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Managing Risk in Commercial Projects
Doing the deal is one thing. Managing commercial construction loans after the underwriting, approval, and issuance of a commitment letter to the

borrower is another. The lender needs to be able to manage the loan disbursement process as well as provide loan-by-loan and summary reporting to

a bank’s senior management. This article covers two areas from RMA’s program: the types of commercial construction projects frequently encountered

by banks and the steps taken when the project is completed.

CONSTRUCTION LOAN ADMINISTRATION

The RMA Journal is pleased to present a series of articles based on new professional development programs

offered by RMA. This is the third article in the series.

Over the past several years, commercial real estate
lending of all types has grown as a percentage of
total loans outstanding. This growth led to for-

malized regulatory guidance issued in December 2006
concerning the management of commercial real estate
lending and related concentrations and market issues. 

Within this broad growth trend, a number of bankers
find themselves increasingly involved in an area that is
new to them: the financing of the construction of commer-
cial buildings. Managing this process seems to be similar to
residential construction—and many principles that apply

to residential construction (such as third-party inspections
and a disbursement process) translate easily to commercial
situations. However, the actual forms and the nature of the
project budgets are not similar. The dollar amounts for
commercial projects are typically much larger, and the doc-
uments involved usually are much more complex.

Despite these complexities, commercial construction
lending offers several benefits to the bank. Construction
loans usually have floating interest rates and mature (to be
paid off or converted to permanent financing) within 12-
18 months. This compares to fixed rates and longer matu-
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rities for term loans on commercial
properties. The floating interest
rates present less interest rate risk,
while the shorter maturities allow
the bank more flexibility in overall
portfolio diversification and liquid-
ity management.

So, let’s say a construction proj-
ect is assumed to be acceptable to
your bank’s risk appetite and under-
writing standards. The borrower has
accepted your commitment letter.
What happens now?

Four Steps of Construction Risk
Management

The first step in managing the
risk in a commercial construction
project is to identify the type of
construction (such as new con-
struction or repair/renovation) and
its related risks.

The second step is to use the
commitment letter, approval condi-
tions, and your bank’s loan policies
to create a construction loan agree-
ment, review and accept various
documents (such as appraisals and
environmental studies), and imple-
ment procedures for advancing
funds and monitoring the project.

The third step is to effectively
close out the construction loan by
means of accepting the funds from
a “take-out” loan (permanent
financing from another resource) or
conversion to an amortizing term
loan at your own bank. Lien
waivers, release of funding
retainage, and many other things
happen at this stage of the project.

The fourth step is to devise a
system for capturing individual con-
struction loans and the entire con-
struction portfolio into meaningful
reports that can be used by senior
management to effectively monitor
the portfolio and proactively change
policies and guidelines as needed. 

The remainder of this article
focuses on two of those steps.

Types of Commercial Construction
Projects

Commercial construction proj-
ects are typically larger and more
complex than residential, and they
can involve four different situa-
tions with different risk profiles.

1. New construction. Within
commercial construction, one of
the larger categories of loans
involves new properties or “new
construction.” This is where a
vacant parcel of land or a devel-
oped commercial lot is improved
with a new commercial building.
For the most part, these loans will
involve every step in the construc-
tion process. A construction loan
will be the primary funding source,
with the lender administering and
monitoring the funding from
inception to completion.

2. Repairs needed. Repairs
often arise from insurable damage
to the physical building from
events such as storms and fires.
Insurance proceeds usually fund
much of the needed repairs, but
deductibles and other exclusions
may require the borrower to seek a
loan to cover the shortfall. The
insurance company may choose to
participate in or actually lead
administration and monitoring of
the construction project. Also, the
bid for the construction work must
consider how to make the repairs
with minimal disruption to the
occupant(s), which may be an
operating business. Finally, the
insurance company has to approve
the contractor selected by the
property owner. In general, the
lender is not providing most of the
funding and, consequently, does
not exercise as much oversight and

monitoring as in other types of
construction situations.

3. Deferred maintenance.
Although similar to repair work,
deferred maintenance is not trig-
gered by insurable damage.
Instead, it arises from the normal
usage and physical depreciation of
the improvements. The property
owners may forgo this type of
repair for as long as possible (or
until tenants complain), which is
why it is often called “deferred.”
Unlike general damage repair
work, the insurance company will
not be involved, so if loan funds are
used, the lender will control the
administration and monitoring.

4. Renovations and tenant
improvements (TI). Similarly, TI
involves mostly minor changes to
the interior or exterior of the build-
ing. In contrast to repair projects,
renovations and TI are generally
undertaken when the building is
totally or partially empty, so the
building contractor does not have
to minimize tenant disruptions.
Since most of the costs will be
funded by a loan, controls and
monitoring are not as extensive as
for new construction.

In general, the last three cate-
gories do not involve all of the steps
in the construction lending process.
For example, a repair project may
not require the lender to obtain
proof of the property’s zoning, and
leases may already be in place or
have been recently renewed. Some
projects may not even require a
building permit. Therefore, the
loan itself may have simplified doc-
umentation such as a modification
or “future advance” on the existing
mortgage, with all surveys, environ-
mental assessments, and appraisals
remaining in place and in force
from the original loan.



Beyond these four types of
projects, another consideration is
whether the project is owner-
occupied or non-owner-occupied. In
general, owner-occupied (OO) refers
to projects where most of the land
and improvements will be used by
the owner in one of two ways:
1. Directly, with the same entity

owning the property and occu-
pying or using it.

2. Indirectly, through an operat-
ing business with essentially
the same ownership composi-
tion as the real estate holding
company.
The property qualifies for OO

status when used 50% or more,
based on either the space occupied
or the rental income. Some owners
prefer to create a larger building
with “room to grow” and lease the
excess space in the interim. In any
event, the owner intends to use the
facility for the related operating
business—not to generate cash from
the sale or rental of the real estate.

OO real estate loans are ana-
lyzed the same way as general
commercial loans. That is, the cash
flow from operations of a manufac-
turer, wholesaler, retailer, or service
firm is the primary source of repay-
ment. Regardless of the repayment
source, the administration of the
construction loan follows commer-
cial real estate procedures. In addi-
tion to new construction, OO con-
struction loans can involve repair,
deferred maintenance, and renova-
tion/TI situations.

In contrast, non-owner-occu-
pied (NOO) real estate loans
depend on rental income (50% or
higher) and/or planned sale of the
real estate as the primary source of
repayment. These “income prop-
erty loans” fall into major property
groups, such as:
• Multifamily or apartments.

• Retail stores and shopping
centers.

• Office buildings.
• Industrial and warehouses.
• Lodging.
• Self-storage.

The differences in property
types can affect the structure and
repayment of the construction
loan. For instance, a multifamily
project may need a “stabilization
period”—a continuation of the
interest-only construction period
until sufficient units are leased to
support the annual debt service of
the ultimate term loan.

Completing the Project
The completion of the project

is of vital importance to successful
repayment, but analytical energies
often are more focused on the
front-end underwriting. The lend-
ing officer may have moved on to
new requests and delegated com-
pletion to administrative and moni-
toring personnel. It’s important to
know steps taken by the borrower,
contractor, and lender as the proj-
ect nears completion. 

Steps taken by the borrower
(project owner). The borrower
and his or her supervising architect
become more heavily involved in
inspections (often independent of
draw requests) and develop a
“punch list” of discrepancies or
construction flaws. Successful com-
pletion of the punch list is a prereq-
uisite for the release of retainage to
the contractor.

The punch list usually marks a
date of near completion of the
entire building or a certain portion,
and it lists items to be completed or
corrected. It further specifies the
time allowed for correction or com-
pletion of the listed items, the date
when the owner will occupy the

building (or portion), and delin-
eation of responsibilities for mainte-
nance, heat, utilities, and insurance.

For properties that will be
rented to one or a small group of
tenants, the borrower also will like-
ly begin to have representatives of
the tenants make on-site visits.
Space that does not meet their
expectations should be addressed
and appropriate items included in
the punch list. Also, the tenant can
begin to finalize steps on its end
for taking occupancy (arranging to
move furniture, change addresses,
etc.). The borrower wants the ten-
ant to move as soon as possible to
begin generating rental income
and to meet any stabilization provi-
sion of the construction loan agree-
ment (for conversion to an amortiz-
ing term loan) or a take-out from
another lender.

The appropriate governmental
inspections need to be coordinated
and made so that deficiencies can
be communicated to the contrac-
tor, or even attached to or included
in the punch list. In many projects,
permitting and regulatory approval
are required before a tenant or
owner can occupy the property.
This approval is typically evi-
denced by the certificate of occu-
pancy (CO).

Steps taken by the contrac-
tor. The contractor will finish
work and make required payments
to subcontractors. Retainage owed
to larger subcontractors will be
paid when the general contractor
receives retainage from the bor-
rower/project owner. Many subcon-
tractors are paid in full following
the general contractor’s own final
inspection of the subcontracted
work.

The general contractor will
also have to provide a final
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mechanic’s and materialsmen’s lien
waiver sufficient to comply with
the construction loan agreement
and the format of the title policy.
Certification requires that the sub-
contractors and suppliers are paid.
This is submitted with the final
application for payment, and it
states that all payrolls, bills for
materials and equipment, and other
indebtedness for the contract work
(where the owner may become
responsible) have been paid or oth-
erwise satisfied. If all payments
have not been made, the contractor
must list these exceptions and may
be required to provide the borrow-
er with a lien bond or indemnity
bond to protect the borrower from
any of these exceptions.

The lien waiver can be sup-
ported by an affidavit of release of
liens that includes attachments of
releases or waivers for the contrac-
tor, all subcontractors, and others
who may have lien rights against
the borrower’s property. Similarly, a
list of exceptions may be required
and a lien bond or indemnity bond
provided to protect the borrower/
owner.

For projects with a payment
and performance bond, there will
be a letter or other document
granting consent of surety (issuer
of the bond) for final payment to
the contractor. This evidences the
surety’s approval of final payment,
but final payment does not neces-
sarily terminate the borrower/
owner’s rights under the bond.

The punch list from the bor-
rower and the supervising architect
plays a key role in additional work
performed by the general contrac-
tor or the appropriate subcontrac-
tor. The magnitude of corrections
or re-work will directly affect the
contractor’s profit, since retainage
often accounts for half or more of

the profit. Also, if the retainage is
small, there is less incentive for the
contractor to expedite the comple-
tion of the punch list.

Steps taken by lender. The
bank will need to complete its loan
file as preparation is made for the
final loan draws. This is a good time
to make sure the file is in order,
including the following items:
• Updated and/or completed

construction funding work-
sheet or other system used to
track draws and fundings over
the course of the loan.

• Copies of all inspection reports
and construction loan advance
requests.

• Copy of the loan approval and
commitment letter.

• Copy of the construction loan
agreement.

• Copies of funds disbursements
(deposits to borrower account
and/or disbursement checks to
others, such as those made at
loan closing).

• Other documents as designat-
ed by your loan policy or the
bank’s operating procedures.
If the loan is to be repaid by a

take-out (term loan from another
lender or financial institution), the
bank should reexamine the take-
out letter or agreement to deter-
mine the items that need to be
completed to allow repayment of
the construction loan. This may
have been analyzed closely in the
approval process, but since nine to
12 months have likely passed since
the loan approval, reexamination is
in order. The lender should get
legal counsel or bank management
involved, if needed. Also, someone
in the lending department should
alert the person in charge of bank
funding to the general time frame
for what will likely be a large,

lump-sum loan payoff that will
affect the asset-liability position of
the bank.

If the loan is to be converted
into a term loan within the bank,
the terms and conditions should
have been spelled out in the com-
mitment letter and loan approval.
The bank can begin drafting the
appropriate loan documents to evi-
dence the conversion promptly
upon issuance of the CO or terms
identified in the construction loan
agreement. It’s best to alert the
bank’s funding person, even
though a large payoff is not the
issue. The loan may convert from a
floating interest rate (typical of
construction loans) to a fixed inter-
est rate (typical of term loans),
which may also affect the bank’s
asset-liability position.

Finally, if the bank’s loan
accounting system tracks commit-
ments as well as the actual note
that was used to fund draws, be
sure that the commitment is termi-
nated along with the construction
note payoff.

Summary
By paying attention to the four

key steps outlined in this article,
bankers can more effectively
administer the risk in commercial
construction lending. Monitoring is
more than requiring inspection
reports and tracking draws. It is
fully integrated with the unique
loan approvals that are granted,
plus the many variations in types
of projects and properties. ❐

Contact Richard Hamm by e-mail at
advantagecons@bellsouth.net.
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