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of the Use of Proceeds form in
underwriting is to identify the total costs of a proj-
ect, calculate acceptable loan-to-cost parameters,
and determine the sufficiency and sources of the
borrower’s equity. The Use of Proceeds should be
prepared by the bank after the receipt and review
of a detailed cost breakdown from the borrower. A
review of that cost breakdown may identify items
that the bank might not want to count as costs
(such as a substantial developer fee paid back to
the principal) and similarly might not include costs
the bank does wish to include in its underwriting
(such as inspection fees and interest reserve). Prior
to the loan closing, the bank and the borrower
should review the Use of Proceeds together and
“stack hands” on it so it can be included as part of
the construction loan agreement. 

Equity First
The purpose of including the Use of Proceeds

in the construction loan agreement (CLA) is to
have borrowers acknowledge and agree to 1) the
original agreed-upon projected costs to complete
the project and 2) the respective sources of funds
(loan proceeds or equity) to fund those line items.
When preparing the Use of Proceeds, equity should
be used for those line items that will be funded first.
From an underwriting perspective, the bank
should want all borrower equity funded before any
loan proceeds are. This practice is also better for
borrowers, as it keeps their interest expense as low
as possible. 

The Use of Proceeds should represent the best
estimate of the timing to fund the line items.
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This series identifies some key 

components of the construction loan 

agreement and discusses their signifi-

cance. Part 1 stressed the importance of

a well-defined construction period and

diligent, continuous progress. In Part 2,

we learn why the Use of Proceeds form,

or Sources and Uses of Funds statement,

is an important part of construction loan

underwriting that should be included in

the construction loan agreement.



However, if the borrower requests
to fund a line item that is sup-
posed to be funded with the loan,
and there are remaining equity
funds under bank control, then
the equity funds, and not loan
proceeds, should be used to fund
that item. This is in keeping with
getting the equity in the project
ahead of the loan proceeds; it is
also in the best interest of the
client in order to reduce interest
expense. 

There are generally three
types of equity: prepaid, up-front,
and deferred. The strong prefer-
ences for the bank, of course, are
prepaid and up-front equity.
Deferred equity should be a rari-
ty. Prepaid equity represents
before-closing dollars the borrow-
er has put into line items and for
which there is evidence of pay-
ment. Up-front equity either is
brought to closing (e.g., to com-
plete the acquisition of land) or
deposited in an account under the
bank’s control to administer dur-
ing construction. Deferred equity
represents monies funded by the
borrower after closing. Deferred
equity is not generally recom-
mended because, at any given
time, there may not be sufficient
funds under the bank’s control to
finish the project. You may see it
on occasion, however, for especial-
ly strong borrowers and for rela-
tively small amounts.

Change Orders
It’s hard to imagine a con-

struction project that doesn’t have
change orders. They’re a normal
part of the construction process
and are to be expected.
Therefore, it may be necessary to
move allocated monies between
line items in the Use of Proceeds

after closing to accommodate
these change orders. If a portion
of a particular line item’s budget-
ed dollars is not needed, then
those dollars would be available to
fund an increase in costs in anoth-
er line item. Bank approval to
reallocate funds in the Use of
Proceeds should be a requirement
detailed in the CLA, and the
extent to which this may occur
needs to be addressed in the
CLA. Minor reallocations of funds
are normally acceptable, but
requests for major fund realloca-
tions should be more closely
examined. It’s important to ensure
that 1) the project is not being
changed so significantly that it no
longer resembles what was origi-
nally intended and 2) the changes
are not adversely affecting the
appraised value of the project.

Sufficient Funds to Complete
A key requirement that

should be addressed in every
CLA is that the bank have under
its control at all times sufficient
funds (loan proceeds and/or bank-
administered equity) to complete
the project as originally intended.
This ties directly to the Use of
Proceeds approved by the bank
and the borrower in the CLA.
The purpose of this condition is
to ensure that in the event of sig-
nificant cost overruns, there is a
condition in the loan documents
to bring the bank and the borrow-

er back to the table to address the
shortfall in funds to complete the
project. Without such a condition,
conceivably the bank could end
up fully funding its loan, yet still
have an incomplete project when
those funds are fully advanced.
Early identification of any short-
fall in the funding timeline—
before the bank had already fund-
ed such a significant amount—
allows the bank to manage down
its risk. 

Summary
These Use of Proceeds

issues, particularly if coupled with
the failure to address the con-
struction period properly in the
loan documents1, could cause the
bank to be saddled with a partial-
ly completed project and for a lot
longer period of time. Addressing
these items in the CLA provides
the bank with the ability to bring
the borrower back to the table to
address these issues sooner rather
than later. ❐

Contact Frank DiLorenzo by e-mail
at frank.dilorenzo@suntrust.com.

Notes
1 See Part 1 of this series: “The Key to the
Construction Loan Process,” The RMA Journal,
November 2006, pp. 58-60.
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There are generally three types of equity: prepaid,

up-front, and deferred. The strong preferences for

the bank, of course, are prepaid and up-front equity.


