime, instead of a housing slump, housing and
home repairs boomed. People were spending more time
at home than ever before. Flush with stimulus checks and
shifting to a work-from-home environment, Americans
were looking to relocate from cities to suburbs, shopping
for larger houses—including new builds, converting
garages into home offices and embarking on other home
improvement projects and repairs. This necessarily spiked
the demand for one critical construction input: lumber.

Anyone who visited Home Depot or who talked to a
contractor about a home improvement project over the

¹ https://www.foley.com/en/insights/publications/2020/05/50state-emergency-order-tracker-roadmap-restart
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In anticipation of a shortage, builders began stockpiling
lumber. Similar to the “toilet paper phenomenon” that we
saw at the beginning of the pandemic, this stockpiling further
exacerbated the shortage. To meet the increased demand,
manufacturers and lumber mills ramped up production,
which required them to absorb costs of overtime, which
included higher wages and retention bonuses to attract and
retain labor. They also faced shipping container shortages
and other significant freight and delivery increases, further
driving up the cost of lumber. Analysts predict that lumber
prices are going to remain high in the face of the continued
demand and ongoing supply chain disruptions.2 (See also
Figure 1, Chicago Lumber Futures Chart from Trading
Economics3.)

Figure 1

² https://markets.businessinsider.com/news/commodities/lumberprices-outlook-price-increases-expected-supply-housing-demandbuilders-2022-1
3
https://tradingeconomics.com/

Lumber is just one example. We saw similar patterns occur
with metals, steel, resins, solar panels and myriad other
inputs that are required across the construction industry.

2) Outlook on Supply Chain Challenges for 2022
In addition to (and as indicated above, as driving forces of)
material shortages and price increases, there are a wide
array of impacts that can cause ripple effects across the
supply chain. Everything from workforce issues, logistics
issues, environmental and geopolitical impacts can have
short- and long-term effects.
First, manufacturers and their supply chains will continue
to experience hurdles as a result of labor shortages and
employee absenteeism. Manufacturers across every
industry report a difficulty in attracting and retaining all
levels of labor, including plant level employees, factory
foremen, skilled tradesman, etc. One plant manager recently
lamented to me that she cannot keep lines running, let alone
fill the overtime and graveyard shifts, particularly when the
fast food restaurant across the street is offering the same
hourly wages, shorter shifts, more predictable hours and
tuition reimbursement. Beyond compensation packages,
the recent outbreaks of the Delta and Omicron variants
are causing line downs as employees contract COVID and
safety protocols force others that came into close contact
with those infected into mandatory quarantine.
Second, logistics woes continue. Container shortages,
increased freight costs, port delays and the lack of
truck drivers will continue to cause headaches across all
industries. The pandemic has laid bare just how fragile
shipping and logistics remain across companies’ global
supply chains. Although there are significant benefits to
having a lower-cost global supply chain that is sole sourced
on a Just-in-Time (JIT) basis under a lean manufacturing
model with little to no warehousing and inventory costs,
there also are significant risks. The longer and leaner a
company’s supply chain, the less cushion that exists when
something goes wrong.

Trends
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1) Force Majeure: Force majeure provisions are
contractual provisions allocating the risk of loss if
a party cannot perform due to an unforeseeable
event that is outside of the party’s control. In order
to claim force majeure as a defense to performance,
the contract must: (a) contain a force majeure
provision, (b) the issue must fall within the definition
of a force majeure event under the contract provision
and (c) must actually have prevented the party from
performing or caused a delay in the party’s ability to
perform.

Third, as these unforeseen costs ricochet through the supply
chain in the construction industry, and pricing pressures
mount, there will be disputes. Even where there are fixedprice requirement contracts or long-term agreements in
place, suppliers may not be able to continue to absorb these
costs. Continuing into 2022, there will be an uptick in pricing
disputes, including demands for price increases and stopshipment threats. How will these disputes play out? Against
the backdrop of the parties’ commercial contracts and, as
discussed below, likely through commercial negotiations.

Legal Defenses to Contract Performance Explained
in Plain English
The starting point for any commercial dispute will be the
underlying contract documents. The key documents that
comprise the contract may include: a long-term agreement
or master services/supply agreement, related purchase
order(s), related scheduling order(s) and other documents
incorporated by reference such as the terms and conditions.
One of the key takeaways from the pandemic has been
that many companies in the supply chain have taken on
more risk than they intended to, and/or could withstand,
and/or ever contemplated by the parties at the time that
the parties entered into their contracts. The law affords
a number of potential defenses to performance that may
be available to a party that finds itself unable to perform
under an existing contract.
Unfortunately, these are incredibly fact-specific inquiries
that can vary depending upon the contract at issue, the
particular circumstances, the industry, the parties’ past
course of dealing, the governing law and jurisdiction where
a contract dispute is brought and heard, and even the
particular judge.
P10
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A force majeure declaration is supposed to operate
as a contractual “time out,” which allows a party to
cease performing under the contract until the force
majeure event is over. Some common examples
include a hurricane, storm or plant fire that prevents a
supplier from delivering goods to a buyer for a certain
period of time.
It is important to note that by claiming force majeure,
a party is not entitled to price increases under the
contract. It is not enough that a contract be more
expensive to perform; instead, a party’s ability to
perform must actually be prevented or delayed. In
addition, there may be a requirement that the party
declaring force majeure must resume performance
within a certain period of time (ex. 30, 60, 90 days) or
the other party may terminate the contract.
Before the pandemic, there was very little thought
given to most force majeure provisions. Many
companies used the same force majeure language in
their contracts whether they were on the buy- or sellside, whether they involved a single spot-buy or the
long-term supply of critical components, and whether
the parts were coming from the next county or far
away. Companies are now much more focused on
tailoring force majeure provisions to properly allocate
risk based on actual risks and issues encountered and
the gravity of those risks.
2) The Doctrine of Commercial Impracticability: For
contracts that do not have a force majeure provision or
where such protections do not excuse performance,
another avenue of relief may be the doctrine of
commercial impracticability. For the sale of goods, the
Uniform Commercial Code (UCC), Section 2-615 allows
a party to claim that a contract has been rendered
commercially impracticable “by the occurrence of a
contingency the non-occurrence of which was a basic
assumption on which the contract was made or by

compliance in good faith with any applicable foreign
or domestic governmental regulation.” In plain
English, this means that something has happened
that the parties never thought would happen that has
made it very, very difficult—if not nearly impossible—
for a party to perform. This defense was commonly
invoked during the global semiconductor shortage
that made it extremely difficult and nearly impossible
for manufacturers to source semiconductors in 2021.4
If due to shortages, a party declares that supply to
the required volumes has become commercially
impracticable, then it has an obligation to fairly and
reasonably allocate available supply. However, what
constitutes “fair and reasonable allocation” is highly
fact-specific and depends greatly on a number of
factors including the product at issue and the industry.
3) Frustration of Purpose: The common law doctrine
of frustration of purpose allows a buyer to excuse its
non-performance when its purpose for entering into
the contract is impeded by an unforeseen event, and
the nonoccurrence of the event was a basis for the
contract. Again, something has happened that the
parties did not think was going to happen, and now
there is no point to having the buyer proceed under
the contract. This defense was commonly invoked to
avoid rental payments under lease agreements where
certain non-essential businesses were shut down
during the pandemic (ex. bars, restaurants, retail
outlets) to varying degrees of success.5
4) Impact of These Defenses on Penalty Provisions:
In the face of notices where there is a claim of force
majeure or commercial impracticability, companies
frequently ask whether they can charge or be charged
under penalty provisions in construction contracts.
Because penalty provisions specifically tie to a breach
of the contract (late delivery, etc.), if a party properly
claims that its performance is excused pursuant to
force majeure or another defense to performance,
then the party is not in breach. Therefore, the penalty
provision should not apply unless the parties agreed
under the written terms of the contract that the
VIS-USA, LLC v. NXP Semiconductors USA, Inc., No. 20-10801
(E.D. Mich. Apr. 16, 2021) (order denying motion for a temporary
restraining order related to supply of semiconductors finding
that the doctrine of commercial impracticability likely excused
contractual performance as a result of global shortages).
5
Compare UMNV 205-207 Newbury, LLC v Caffe Nero Americas Inc.,
No. 2084-1493 (Mass. Sup. Ct. Feb. 8, 2021) (finding frustration of
purpose) with GAP Inc. v. Ponte Gadea N.Y. LLC, No. 20-4541-LTSKHP (S.D.N.Y. Mar. 8, 2021) (finding no frustration of purpose).
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penalties still should apply notwithstanding any claim
of force majeure or commercial impracticability.

Strategies for Managing Requests for Price
Adjustments
In the construction supply chain, the most important goal
is to maintain continuity of supply in order to complete
projects on time. Regardless of whether the party is the
buyer or the seller, there are a number of steps, options
and related pros and cons that should be considered in a
contract for the sale of goods in the context of a demand
for price increases or in the face of a stop-shipment threat.
There are a number of factors to be weighed:
•

Whether there is an enforceable contract requiring
the ongoing supply of goods at fixed prices;

•

Whether the contract contains an indexing
provision or otherwise allows for adjustments
based on material fluctuations;

•

Any other language in the contract allowing for a
party to negotiate price increases in good faith or
for mutual amendments to price terms;

•

The term of the contract;

•

When prices were negotiated and the inputs that
were considered in those negotiations;

•

Defenses to performance including force majeure
rights, commercial impracticability and frustration
of purpose;

•

Costs that the buyer can pass through to its own
customer and efforts to negotiate increases under
other circumstances;

•

Other contracts with the same party that may or
may not be impacted;

•

The potential for future business awards;

•

The difference between the new and old price and
recourse for recovering that price delta at a later
point in time; and

•

Whether there is an alternate supplier or one that
could be ramped up quickly.

Although we are seeing the majority of these disputes play
out between parties at the commercial level, there certainly
is the potential for disputes to escalate to litigation, including
a possibility of an emergency temporary restraining order
and preliminary injunction in the face of a threat to stop
shipping parts. Of course, most companies consider this
option an expensive and inefficient last resort when dealing
with an ongoing supply relationship.
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•

Suggestion #3: Consider allocating certain risks
and fluctuations throughout the contract—
whether as an amendment or at the time of
renegotiation—through indexing, thresholds and
other mechanisms. This is particularly important
for long-term agreements and strategic suppliers.
Be sure to involve the key business team involved
in daily contract management in all aspects to
better understand past issues, disputes, stop-ship
threats, line downs, etc.

•

Suggestion #4: Consider fundamental changes
to any Just-in-Time (JIT), lean manufacturing
model with a sole-source supplier. This will not
be possible across all components, raw materials
and operations. But there are some parts and raw
materials that can be dual-sourced from different
locations, warehoused, or stockpiled in some
quantity whether by the company or the supply
base.

Given the varying issues and operations, there is not a onesize-fits-all solution or cure-all to the current headaches
that companies are facing in their supply chains. The
following are some high-level suggestions that companies
can consider to help manage their supply chains in the
volatile climate going forward.
•

Suggestion #1: Engage in a supply-chain mapping
exercise and identify past issues. There is no
better roadmap to avoiding repeat issues than by
examining the issues that occurred. Know the who,
what, where and how far away the supply chain
inputs are—including at least one tier below the
company’s direct suppliers. One common issue
is that sometimes a company will dual-source a
certain component, only to find out that both of its
suppliers use the same sub-supplier, so if there is
an issue at the sub-supplier-level, then there is no
protection in having two sources. So look beyond
your immediate suppliers to understand your
suppliers’ supply base.

Suggestion #5: Consider fundamental changes
to the length and distance of the supply chain.
Recognizing that this is easier said than done, this
• Suggestion #2: Revisit the company’s terms
is a long-term strategy. Many companies are taking
and conditions and rewrite the applicable force
steps to source certain supplies and operations
majeure provisions on both the buy- and sell-side.
closer, or taking a second look at cheaper piece
The buyer’s goal should be to shift as much risk to
prices and short-term cost savings where they
the seller as possible and the seller’s goal should
have had to absorb significant damages resulting
be the opposite. (See Figure 2 below). But the end
from delays and other supply issues. The pandemic
result in the applicable contract should be that a
also has provided companies fresh opportunities.
party has assumed certain risks, whether through
For example, in order to maintain continuity of
increased piece price or other contract protections,
supply, many companies worked to swiftly inand not just cut & pasted the same tired language
house certain operations. Other companies are
into every contract.
considering acquisition targets and
the opportunity to enter into joint
ventures (JVs) for certain critical
components and operations, which
would result in a long-term savings
and more seamless supply chain.
✓ Negotiate as broad of a list as
✓ List specific events, as narrowly as
possible
possible
The long-term effects of the pandemic
✓
Catch-all:
"...or
any
other
✓ Exclude labor strikes
on the construction industry
circumstance
beyond
the
continue and have operated as a
✓ Build in a prompt notice requirement
control
of
the
parties"
(very
stress test across all supply chains.
and expected duration
broad)
Savvy companies in the construction
✓ Shorten time to resume
✓
Suspend
performance
until
industry are using the lessons learned
performance
the force majeure event is
from the relentless challenges that
✓ Include an "out" (escape hatch
over
they have faced throughout the
provision): right to terminate after
pandemic to continue to strengthen
certain time period
their supply chains and operations.▪
Figure 2
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Reducing Construction
Risk from Cost and Supply
Chain Issues
Robert W. Barone,
R.A. LEED AP
Director, Institutional
Construction Services
Partner Engineering and
Science, Inc.

the elements of your project and the current economic
climate. Below you will find some suggestions on how to
do this during both the pre-closing and post-closing of
construction loans.

Pre-Closing of Construction Loans
Document and Cost Reviews. A thorough third-party
review of all project documents is crucial, especially the
review of the construction contracts including the attached
assumptions and clarifications. Lenders and investors need
to understand the basis of the construction contract and
not assume that they are okay just because it is already
signed. Paying particular attention to the following items
can help mitigate risk:
•

Contract Amount. Understand the basis of
the contract amount, how the amount was
determined, and how much of the contract value
is really secured by subcontractor buyouts. How
locked in are the numbers if at all?

•

Allowances and Benchmarking. It is important to
look for contract allowances, and review and get
clarifications as to how those allowances were
developed. Contractors are adding allowances
for items such as lumber and steel, or, setting
benchmarks for potential increases or decreases
at the time of materials purchase. This makes
it so that developers (rather than contractors)
become responsible for any change in actual costs
that are over the benchmark pricing used as well
as any costs over the allowance. Prior to COVID,
allowances and benchmarks were not used to the
extent they are now and are potentially costly
risks to be aware of. All parties should collectively
decide if the allowances and benchmarks for these
items are okay and understood.

•

Deposits, Pre-Purchasing, and Off-Site Materials.
To secure costs and guarantee materials can be
delivered on time, contractors are increasingly
relying on deposits, the pre-purchasing of
materials, and off-site stored material payments.
It is important to discuss these strategies and
their timing prior to closing the loan, as careful
planning is required. The developer and lender
should understand the risks and requirements of
pre-payments for materials, which include risk of
theft, the cost of storage and security, as well as
concerns for design changes relative to material
selections. In addition, in the event of contractor
default, deposits may not be recoverable.

A

ll we hear about today is about the record high
materials price increases. With the U.S economy
ramping up, the demand for materials such as steel
and lumber has quickly outpaced its supply. Now let’s add
to that the tariffs placed on the imports of products like
steel that are eliminating the ability to be competitive. It’s
no secret construction costs for projects will be going up if
materials orders haven’t been secured.
Unfortunately, that isn’t where the construction risk ends.
A domino effect from having too little supply has resulted
in an extraordinary supply chain event for contractors and
vendors alike. Not only are the materials more costly, but
the lead times for both the fabrication and delivery have
become severely impacted. Construction projects are now
at high risk of going both over budget and beyond schedule,
and this is not expected to be resolved over the next few
months, but will last at least for the balance of the contracts
in progress and those being entered into now.
So, what can you do? It’s really all about doing your due
diligence: being very thorough and hyper aware of all of
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Bid Shelf Lives. It is becoming necessary to move
more quickly when making decisions with suppliers,
as many have shortened their price guarantee
window due to fear of price movement and market
fluctuation; this can be a significant problem
for contractors and their project’s estimated
cost. Will trade bids be held at both the time of
contract negotiation and eventual construction
commencement?
Contract Notices to Proceed. Does the contractor’s
anticipated contract have an assumption to start by
a certain date? Are the developer and lender aware
of these assumptions of the notice to proceed?
There may be ramifications of cost and time if they
are not understood. In fact, it can affect both labor
and material availability as well.

Contractor Evaluations. Now more than ever, any investor
or lender looking to build and finance a project really needs
to dive deep into evaluating the contractor, the contractor’s
team, and the developer to fully qualify them. It goes
beyond just looking at the contractor’s qualifications and
prior experience. A thorough third-party underwriting job
must be done to vet the contractor. A diligent review of the
contractor, with special attention to the following items, is
critical:
•

Quality and Finances. What is the quality of the
contractor and what is their financial ability to
secure the project? Contractors with a good
balance can support most issues that may arise.

•

Labor and Supply Chain. It is important to learn
more about their subcontractors and resources.
How do they look at the project in terms of labor
scarcity and supply issues? How are they mitigating
supply chain issues and securing the materials and
labor?

•

Risk Management. What risk mitigation tools are
they using in the event of subcontractor / contractor
defaults? Are they using performance and payment
bonds, or do they have a subcontractor default
insurance program?

Post-Closing of Construction Loans
Communication. First and foremost, prior to and during
construction commencement there should a high level
of open and honest communication between all parties
(lenders, developers, contractors, and third-party
consultants). Early identification of problems allows the
entire team to work to resolve the problems before they
P14
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become more difficult to solve.
Construction Progress Monitoring. Regular updates on
the progress of any construction project is important.
However, the current climate of cost and supply chain
issues necessitates even more thorough third-party
reporting. Knowing the project’s conformance to the
schedule, assessing the material and workmanship
adequacy, verifying the appropriateness of the contractor’s
pay application, and identifying construction changes (even
potential or pending change orders) are the bare minimums
of a good status report. Consultants need to be vigilant and
keep in regular communication, with special regard to the
following items:
•

Materials and Supplies. Regularly verifying
and questioning whether the materials have
been awarded and/or manufactured. Monthly
discussions of supply issues should be conducted,
as delays of these items can not only create
substantial cost overruns but can also hold up your
Certificate of Occupancy.

•

Delays and Labor. Reviewing items such as
anticipated delays and/or subcontractor buyout
statuses is essential. Missed buyout targets can
affect labor availability, which may further delay
the project. Assuring delays and buyouts are
addressed and taken care of will be important to
make sure the project can be completed as on time
and on budget as possible.

•

Construction Costs. If there are no material
allowances or construction cost increase
clauses, are the contractors eating the overruns?
Contractors may already be reducing their margins
to maintain a workload, but you should not want
your contractor to fail because of extraordinary
circumstances. A project priced last year and now
re-starting will have higher costs and consume
the project’s contingencies. Developers may want
to consider authorizing payment adjustments or
change orders for increased materials and supply
chain costs to avoid contractor or subcontractor
failure.

Funds Control / Funds Disbursement. Although typically
done in conjunction with construction progress
monitoring, funds control is an excellent tool to prevent
mismanagement of project funds. It assures that funds are
being approved according to actual work completed, that
errors or discrepancies in payment requests are caught, that
lien waivers are collected, and that change orders are being

tracked. Most importantly, it ensures that funds are being
given to the appropriate parties and not being diverted to
other financially stressed projects the contractor may be
working on. Since projects now may require a high level
of up-front deposits and pre-payments, risk is elevated for
lenders and investors, which warrants a careful review of
project accounting.
Substitute Materials. Contractors should keep in
communication with vendors about system warranties that
require the use of their branded parts. Due to uncertainty
of product availability, some manufacturers are allowing
other manufacturers to provide parts like fasteners to
complete a system while still honoring their warranty.
Any substitutions should be reviewed by the designers of
record to confirm conformance with the original design and
required warranties.
************
Although today’s contractors are expected to fully
understand the challenges of the market, many practices and
processes are now being done differently than they were a
year ago. There will always be some degree of resource and
supply chain issues, but investors, lenders, and contractors
alike are having to reevaluate how they look at risk. Diligent
risk management practices, clear communication among
all parties, and a thorough understanding of all aspects
of a construction project are necessary to mitigate the
increased risks of today’s economic climate and its impacts
over the full term of construction projects.▪
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Adjusting Loan Structures for the New Unknowns
Patrick Rabalais
Vice President of Loan
Administration
Lincoln Capital

2

021 was crazy! Material lead times and cost increases
in construction dominated conversation throughout
the year, and things look to remain volatile well into
2022. So, what can lenders do to help guide their projects
to that coveted certificate of occupancy? Let’s shine up that
crystal ball and explore opportunities to adjust the length of
loan terms, understand the benefit of requiring additional
contingency, and consider when it may be appropriate to
offer a structure just a hair outside the box.
To best understand a project, lenders need to get C.O.Z.Y.1
early in the process. As a refresher, C.O.Z.Y. reminds lenders
to do a thorough Contract Review; Over Communicate;
Zig and Zag; and Yap Less, Listen More. This approach can
help lenders get comfortable with a project, even with the
added uncertainty the market has brought. In the past,
there have been times when lenders were willing to waive
some construction details to post-closing items to get a
deal done. Maybe permits are “just a day or two away,” or
maybe the general contractor only has a few items on the
project left to bid out. Placing an exaggerated importance
on these due diligence construction items can help us
mitigate the uncertainty seen in today’s market.
Once a lender is C.O.Z.Y, an easily accessible tool to craft
an appropriate loan is to allow for a longer initial length
of interim or interest-only construction loan term. The
“planning fallacy,”2 first researched and popularized by
Kahneman & Tversky in 1979, states that despite best
¹ Rabalais, P., & Crawford, J. (2021). Getting COZY with Small General
Contractors. The Journal 2021 Construction Risk Management,
25–26.
² Wikipedia contributors. (2021, September 13). Planning fallacy.
Wikipedia. https://en.wikipedia.org/wiki/Planning_fallacy
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intentions, people will underestimate the time and cost to
complete a task. Falling prey to this fallacy is commonplace
as people are inherently optimistic. We easily visualize only
the optimal path a project may take, often stated as the
“best-case scenario,” despite the hundreds of variables
that could affect the project. A good example here is the
City of Dallas3, which currently projects five weeks for plan
review and permit approval. Immediately we know that in
a best-case scenario, the project will have permit approval
in five weeks. A more realistic time frame may be five
weeks for review, three weeks for plan revisions with city
comments, five weeks for the next review, and two weeks
for mobilization for a total of 15 weeks. Should the project
beat this timeline, great! The project can only benefit
from appropriately discounting the time from permit to
mobilization. When you go to provide loan terms, ask
yourself if the length of the loan is based on the most likely
scenario or just that one in a hundred “best-case scenario.”
The next adjustment a lender can make comes in the form
of contingency reserves. As an example, let’s say during the
review it is noted that the project is steel stud construction.
There is an estimate provided, but the estimate is nine
months old and there is no contract in place. We know
construction costs have increased generally, but digging
deep, we see that steel mill production costs have increased
139% from April 2020 to December 2021 according to
the data aggregated by Ken Simonson with Associated
General Contractors of America (AGC).4 The lender can use
this information to appropriately adjust the contingency
required on the loan, anticipating that when this scope of
³ Building Inspection. (2021, March 1). City of Dallas Development Services. https://dallascityhall.com/departments/
sustainabledevelopment/buildinginspection/Pages/index.aspx

work is bid out, the cost will increase.
Finally, some projects may require a more dynamic loan
structure. A borrower may be twelve months out from
the start of construction but under pressure to make the
purchase of the building or land. This could make a loan
for the initial purchase of the real estate, separate from
the construction loan, an appropriate solution. It is fair
to acknowledge that separating the construction from
the acquisition of the real estate may be met with equity
hurdles, among other lending issues, and that multiple
closings for the same project can be a difficult option.
However, this approach can allow for time to address the
construction unknowns and reduce the overall risk of
the project. This option is a little outside the box, but so
is 2022. Approaching the project in phases with separate
loans allows lenders to address the construction risk more
adequately. We can dice up the risk into bite size chunks,
rather than try and swallow the elephant whole.
So why do we need to take these approaches with new
construction loans coming in to 2022? Looking more into
the data provided by AGC’s Ken Simonson5, we see cost
increases across the board (Figure 1). We are seeing fewer,

⁴ Simonson, K. (2022, January). U.S. Construction Outlook:
Workforce Worries, Project Prospects, Supply Snags. CLRM Call on
January 27, 2022. Retrieved from https://www.construction-lenderrisk-management.org/january-27-2022-call/
⁵ See Footnote 4.

more costly projects that continue to proceed at a slower
than usual pace. The best way to combat this creep is
through continued communication and active, rather than
passive, lending practices. Perfection may not be possible,
but we can reduce variance with increased communication
and visibility on an ongoing project.
As everyone works through these project struggles, lenders
have these tools at hand to help craft a successful project.
Options such as staging permits for new construction so that
work can begin while final building permits are in review,
emphasizing that general contractors buy out portions of
the project as appropriate and, in select cases, providing
deposits to lock in pricing. Lenders can continue to use their
knowledge and experience to supplement these activities
and make suggestions that will ultimately set a project up
for success.
Looking down the road a year or so, there is a glimmer of
hope. Governmental authorities are coming back to work
in person, but still suffering from an 18-month backlog of
permit delays. The supply constraint issues continue to
unwind across materials, and general contractors have
become more comfortable with the changing economic
conditions. There will be no magic
bullet that sets things back to how
a project operated in 2019, but we
can work with the information we
have now to change our expectations
and plan a little bit better on how a
construction project gets completed
in 2022.▪

Figure 1
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Back to the Future: Non-Performing
Construction and Development Loan Workouts
David Wald

President | Wald Realty Advisors

T

his is not necessarily about now.

This is about a day in the future. One in which we
experience the next significant economic downturn. The
one that starts with some big, unexpected, pivotal 'BlackSwan' event that precipitates an economic crisis (like the
2008 failure of Lehman Brothers, Bear Stearns, et al). In
good times, it’s all about managing profitability. In a steep
downturn, it is all about damage control. Since economic
downturns are typically sudden, it usually takes time to
recalibrate to the new harsh economic reality. Better to be
prepared, have a plan, and know your options.
We are now in the longest recorded economic growth cycle
in U.S. history: fourteen years and counting. As much as we
would like to believe it, deep down we know that there is no
new paradigm of perpetual economic growth. Economies
are made up of people making investment decisions who,
over time, are generally ‘hard-wired’ to act in a way that
generates pendulum-swinging financial excesses and
extremes. Like all economic cycles, this one will inevitably
end. So it's business as usual right up until the end.
When the next recession does rear its ugly head, it is helpful
to recognize, acknowledge and prepare for the issues and
challenges that will have to be addressed to deal effectively
with non-performing loans.
There are four main components to construction and
development loan workouts:
1) recognition and write-down of the impaired loan
2) workout negotiations, including debt and equity
restructuring
3) pre-foreclosure project preservation, completion,
or sale; and
4) post-foreclosure project preservation, completion,
or sale
In a significant economic downturn, time is your enemy.
Once it is clear you will have a large number of nonperforming loans, accepting the new reality and
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understanding the challenges ahead will allow you to
quickly and efficiently get on with the business of mitigating
losses, recalibrating your expectations, and turning things
around.
This is written primarily from the perspective of California
state and federal law. Although most states generally track
California law, each state is different – Texas in particular.
As a result, this is only intended to be a general overview
of key issues, alternatives, and strategies involved in the
workout of non-performing construction and development
loans.

The Write-Down
While you might have a difficult time accepting it, you
usually know when things have gone south long before you
formally recognize a loan as impaired and take the writedown.
Since your borrower, the developer, is typically still
communicating with you and at least superficially
cooperative at this point, this is the time to review your
loan documents (and their enforcement provisions),
disbursement and inspection records, and borrower bank
accounts securing the loan to make sure they’re complete
and current. These documents and records rarely look the
way you expect or want them to be, so be prepared. When
a receiver is appointed, the receiver is usually in the position
of having to reconstruct the property-related loan records,
which consumes both time and money. Being prepared
and on top of your loan portfolios will create efficiencies
in a downturn and allow the receiver to immediately focus
on mitigating losses, rather than first having to decipher
incomplete loan records.
You will need to designate the loan as impaired and
recognize projected loan losses before you can start
meaningful action to solve the problem (i.e. workout
negotiations, increasing the loan balance, suspending loan
advances, or taking other more drastic action like selling
the loan or moving for the appointment of a receiver).

Most lenders prefer to bundle as many loan write-downs as
possible at year-end. Delaying the write-down also delays
your ability to take clear and decisive action. It’s not easy. In
my thirty years of experience with distressed construction
loans, I have never come across a lender that didn’t agonize
over booking a loan write-down.
Unfortunately, write-down delays result in unnecessary
loan losses. For example, we were engaged to sell a sizeable
construction loan for a partially-completed condominium
project for a lender early in the calendar year. Everyone
realized fairly quickly in the marketing process that the
price the lender was seeking for the loan was too high to
meet the market, but the lender wouldn’t reduce the sale
price for months because they didn’t want to book the
write-down until the end of the year.
The outcome was that just two weeks before year-end, the
loan price was marked down drastically, subject to closing
before year-end. The loan did sell, but only at a significantly
greater discount than necessary because of the long delay
to lower the price and the requirement for a very quick
year-end all-cash close. This is a common occurrence that
is easily avoided. We know that lenders are understandably
reluctant to recognize losses until the very last moment
and want to match the sale of the loan to the recognition
of losses, but that delay is costly. Seasoned buyers of
distressed loans are well aware of this and wait for those
year-end bargains. Ironically, any loan recovery in excess of
the write-down is then booked as profit, further distorting
the true distress of the written-down loan.
In deep recessions, things get worse before they get
better, so the sooner you act, the more likely you’ll have a
successful outcome and recover more money.

Workout Negotiations
In the absence of outright fraud or abandonment of the
project by the developer, it is better to do what’s necessary
to support the borrower to promptly complete and sell
the project. Most developers lose interest and walk away
from a development project once they’ve concluded
they no longer have any equity. Worse, once a borrower
becomes an adversary, everything becomes a costly and
time-consuming battle, slowing down the workout and
exponentially increasing the costs of doing so.
Even though the loan may require the borrower to cover
shortfalls and include personal completion guarantees, it
is better to find a way to carry the developer across the
finish line as quickly as possible than it is to compel them
to perform or cooperate against their will. Sometimes you

can’t, but it’s almost always better if you can. Consult with
your legal counsel regarding any written communications
(including email) with the borrower and the use of an
appropriate forbearance agreement.
The developer is in the best position to get the project
completed, and a completed project is significantly more
valuable and easier to sell than a partially completed one. In
a serious economic downturn, markets tend to deteriorate
and languish until they’ve bottomed out. More and more
distressed properties come to market and prices continue
to decline.
For example, we took over a large, nearly completed
townhome project as receiver to complete miscellaneous
interior work, some site improvements, and finalize DRE
sale approvals necessary prior to selling the townhomes.
The lender had stopped making advances to the developer
when it realized the project was worth less than the loan.
However, the developer would not finish the project
without further advances from the lender, so work stopped
while the bank tried to force the borrower to perform.
Finally, the lender was left with few options and sought
our appointment as receiver. Of necessity, the process
of completing and selling the project by a receiver on a
bulk basis took months longer than had the lender simply
funded the borrower to complete the project and sell the
units. The lender would have undoubtedly recovered more
proceeds in a much shorter period but for its failure to work
with the developer.
If you can’t promptly find a workable way for the developer
to complete and sell the project, then the next step is to use
personal guarantees and the move to appoint a receiver to
motivate the borrower to cooperate with the remaining
available strategies:
1)
2)
3)
4)

restructuring the borrower’s debt and equity
borrower sale of the property
lender sale of the loan
borrower agreement to keep the property safe and
secure while the lender completes the foreclosure,
or
5) borrower cooperation with the appointment of a
receiver
Often, simply initiating the process of appointing a receiver
is sufficient to motivate a borrower to cooperate.
If the borrower will not quickly agree to complete and/or
sell the project on terms acceptable to the lender, then it
is important to immediately move on to the next step in
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your pre-foreclosure strategy. In work outs, time is not your
friend and things do not magically get better with time.

comfortable making prompt funding decisions so the
receiver can proceed ahead without unnecessary delays.

Pre-Foreclosure

The specter of borrower and guarantor bankruptcy exists
until the property is sold or foreclosed. To reduce the risk
of borrower bankruptcy, a receiver can be appointed to
take control of the borrower entity (rather than just the
property) with a receivership order that gives the receiver
the sole right to file a bankruptcy action for the entity. If
a receiver is in already place when the borrower files for
bankruptcy, generally the bankruptcy court will allow
the receiver to remain in place as custodian during the
pendency of the bankruptcy.

It is important to remember that a lender can’t control,
manage, or operate a property prior to completing the
foreclosure. Doing so runs the risk that the lender’s loan
proceeds are deemed by the court as having been converted
to passive equity and may constitute a violation of the
very complex one-action rule. So a lender’s remaining preforeclosure alternatives are limited to:
1) selling the non-performing loan
2) standing by until the foreclosure is complete, or
3) obtaining the appointment of a receiver to protect,
complete, and/or sell the project
A receiver cannot control or sell the loan itself, as it is
the underlying agreement between the lender and the
borrower. However, the lender can sell its loan, and market
it directly or through a broker or auction platform. Although
the sale of a non-performing construction loan yields the
lowest sale proceeds, it is often the fastest and most costeffective way to get a non-performing loan off the books.
The buyer of the loan is taking on an incomplete project,
the risk of borrower bankruptcy, and must complete the
loan foreclosure process – which typically results in a very
steep discount and substantially greater loan losses.
Most lenders do not want to foreclose on an incomplete
construction
project
–
particularly
apartment,
condominium, or tract housing projects – in order to avoid
taking on liability for construction defects or environmental
contamination. In California, construction defects liability
continues for ten years from completion and environmental
liability is perpetual. In this case, the exit strategies are
limited to the appointment of a receiver or sale of the loan.
A receiver can get to work right away and generally insulates
the lender from the liability associated with the completion,
operation, and sale of the project, as the lender will not
take possession or control of the project (avoiding lender
liability issues by having the property in ‘legal custody’).
A receiver can also be given the authority to negotiate and
settle mechanics liens or sell the project free and clear of
junior liens (but not stop notices). Since there is typically no
income generated by an incomplete construction project,
the lender will need to fund the receivership through
protective advances or the receiver must borrow funds
from a third party with a super-priority lien using receivers’
certificates in order to do so. The lender will need to be
P20
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More broadly, with an experienced receiver and the
proper receivership orders, a receiver can quickly and
efficiently step into the shoes of the developer to secure
the property, perform due diligence, amend public agency
approvals and development agreements, complete
construction, remediate environmental issues, and market
and sell the property free and clear of liens. In the case of
condominiums or tract housing, the receiver can either sell
the units ‘wholesale’ on bulk basis or for full ‘retail’ market
value to individual buyers. In the case of environmental
issues, the receiver can also sell the property unremediated
pursuant to court order absolving the receiver and lender
of environmental liability.
A lender has the option to file the receivership action
in either state or federal court, subject to jurisdictional
considerations. The decision as to which court to file in is
very specific to the location and details of the underlying
litigation, an issue that should be discussed with the
lender’s legal counsel.
While a lender cannot ‘direct’ or ‘control’ a receiver, as
a receiver is legally an officer of the court, a lender can
indirectly guide the scope of the work through the court’s
orders, as well as through the disbursement of funds
to the receiver. For example, a court will often agree to
require that the receiver only take certain actions with
the prior written consent of the lender. In addition, if the
receivership order allows the receiver to borrow from the
lender, the lender can often de facto control the scope of
the receiver’s work by its willingness to advance funds to
the receiver for that work. It is important that the lender’s
counsel have extensive and specific experience in crafting
the receivership order and proposing a receiver that
has equally specific and extensive experience with the
completion and sale of distressed development projects.
It’s also worth noting that courts have very broad discretion

over the receivership orders they issue, and appellate
courts are usually reluctant to second-guess lower courts
on receivership matters. So, as a general matter, always ask
for the receivership orders you want. The worst the judge
can do is say no.

Judicial Foreclosure
In many states, to have a receiver appointed, the lender
will need to file a judicial foreclosure action. In states with
so-called one-action laws – where a lender can either
foreclose or sue the borrower for any losses – a judicial
foreclosure and appointment of a receiver is also necessary
if the lender wants to both foreclose and recover any
additional monetary damages or deficiencies. While judicial
foreclosure may sound good, it is usually not. It can be
defeated by borrower bankruptcy, can take a very long time
to complete, and requires a very costly process to establish
the ‘fair value’ of the foreclosed property. And in California,
the borrower retains the right to repurchase the property
for up to year after it is foreclosed, leaving the property in
receivership limbo for a year after the judicial foreclosure
is completed. In thirty years, I have only seen two judicial
foreclosures litigated through to completion, and no one
was happy with the outcome in either case, so proceed
with caution. In most cases, a better outcome is achieved
when the court allows the receiver to sell the property.

Post-Foreclosure
Once the lender has completed the non-judicial foreclosure
of the project, it is free to complete, operate and sell it,
since the lender is also now the fee owner of the property.
However, the lender is now both responsible and liable for
the project and, as mentioned above, any environmental
liability is in perpetuity.
In order to further limit the liability associated with the
ownership of construction projects, some lenders elect

to create a separate wholly-owned legal entity in which
to foreclose distressed properties. At the very least, this
provides some ‘political distance’ between the lender and
the property.
Post-foreclosure, the key issue for lenders beyond basic
liability management is to have the staff and decisionmaking structure in place to make efficient construction
and development decisions necessary to complete and
sell a distressed project. These decisions involve public
agency approvals, design, capital allocation, insurance, risk
management and asset pricing that are not typically part of
a lender’s business culture or training.
Developers calibrate risk to maximize financial opportunity.
Lenders minimize liability, seeking to move as much risk
to the borrower as possible. Lender staff are, at best,
discouraged from taking risk and often penalized for it,
while their developer borrowers are rewarded for taking
risk. The two are fundamentally different cultures and
business models.

Conclusion
It is always better to be prepared than caught off guard
when the economy turns, as it inevitably will. Time is not
your friend in a recession. Markets can deteriorate for
years.
Understanding the general issues and consulting with
experts on potential strategies and alternative approaches
to distressed construction and development loans will allow
you to have a plan in place so, when the time comes, you
can promptly and methodically resolve them. The sooner
you can execute your strategy, the lower your cost and the
greater your recovery of loan proceeds will be.▪
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Managing the Unique Risks
of LIHTC Construction
Stephen Begany
Vice President
Affordable Housing,
Construction Risk
Management
U.S. Bank

A

merica is in the midst of an affordable housing crisis.
According to the National Low Income Housing
Coalition, we face a shortage of more than 7 million
affordable homes to house an estimated 10.8 million
desperately low-income families. Land and housing prices
have soared in areas with some of the most severe housing
shortages, while labor, construction, and material costs are
steadily climbing each year. The problem will not be solved
through market forces, and this is where the Low Income
Housing Tax Credit comes in, typically referred to as LIHTC
(pronounced “Lye-Tech”).
The LIHTC program at a glance: LIHTC operates as a public/
private partnership, created by the Tax Reform Act of
1986, and annually generates around $12 billion of impact
and 95,000 jobs through the development of affordable
rental housing nationwide, according to the Affordable
Housing Investors Council (AHIC). AHIC estimates that
“over its 30-year history, the housing credit has spurred the
development of nearly 3 million homes for needy seniors,
working families, veterans, the formerly homeless, and
people with special needs.”
How does the credit result in affordable new homes? It
starts with the IRS distributing credits each year to states
based on their population. Each state’s housing agency
solicits proposals from developers committed to providing
high quality, newly constructed or renovated housing to
low-income residents at lower rent levels. Developers must
maintain this affordability for at least 15 years. Credits are
awarded to projects that best meet the unique priorities
and needs of their state and developers typically sell the
tax credits to an investor in return for an equity investment.
Those equity dollars help fund construction and ultimately
offset the amount of permanent debt that a market rate
project would need, with the savings passed along to low-
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income residents in the form of reduced rent.

What are some of the unique issues faced by LIHTC
construction lenders?
Housing agency application compliance: A large portion
of the financing structure, and sometimes the full payoff of
the construction loan, depends on the project generating
the expected tax credits after completion and lease-up.
LIHTC developers must successfully build and deliver what
was promised in their original application to the state.
Construction inspectors and asset managers need to closely
analyze change orders and value engineering decisions to
ensure that any critical amenities promised to the state
agency are not substantially reduced or eliminated in a way
that could jeopardize the credits.
Developer risk: Construction lenders should be very sure
they’re partnering with a developer who understands
the complex array of LIHTC compliance requirements and
challenges faced with finding and documenting qualified
residents. For developers newer to the program, they
should be expected to hire and empower expert consultants
to assist them throughout the duration of construction and
beyond.
Playing well with others: It’s important to respect
and be sensitive to the unique roles of other potential
financing sources in a LIHTC transaction such as the tax
credit investor, perm lender, soft lenders, or syndicator.
There tend to be more financial stakeholders in a LIHTC
project than most market rate projects. As with most
large construction projects, an expert third-party risk
management consultant is critical for pre-construction cost
analysis, monthly monitoring, and physical site inspections.
It’s important to communicate early and often with all
other financing sources in selecting a shared construction
inspector in order to minimize costs, documentation, and
redundancy at Owner-Architect-Contractor meetings.
When the consultant report is being provided to multiple
parties, the process goes more smoothly when lenders and
inspectors are careful to keep relevant parties in the loop.

Relocating existing residents: LIHTC projects can include
new construction, conversion of existing vacant buildings,
or renovation of older LIHTC projects to extend their useful
life. In the latter case, construction is typically phased to
avoid displacing existing low-income residents. Relocating
residents offsite or to vacant units within the project can
require more complex phasing and extended construction
timelines. In 2020, during the height of the COVID-19
crisis, these types of projects experienced greater risk of
delay to protect residents from unnecessary exposure to
construction and moving crews.
Monthly draws: Construction lenders should be sensitive to
the tax credit investor’s role in the draw approval process.
The investor has negotiated some form of draw review
rights alongside the construction lender, so it is important
for lenders to be aware of whether all required reviewers
have approved the draw. The investor’s review provides
unique insights regarding LIHTC risks, which also helps
mitigate the lender’s repayment risk. Many LIHTC investors
will also be looking to verify a clear title each month, so it’s
helpful when construction lenders readily share the latest
copy of their title endorsement.
“Placed in service” risk: There are two types of LIHTC
credits – 4% and 9%. The 9% credit involves a competitive
process where the state awards a fixed amount of credits,
but the credits are contingent on successfully completing
the project (and sometimes as specific as completing the
first occupiable unit) within a set time frame. Lenders
and construction inspectors should closely monitor the
construction schedule relative to that placed in service
deadline (or “cliff date”). Construction inspectors should
always comment on the timing of the first occupiable unit
or phase being placed in service because this can determine
if the deadline has been met. While a deadline extension
from the state can theoretically be granted in the case of
unique circumstances, it is never guaranteed, and the entire
reservation of credits could be revoked if the completion
deadline is missed.

Spending contingency dollars can be a good thing: The
4% credit is typically awarded on a non-competitive basis
and doesn’t involve a cap on the credits awarded based
on eligible construction costs. As construction progresses
and unexpected surprises that could require contingency
become less likely, it can be in everyone’s best interest to
look into ways to spend the unused contingency dollars
on project enhancements that generate more credits and
investor equity for the project. A common example in
sunbelt states is adding more solar panels to reduce future
operating expenses. The benefits of spending contingency
can also be a factor on 9% projects if costs come in lower
than expected, which causes the project to generate fewer
credits than planned.
Lease-up risk and “qualified” residents: Tax credits are
generated for the investor as units are placed in service,
so lease-up problems will delay credit delivery and could
delay payoff of the construction loan. There’s often a
waiting list of qualified residents for LIHTC projects due to
the affordable housing shortage, which can greatly reduce
lease-up risk. But for some specialized projects purposely
limited to serving homeless veterans, seniors, or those with
special needs, these residents’ unique circumstances and
requirements can present leasing delays.
************
The LIHTC program is very complex with all its administrative
rules and regulations, tax compliance issues, leasing
restrictions, and many other factors. But it continues to
thrive with a strong community of seasoned for-profit
and non-profit LIHTC developers, expert consultants,
and government agencies working together to help build
and preserve high quality affordable rental homes. Banks
and tax credit investors have been successfully deploying
capital into LIHTC projects for decades with a strong track
record of profitability and incalculable community benefits,
helping to deliver an estimated 100,000+ affordable homes
per year that otherwise would not exist.▪
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Setting Up for a Smooth Funds Control Process
Ali Schaal

Director of Funds Control
Partner Engineering and
Science, Inc.

I

t’s true… money makes the world go ‘round. And in the
construction world, money is vital to keeping a project
moving forward. Since the vast majority of defaulted
construction projects are due to payment-related issues,
it’s no wonder that so many construction loans use Funds
Control. For those unfamiliar, Funds Control is a proactive
approach to funding a construction project to help mitigate
the risk of liens. It includes the management of a project’s
schedule and paperwork (including lien waivers, invoices,
change orders, etc.) and tracks when and how funds are
allocated to principals, contractors, subcontractors, and
suppliers so that payments are never missed.
Funds Control is used to protect all the parties involved in a
construction project. In addition to managing the project’s
schedule and paperwork, it ensures (1) that loan proceeds
are not diverted to other line items in the construction
schedule without proper authorization, (2) that the General
Contractor (GC) does not use project funds for a different
project, (3) that payments are not made ahead of progress
and deliverables of scheduled milestones, and (4) that errors
or duplicate requests are prevented. It also minimizes the
risk of work stoppages due to nonpayment or depletion of
loan funds.
In order to assure that payments are not made ahead of
progress, Funds Control is typically done in conjunction with
a monthly progress inspection. These “boots on the ground”
inspections help to verify line item percent complete and
overall project percent complete. Together, these services
work to detect issues early on in a construction project so
that they can be addressed and mitigated.
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Although some lenders have a separate internal department
to conduct Funds Control, many lenders hire this service
out to experienced third-party consultants who can work
as the lender’s eyes and ears both in the field and on the
project’s cashflow. For SBA loans, Funds Control also works
as a bond alternative, which benefits both the lender and
borrower because it is less costly and more proactive than
a bond.
When it comes to Funds Control, however, nothing is more
important than clear communication so that all parties
understand their role and what is expected of them.
Since Funds Control on a construction project contains a
lot of moving parts, one of the best ways to ensure clear
communication is via two short 10- to 30-minute kick-off
calls prior to commencing the project. One call should be
between the consultant and lender to discuss any special
requirements the lending institution may have. The other
call should include the lender, borrower, general contractor,
and third-party consultant to discuss what is needed, when
it is needed, and how it needs to be done so that the project
can have a smooth Funds Control experience.

The Lender Requirements Call
Prior to starting any construction project, it is important to
discuss any lender-specific documents and protocols that
need to be implemented. The following checklist includes
many of the items to be reviewed on this call.

The Kick-Off Call
Mark the checkbox when “yes”
Application for Payment with Architect’s
Signature Required
Executed Change Orders with Architect’s
Signature Required
Allow for Material Deposits
Is there a dollar threshold? If yes, how
much:
(percentage)
Supporting documents needed?
Vendor Invoice
Lien Waiver
Timeframe when material will be on
site:
Other:
Allow for Materials Stored Offsite
Documentation required?
Inspection with Photos of Material
Evidence of Insurance (that location is
secured and insured)
Bank to be named as additional
insured
Other:
Date Down Title Endorsement to be Ordered
by Third Party Vendor
If yes, provide the following Title
Company contact information:
Title Company:
Name:
E-mail:
Phone:
File Number:
Is it required for every draw?
Slab / Foundation Survey / Endorsement
Required
As-Built Survey Required
Final Notice of Completion Required
Does it need to be recorded?
Other Requirements:

Once the lender-required protocols are addressed, the
consultant will send an introductory email to all the parties
involved (GC, lender, and borrower) that contains the Funds
Control procedures and forms for the project as well as a
sample draw package. The consultant will also request a
kick-off call so everyone can come together to review the
documents, answer questions, and discuss expectations
from each party. There are four main topics for discussion:
1. Questions – The consultant should ask everyone if
they have reviewed the paperwork and if they have
any questions. In addition, it’s important to know if
they have ever used Funds Control before.
2. Payment Applications – Find out if the General
Contractor (GC) uses an application for payment
(aka pay app) similar to the AIA G702 Application
& Certification for Payment and AIA G703
Continuation Sheet. If they have not used a pay app
before, the consultant will schedule a separate call
with the GC and/or assistant to instruct them on
how to complete it.
3. Preliminary Process – Although the borrower
does have to complete the Borrower Certification
& Authorization for Disbursement form, most of
the forms to be filled out will be executed by the
GC. Discussing the process of what documents are
needed and how to submit them is crucial to ensure
timely payments, as a site inspection can’t be
performed until a complete and accurate package
is submitted. This would include the AIA G702 and
G703 forms, as well as invoices and conditional
lien waivers from everyone who is to be paid. In
addition, unconditional lien waivers from the prior
draw will be required beginning at the second draw.
Once submitted, a check will typically be in hand
within 7-10 business days.
4. Review of Requirements for a Complete and
Accurate Submission
a. Payment Application:
i. Detailed AIA G702 / G703 forms
(or something similar)
b. Invoice Requirements:
i. Name, address, and phone number of
vendor
ii. Project name
iii. Gross amount
iv. Net amount
v. Retention percentage
Loan
Administration
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c.

Conditional & Unconditional Lien Waiver
Requirements:
i. Project name
ii. Net amount
iii. Vendor name
iv. Date through (aka work completion dates)
v. Signature [Note: Some states require
notarized lien waivers and/or have any
state specific waivers, which would need
to be addressed.]
vi. Title (position)
vii. Date

Funds Control ultimately gives the lender real-time
information on cost and how it is affecting the construction
budget, all while providing a variety of risk mitigation
measures. It not only protects the lender, but also protects
the project, borrower, and GC since the kick-off call offers
everyone transparency into the process and assures that
funding is streamlined.
To ensure sound Funds Control and risk management on
a construction project, it is important to engage with an
experienced firm that has a diverse portfolio of previous
construction projects, has in-depth industry and market
knowledge, and has key personnel managing the project
from start to finish. Since everyone involved in the project
has the same goal – to get the project completed on
time, on budget, and lien free – it’s important to start the
construction Funds Control project on the right foot with
a proper kick-off and understanding of what is expected.▪
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low construction funding derails projects
and continuously adds unnecessary risk
in the form of inflated costs, liens, and
project delays.
Rabbet, the leading provider of construction
finance software for construction lenders,
has released its 2021 Construction Payments
Report with insights into the rapidly accelerating
costs associated with slow payments in the
construction industry. This year’s report
captures how 94 survey respondents across
the U.S. managed working capital, bidding
decisions, and project risks in the face of slow
payments during the last 12 months. Below is
a look into some of the key findings, themes,
trends, and takeaways uncovered in this year’s
report.

Key Finding
Because business expenses are incurred and must be paid
before payments are received for work conducted, working
capital is crucial to contracting businesses. In order to
finance slow payments, the estimated overhead included
in subcontractors’ bids is 2.75% of total project costs and
more than double at 5.81% for general contractors. As of
November, the U.S. construction industry was on trend to
spend $1.59 trillion in 2021, resulting in an estimated $136
billion in avoidable costs. Findings indicate those costs
increase overall project risk in the form of project delays
and higher bids from contractors.

Report Highlights

86%

of general contractors agree that delays in
payment directly affect project deadlines

83%

of subcontractors claim that late
payments from a general contractor affect
productivity

74%

of general contractors have had to pay
more or charge more for labor to meet a
project deadline in the last 12 months

72%

of subcontractors would offer a discount
in exchange for payments within 30 days

The Unintended Risk of Slow Payments

The Hidden $136B
Cost of Slow
Payments in 2021
Will Mitchell
CEO | Rabbet

subcontractors factor in a general reputation for slow
payments when deciding when and how much to bid on
projects.

67%

of subcontractors report choosing not to bid
on a project due to a general contractor or
owner’s reputation of slow payments

78%

of subcontractors report considering the
payment reputation of the owner when
deciding how much to bid on a project

An owner’s reputation for slow payments threatens the
general contractor’s ability to earn competitive bids, and
this challenge is further compounded by the enormous
strain from a continuing worldwide pandemic. Ultimately,
all construction lenders, owners, investors, developers, and
general contractors share responsibility for slow payments
in the industry.
Though some industry participants are up to five degrees
removed from the individuals who purchase materials
and perform the work, they are not immune to the cost,
schedule, and risk implications. Subcontractors and general
contractors have long been carrying the burden of slow
payments—and all stakeholders suffer from the costs. Slow
payments are an industry-wide problem that requires an
industry-wide solution. It is crucial for construction lenders
to improve the draw funding timeline and to work together
with borrowers to eliminate the manual, complicated
processes involved in draw review and payment distribution.

Construction lenders may not realize their role in the
overall cost and risk of a project. This report revealed that
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TREND
Late payments compromise the productivity of the
subcontractors and general contractors and add
schedule risk due to competition for labor.

A streamlined payment process with timely and reliable
payments will limit schedule impacts on the existing
projects.

Lack of visibility into other parts of the payment cycle
and a lack of effective communication practices were
highlighted by contractors and general contractors as the
biggest weakness in current processes.

Providing more transparency into payment status may
be as valuable as providing payments faster. The first
step in providing more transparency to borrowers is by
organizing end-to-end draw review processes internally.

Slow payments continue to add unnecessary risk in the
form of liens, project delays, and unforeseen costs.

Expediting payments is a critical component of risk
management. Inefficient processes that lead to slow
payments can derail projects with liens and add risk.

Supply chain uncertainty is impacting material costs and
project schedules, both of which create extra pressure
on cash flow. Only recently have material costs started
to stabilize.

Developers who have good business practices, such as
timely payments, have more open communications with
their general contractors about planning for and solving
material supply issues to minimize impact on project
schedules and budgets.

Late payments put cash flow pressure as well as
additional operating costs on general contractors and
subcontractors. These costs get passed through in
bids. Cash flow is being negatively affected by many
new challenges in 2021, but the labor shortage is a
consistently huge factor plaguing construction processes
and costs currently.

Building strong relationships and creating an
environment that construction teams can happily work
in and learn to expect timely payment is crucial in
gaining competitive, yet realistic, bids from contractors.
Reputation and reliability are key in combating the
impacts of the labor shortage.

Key Report Trends and Takeaways
Rabbet’s 2021 Construction Payments Report shows how
slow payments, as a result of inefficient payment processes,
can derail projects and continue to add unnecessary
risk in the form of liens, project delays, and unforeseen
costs. Expediting payments is a critical component of risk
management. These results support findings from the 2021
State of Construction Finance Report where 100 percent
of construction lenders felt that human error was a risk to
their construction finance processes.
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Construction finance software, like Rabbet, is a great
tool to help lenders optimize their processes to reduce
risk and potential delays in payment speed by managing
hard costs, soft costs, inspection reports, funding
sources, draw requests and project tracking in one place
while offering comprehensive portfolio level reporting.▪

Faster Construction Loan Process = More
Profit & Happier Borrowers
Matt Johnner

President of BankLabs | Board Member of Encore Bank

H

ow many spreadsheets does it take to process a
new construction loan? Far too many. The old adage
“if it ain’t broke, don’t fix it” comes to mind, but
sometimes we don’t know something is broken until it’s
fixed. As with everything in the modern world, processes
are digitizing, especially for banks in a competitive market.
Banks across the country are beginning to feel the strain
of the inefficient “old way” of processing and maintaining
loans and many are beginning to realize that a boost in
efficiency would benefit the bank in multiple ways.

Borrower Experience
Keeping and maintaining great borrowers is one of the best
ways to ensure your survival and profitability. As more and
more financial institutions are getting acquired or changing
hands, offering an exceptional borrower experience is
becoming a top priority. What do borrowers want? Less
hassle and ‘what they want, when they want it,’ from any
device they prefer. Mobility and automation cuts down on
borrower effort and leaves them with a pleasant experience
rather than a headache. To ensure borrowers return to your
bank, it is key to focus on their experience.

and that gain is passed on to the bank’s bottom line. Each
day we save in process is a big boost to draw interest. In
these rate environments, that is more important than ever.

Conclusion
The great digital change has finally made its way to banks
of every size. It is no longer a “big bank” privilege. It is the
responsibility of every bank. Even banks that are not intent
on hyper-growth are realizing that to stay competitive and
retain quality borrowers, they need to adapt and adopt new
technologies. The good news is that technology solutions
are getting easier and easier to implement. Gone are the
days of the months-long implementation process. Today’s
systems are mobile and cloud-based, meaning they can be
accessed from anywhere; no downloads and installations
are necessary. As technology advances these efficient
systems will become a part of our everyday lives, in more
corners and more sectors than ever before. Consolidation
and the threat from disruptive fintech lenders are here
to stay. We owe it to our shareholders to build modern,
borrower-friendly efficient processes.▪

Risk Management
The more real-time information your bank can have,
the more protection you can provide to the bank and its
shareholders. Having a digital system at your fingertips with
text alerts and detailed audit trails can keep your staff better
informed and protected than the manual, spreadsheetbased process. Real-time reporting and overfunding alerts
help institutions identify and mitigate risk quickly, before it
becomes a problem.

Increase Draw Interest
Who couldn’t benefit from a decrease in cycle time or
an increase in draw interest? If you could decrease cycle
time and increase draw interest while increasing staff
capacity, wouldn’t you? Banks are turning to technology to
accomplish all of these goals. The more efficient your staff
is, the more loans they can manage safely and comfortably,
Loan
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Assessing Climate-Related Risk & Resiliency

Michele Le Goff
ESG Manager
Partner Energy

Justin Lia, PE,
LEED AP

Managing Director
Partner Engineering and
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E

xtreme weather events result in billions of dollars
of damage and even deaths each year. We’ve got
hurricanes on the East Coast, wildﬁres in the West,
and record temperatures and consecutive storm events
throughout the country. Commercial real estate owners,
investors, and lenders face growing risk from climate-related
events and extreme weather. They must understand and
quantify asset and portfolio exposure to climate-related
risk and evaluate and adopt mitigation strategies to address
it. By investigating during pre-acquisition due diligence,
climate risk data can be used to improve capital planning,
building resiliency, and long-term positioning, which helps
assure long-term investment returns.

Accurate assessments, actionable data.
Climate risk assessments (also known as resiliency
assessments) are gaining traction in the commercial real
estate community. Geographic data, such as national
and local weather databases, ﬂood maps, and spaghetti
models that combine artificial intelligence with machine
learning and historical metrics, can help provide a highlevel understanding of a property’s exposure to risks from
climate change and natural disasters. Unfortunately, this
generalized approach often paints an incomplete picture.
Actionable intelligence requires a more considered
evaluation of site-speciﬁc improvements and data. By visiting
the property, experts can identify building characteristics
that are likely to affect performance during climate events.
For example, a property may be subject to increased
P30
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flood risk, but details of the electrical and mechanical
systems can provide a more complete picture of damages
and business interruption that would be expected if a flood
occurs.
Assessing climate risk before acquisition allows for early
identiﬁcation and implementation of low-cost mitigation
strategies. In some cases, simple and inexpensive measures
can offset signiﬁcant risk. Take, for example, rooftop
equipment on buildings located in the Southeastern US,
where hurricane risk is great. Hurricane damage to rooftop
equipment is costly, but the greater exposure is liability
for equipment blown off the roof during a storm. Installing
a $100 strap on rooftop equipment of these buildings
greatly reduces the risk for what could easily be hundreds
of thousands of dollars in liability. For properties with high
ﬁre risk, installing ember guards in attic and eave vents is
another low-cost measure that can have an outsized value
in preventing ﬁre damage. Early resiliency planning also
allows for a phased approach, such as the relocation of
mechanical equipment to a higher elevation.
The inclusion of an assessment of climate risk/resiliency
in the property condition assessment (PCA) helps to
minimize disruption to building occupants, reduces the
cost of investigation, and makes it possible for investors
to incorporate any significant mitigation costs into their
capital plan.
Beyond immediate risk mitigation and improved capital
planning, there is another argument for assessing resiliency

during the PCA: marketing. Investors are increasingly
concerned with sustainability and ESG metrics. Because
resiliency planning makes buildings greener and safer,
adding a resiliency review to the PCA can improve a
property’s GRESB score, an ESG benchmark for commercial
real estate assets. By gathering climate risk data during
pre-acquisition due diligence, portfolio managers can ﬁnetune properties as they onboard them, keeping their whole
portfolio green.

quality, temperature change, wind events, ﬂooding and sea
level rise, earthquakes, precipitation/storms, and landslides.
Scopes can be customized to incorporate anticipated hold
times or individual risk tolerance. Some investors prefer to
focus on factors that a resiliency assessment can identify
with a degree of certainty. Others seek to understand their
exposure in a broader range of possibilities. Generally, a
resiliency assessment will present a range of scenarios
(best, worst, moderate), along with mitigation options.

How much can we know? How well can we prepare?

Rarely do the ﬁndings of a climate risk assessment make
or break an acquisition; rather, the data allows would-be
owners to explore scenarios and weigh risk against the
cost of mitigation. Particularly for institutional portfolios,
closed-end funds, and other investments with long hold
periods, emerging issues at the time of acquisition could
become material concerns at disposition. Even those with
shorter holds should consider climate impacts on systems
with long lifespans, such as roofs or HVACs.

Climate risk assessments are a bit like medical diagnostics:
they can be used to develop a prognosis or expectation
of outcomes without “treatment,” but are much more
valuable when they change the course of the treatment
itself. Knowing the rate of sea level rise or temperature
change is only useful if it triggers a change in strategy.
Pragmatic real estate investors don’t want doomsday
scenarios; they want data to inform planning. Climate
science, however, is a relatively new ﬁeld of study with
limited data and almost unlimited variables: What can we
predict, and with what degree of accuracy? We have seen
the frequency of extreme weather events increasing in
recent years and mainstream investors, along with their
insurance companies, are noticing.
Unlike PCAs and environmental site assessments, there is
no ASTM standard for climate risk/resiliency assessments.
Depending on the location of an asset, a climate risk
assessment may incorporate any number of risk factors
including hurricanes, ﬁre, drought, volcanic activity, air

Occasionally, a climate risk assessment may identify
factors signiﬁcant enough to trigger a re-trade. One recent
example of this occurred at a newly constructed resort in
the Caribbean. The assessment identiﬁed windows that
would not have tolerated the one-two punch of Hurricanes
Irma and Maria, or the record-breaking winds of Hurricane
Dorian. The buyer, citing business interruption/loss of
revenue and market share as top concerns, demanded a
$3 million price reduction.
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Climate change data also affects design decisions for new
developments and for redevelopment projects. Advances
in building materials and engineering can offer resiliency
options that did not exist when a structure was originally
built. Consider wildﬁres in the Western U.S. Just a few
years ago, wildﬁre was a risk associated with remote or
rural properties. Now, with California’s widely recognized
‘wildﬁre season,’ concern for ﬁre resiliency is prompting
changes to building codes and research into ﬁre-resistant
building materials. A redevelopment project in a high ﬁre
risk location is likely to require ‘building hardening’ (using
ﬁre-resistant materials) and incorporating ‘defensible
space’ (a natural or landscaped area around a structure
that is designed to reduce ﬁre danger). It is worth noting
that despite popular belief, most commercial properties on
the West Coast are not high ﬁre risk so long as buildings are
not surrounded by combustible material. However, even
for buildings with low ﬁre risk, air quality may be a concern
if the asset is located in an area with frequent wildﬁres.
Heat and smoke can affect the building envelope and create
poor air quality for tenants.

Depending on risk tolerance and personal experience,
property owners go to varying lengths to assess risk.
Since Hurricane Katrina in 2005, many no longer ﬁnd it
adequate to assess ﬂood risk by relying on FEMA maps. One
institutional real estate management ﬁrm requires detailed
studies of local levee and stormwater management systems,
evaluating the projected impact of ﬂooding not just at
their sites but within the entire watershed area. Because
standard modeling does not account for multiple days of
rainfall, or how systems perform once they reach capacity,
this ﬁrm requests advanced scenarios to understand worstcase loss liability and the impacts of the largest storm event
to hit a speciﬁc area in the past.
In evaluating mitigation strategies, property owners weigh
cost, appearance, and safety factors against the likelihood
and potential impact of a climate event. For one hotelier in
Miami, the value of beachfront property was worth the risk
of sea level rise and potential flooding, but not if mitigation
strategies required compromising the ocean view. The
solution: an underground wall that can be raised with the
push of a button to block up to 30 inches of water. Another
Florida hotel, facing the same risks, was designed to allow
the ground floor to absorb flood water impact and break
away while preserving the upper floors.

Learning from the past, looking to the future.
Both building science and climate change data have
dramatically advanced over the last few decades. Research
on climate change has exploded since 1990, when global
organizations brought widespread attention to the issue.
The establishment of the U.S. Green Building Council
(USGBC) in 1993 brought about the LEED program and
sustainability initiatives in the building industry. Until these
developments, the architecture/engineering community
had relied on the same climate data for decades.
Now, any signiﬁcant acquisition is scrutinized by consultants,
subconsultants, and analysts armed not only with updated
climate data, but technology such as infrared scans, LiDAR,
electrical load surveys, and drone imagery — modern due
diligence offers insights that were impossible even ten years
ago. As investors leverage these changes to see beyond the
current state of a real estate asset and anticipate its future,
climate change/resiliency assessments will become more
commonplace, possibly even a standard PCA scope. Savvy
investors will use forward-looking data and technology
to understand their exposure to climate change risk and
position their properties for maximum resiliency.▪
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Modernizing the Lender / Developer
Relationship
Adam Preski

Account Executive - Funds | Built Technologies

A

s the real estate market continues its current
meteoric run, aided by low interest rates and
significant multifamily and single family demand,
commercial projects are becoming more expensive as
competition for sites in growing markets continues to heat
up. This rush of new entrants in development has created
supply constraints and driven material costs higher. Finding
projects that yield returns worthy of investment is becoming
increasingly more challenging, and risk mitigation tools
are imperative for executing an effective, opportunistic
business strategy.
Commercial real estate developers have the opportunity
to maximize risk-adjusted opportunities where others may
shy away. They have the ability to create meaningful spaces
that positively impact communities, while maximizing riskadjusted returns for their investors—it’s a business model
that can be incredibly fulfilling and simultaneously brutally
risky. While developers certainly get compensated for that
risk, it's not an appetite that everyone can stomach.
Tier 1 and Tier 2 developers are seeking to create cost
efficiencies within their organizations to run smoother
projects with less cost overruns. Development managers
want more oversight over their draw submission and
approval process, quicker draw turns to ensure their
investment waterfalls are achieved on time, and an
aggregated system of record to track pro formas,
budgets, and manage general contractor schedules
and expectations. In a highly competitive environment,
commercial real estate development firms are finding ways
to stay lean and eliminate costs or risks that could eat into
increasingly tighter profit margins. Workflow technology
tools that improve efficiency provide a more fluid and digital
experience to overworked analysts. Tools that reduce costs
associated with unnecessarily convoluted and manual tasks
are becoming imperative to the business objectives at some
of the nation’s largest developers.

With a digital solution, such as Built Technologies, largescale commercial developers are able to work in a cloudbased digital ecosystem with their lenders on budget and
draw submission, review, and approval. Digital solutions can
offer specific online portals to allow the sponsorship entity
and the lender to effortlessly track collateral through every
stage of the construction process, which accelerates the
movement of money into projects with less risk. Having a
fully automated audit trail helps eliminate manual processes
typically done in spreadsheets or stagnant documents, and
is able to integrate data into a centralized hub to provide a
real-time picture of your entire construction portfolio. The
result? Faster draw turnaround times. In fact, developers
often get paid on average 2 days faster.
Digital solutions can give project teams the tools they
need to quickly submit AIA draw applications at the
G702/703 level, without back and forth work done in
stagnant documentation or email traffic, freeing them
up to participate in more value-add activities to the firm,
including project underwriting and due diligence.
A digital solution provides CRE lenders with the tools and
insights they need to make smarter investment decisions
and generate more business with sophisticated and startup
sponsors alike. Too often the Lender/Developer relationship
feels like a necessary evil because of complicated, decadeold processes around draw management, reporting, and
compliance. However, it’s becoming necessary to change
that archaic way of thinking and leverage a solution to truly
engage in a sustainable partnership between the lender
and developer.
Digital solutions allow you to streamline your construction
draw management process, create efficiency, eliminate risk,
and gain the competitive advantage in a rapidly changing
environment.▪
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Better Pre-Construction
Environmental Due Diligence
AJ Nosek

National Client Manager
Partner Engineering and
Science, Inc.

D

ue diligence on potential construction sites almost
always includes the completion of a Phase I
Environmental Site Assessment (ESA) in accordance
with ASTM standard E1527 to evaluate the risk of
contamination at the property. Construction site selection
and due diligence are ever changing, and the volume of
new projects throughout 2021 and into 2022 nationwide
does not seem to be slowing down.
Because almost every construction project involves grading
and excavation, the likelihood of discovering contamination
during construction is significantly higher than for a fully
developed property – and the presence of contamination
usually results in additional costs and delays. Recent
changes to the ASTM standard for Phase I ESAs should help
to improve the consistency and depth of these reports,
resulting in the identification of additional potential
problems earlier in the acquisition and development
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process. However, the changes can also impact the
time and cost to complete environmental due diligence,
particularly in urban areas, due to the increased scrutiny
of the historical use of adjoining properties. The possible
impacts of these adjoining properties to the subject
property could result in additional soil and groundwater
sampling as well as cost increases for site development and
mitigation solutions during construction if contamination is
found above allowable levels. It is increasingly important to
plan for increased costs and possible construction delays as
part of the site selection process.
Examples of issues that may require additional evaluation
include subject properties and/or adjoining properties
with current or historical: industrial use, dry cleaners, gas
stations, and underground storage tanks both on- and
off-site. Even off-site releases that are likely to migrate
to the subject property could warrant further study and
mitigation.

What has changed in the new ASTM E1527-21 standard?
Here is an overview of the most significant changes and
new requirements:
•

At a minimum, the Environmental Professional
must consider the “Big 4” historical resources for
the subject and adjoining properties. The “Big 4”
include aerial photographs, fire insurance maps,
city directories, and topographic maps. No longer
are consultants given an option for less than these
without an explanation for why the review was not
warranted.

•

Increased scope for historical research of the
subject property and adjoining properties if retail
operations are found.
◦

◦

◦

•

Dry cleaning operations are a major source of
contamination but can go unrecognized when
research stops short of determining specific
retail uses. Whether from on-site or off-site,
cleanup or mitigation of contamination from
dry cleaners can add six-to-seven figures to the
cost of developing a site.
Dense urban areas, such as New York City or
Chicago, will be most impacted by this change
while multifamily properties or rural areas with
less addresses/commercial development will be
least impacted.
Larger parcels may require significantly more
research to evaluate all of the adjoining
properties.

Expanded scope for title searches to be researched
back to 1980 will potentially increase cost of
environmental lien and chain of title (COT) searches,
if requested by user.

Some other notable revisions include clarifications and
additions to items, including:
•

PFAS/Emerging Contaminants have been added to
the list of Non-Scope Issues with asbestos, mold, etc.

•

Revised/clarified definitions for Recognized
Environmental Condition (REC), Controlled REC,
and Historical REC have been provided and an
informative logic diagram has been added to the
appendix along with hypothetical examples to

better explain findings.
•

Significant Data Gaps, which are required to be
cited, are now to be included in the Findings of the
report, specifically the Opinion and Conclusions
sections.

•

Shelf Life of a Phase I ESA has been clarified and now
requires that the date of completion of each of the
following components of the investigation be added
to the report: Interviews, Review of Government
Records, Visual Inspections, EP Declaration, and if
engaged by the User, environmental lien searches.

With costs and schedules already increasing for construction
projects, it can seem as though any potential increase
in due diligence and costs are just another annoyance.
However, a less diligent report has the potential to impact
a construction project down the line when construction
reveals issues that could have been cared for earlier.
Limiting uncertainties can create significant benefits during
the development phase – and these benefits can be even
greater when the consultant is brought into the planning
process. Since environmental due diligence tends to focus
only on the likely contamination of the property, significant
problems that are merely possible can be overlooked
without more project-specific consideration. The additional
evaluation of uncertainties can help developers to budget
for and address issues early on so that the project’s scope,
budget, and schedule are not affected by unexpected or
underestimated site costs during construction. Moreover, it
also gives the developer the opportunity to assess a project’s
profitability before committing to a new development.▪
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About CLRM and Getting
Involved
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.

Meetings
CLRM hosts one national roundtable every spring and
several regional forums around the U.S. throughout the
year. The current locations for the 2022 regional forums are
listed below. Dates are to be determined, but we are looking
for local leaders to join and lead these meetings. Contact us
if you are interested.
CLRM 2022 Regional Meetings:
•
•
•
•
•
•
•
•

New York, NY
Chicago, IL
Orange County, CA
Atlanta, GA
Denver, CO
Cincinnati, OH
Dallas, TX
Boston, MA

Monthly Calls
CLRM hosts monthly calls to keep the conversations going in
between meetings. This is a great way to plug in from afar.
Join us and invite your team!

Annual Meeting Sponsors
Thank you to our sponsors for this year. We are extremely
grateful for the support of this group!
If you are interested in becoming a sponsor next year, please
contact us.
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How Do I Become a Member?
Participate! Join a call, attend an event, bring your
perspective to the table. There is no fee for membership.

Add Your Voice
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. Get involved!

Join Us on LinkedIn

A huge Thank You goes to
our content contributors for
the 2022 Journal!
Contact us if you would like
to contribute to future editions
of this journal.

Contact Us
To get involved, email: CLRMinfo@partneresi.com
About
CLRM
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CLRM 2023 - New Orleans, LA
See you there!

www.construction-lender-risk-management.org

