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Are Bad Times Coming?

Remember: “Bad Times Make Bad People”

1. The Starting Point – Qualifying the:

· Property:
	· Complexity of Construction
	The Larger the Project --the More Complex the Improvements – the More Study is Required . . .  Question:  Is the Market Growing Weaker? Or Stronger?

	· Market Demand
	

	· Current Market Vacancy
	

	· Actual/Economic Concessions
	


· Location and Demographics:
	· What are the trend lines? . . .  Don’t look at the Snapshot?


· Borrower:
	· Experience
	· Capacity

	· Liquidity
	· Character/Reputation

	· Litigation History
	· Sub-Contractor’s Availability

	· Credit History
	· Sub-Contractor’s Loyalty


· General Contractor and Subcontractors:
	· Litigation History (Check Records)
	Don’t Take Their Capacity for Granted – Check Current Performance on Other Jobs.

	· Insurance Availability
	

	· Experience with Type of Construction
	

	· Death of Staff
	

	· GC Control of Subs
	


· Permanent Lending Market (Availability of Take-Out)
	· Interest rates are going up.
	

	· Loan Underwriting is becoming more restrictive.

	· Cap rates are up, values are down!.

	· Coverage factors are up/loan amounts are down.


· Borrower’s Attorney . . .  Experience? . . .  Reputation?
2. The Independent Inspector (Who Does He Report To?) (Who Hired Inspector?):
· Professional Negligence.  .Issue:  Third Party Beneficiaries:
· In general, a professional owes to his client the duty to perform his job in a reasonable manner given the particular circumstances of the undertaking.  To establish the tort of professional negligence, one must prove all of the following elements:

· Question:  Who is Client – (i) the Property, (ii) the Owner or  (iii) the Lender, and if so, which Lender?

· Duty Question:  Who is inspecting Architect retained by?

· A breach of that duty means that the professional fails to perform his duties in a reasonable manner under the circumstances.

· That breach proximately caused . . .  :

· Damages were sustained.

NOTE:  The law does not say that one is entitled to a great, or even good, professional.  He or she must only act reasonably in the circumstances – his acts must comport with that of a reasonable professional in the same circumstances.  This is almost always established through expert testimony, since judges and juries do not know what acts in a given profession are reasonable in the circumstances.

· Tests:  Required hours on the job . . .

· How often should inspections be made?  What is the identified scope of inspections?

· What is required by the employment contract(s)?

· In addition:  Borrower should require Construction Lender’s representative to visit property monthly (i.e. Kicking the tires).

3. “Problems and Tensions Between Responsible Parties”:

· Cost Overruns
· Change Order Approvals – All Parties to Approve!
· Unauthorized Substitution of Materials
· Project Can’t Be Completed On Time – Construction Progress Not on Schedule

· Incomplete Drawings:
· Lender has not signed-off on drawings.

· How does Lender know drawings are completed?

· Subs Bankruptcy
· Occupancy Prohibited or Delayed (i.e., No CO)

· Fraud and Theft

· Casualty Losses

· Misrepresentation and Breach of Warranties

· Soil Conditions

· Collusion Between Subcontractors

· Fake Mechanics Lien Waivers Supporting Draws
· Remember:  Lien Waivers are Required for Equipment Rentals

· Funny Stories:

· Manhole covers were installed, but sewer lines connecting manholes were not installed.

· Electric meters were less than a number of units to be built.

· Legally:  Borrower Must Mitigate Losses

4. Loan Documentation:

· Condominiums:

· Association to accept Service of Process and distribute Notice to Unit Owners (a critical operating covenant in declaration).

· Issue:  Is Condo Association authorized to accept service of process for (i) Unit Owners (Yes) and (ii) mortgagees (No)?

5. Condominium Development:
· An upfront question:

· When to record declaration and map before or after the start of construction?

· Why? ?  Notices:  Who to serve?  Number of parties to sue?
· Q: How is property assessed if subdivided into condo units versus assessed as a vacant apartment building?  Note:  One-year rule of thumb freeze before reassessed as condos.  Q:  How to calculate vacancy credit?

· Liens:  Proportionality question (check the State’s statutes for applicability):

· Serving notice and filing liens . . .  the building . . .  the individual units?

· Q:  When to allow transfer of title to first units . . .  minimum number of closings required (Issue:  Sales are slow – the market has changed!).

· What are the controlling restrictions in Construction Loan Agreement?

6. Retail or Hotel Developmental Within A Condominium Development:
· Record map and designate areas as individual owned units, or
· Record map as Airspace subdivision (i.e. Lateral Fee Estate).

· Determine what are Lender’s and Owner’s preference?

· Why Lateral Fee Estate:  Lender and Owner wish to avoid impact and results of Declaration or annual budget changes by majority vote.

· Instead:  Handle expense contributions to maintenance and repair with an Operating Agreement.
Question:  What is safest for the Lender?
7. Critical Requirements:
· Prompt payment of sub-contractors required (New Statute).

8. Absolute Construction Loan Opening Requirements:
· Guarantee of completion by controlling persons/i.e. completion by a certain date.

· Payment and Performance Bonds.

· Design:  Liability of architect.  Duty of Contractor to correct design defects?

· Insurance:  Liability, Casualty, Workmen’s Comp, Fidelity.

· Naming additional insureds – get yourself named.

· Issue:  When to record Declaration and map?

9. Battle of the Forms
10. The Take-Out Lender:
· Selling documents by assignment.

· Pros and Cons.

· Permanent Lender and Owner each need their own Inspector . . .  obtain for release of liability of Construction Lender for Inspector’s professional negligence.

· Release of liability – relates to administrative responsibilities during construction.

11. Opening a Construction Loan . . .  The First Draw:  See IRS Code Sec. 14.03 (1)(2)(3)*
· Loan balancing.  Provide for or not to provide for taxable gains?  Definition of Ordinary Income:  Gain from “everyday operations.”
· Lender to accept imputed value of land after acquisition.

· Upzoning after acquisition.

· Securing entitlements.


· Presales (50%).

· Is Unit Purchase Contract cancelable for non-delivery on time?

· Amount of Deposit:  Deposits to be staged . . .  are they meaningful?

· Preleasing (50%).

· General requirement: . . .  50% or more pre-sold.

· Retail pad sales – how to calculate impact?

· Do leases qualify for permanent financing?

· Are leases boni-fide?

· Subordination Required . . .  (rights to expand , rights to purchase).
12. Defective Workmanship:
· The cost of removing and replacing allegedly defective materials or work.

· Try to limit damages for material defects to the price of the defective material (include/exclude labor).

13. Change Orders:
· Change of materials or design.
· Obtain approval from architect, general contractor and owner.
· Add extra time to complete (compliance with code, architect’s specs).

· Processing change orders:
· Include necessary completion date extensions.

· Avoid future litigation.

· Who should approve . . . general contractor, sub-contractor, owner, architect?

· Change Orders:  For general work in process.

· Change of design criteria.

· Other.


14. Perfecting the Mechanics Lien:
· Legal description.

· Plat of Subdivision recorded – dividing property into lots.

· Filing condominium declaration and map.

· Proportionality issue.

· Subconstractors and downstream subs MUST serve notice to all of those required under the Act (770 ILCS 60/24), which includes all owners and lenders of record for each unit.

· Owners Association to accept service of a notice of claim for purposes of the Mechanic’s Lien Act on behalf of each respective member of the Association and redistribute the notice to Unit Owners.

· Caution:  This does not obviate the need to serve each Unit Owner’s lender.  Therefore, you must still obtain title work and serve lenders, thus cost of service or notice on all lenders of record is excessive.
15. The Permanent Lender to Buy or Not to Buy Construction Loan Documents:
· Risk:  Permanent Lender does not want to be subject to any defenses that Borrower may have by purchasing the note and related documents from the Construction Lender.

· Permanent Lender steps into the shoes of whoever is selling the paper.

· Example:  Delayed payout – caused cost overruns . . .  Developer reached into his pocket to pay overruns and he has a right of action versus the right of offset.

· I don’t want to buy your paper . . .  buying someone else’s paper versus disbursing under my own paper will cause a transfer tax to be imposed on the mortgagee in states like Florida (mortgage tax at 1% or more) or New York, which is even larger.

· Concern:  Intangible tax on note.

· Include in Construction Loan documents requirements that say:  Borrower to deliver estoppel to the Permanent Lender against any claims that he has releasing the Construction Lender.

· Conditions . . .  title, plans and specs to be pre-approved . . .  third-party agreement: Construction Lender/Permanent Lender/Borrower.

· Construction Lender wants pre-approval from Permanent Lender. E.g. of all items that are to be approved by Permanent Lender as a condition of purchase:

· Environmental Report

· Change Orders

· Design and Materials

· Survey

· Appraisal

· Certificate of Completion

· New Zoning Laws (E.g., Threatened Landmarking) (Reduces Value - ________)

· Borrowers giving consent to landmarking is a default under granting clauses or non-transfer clauses.

· Construction Lender wants approval from Permanent Lender of all changes:

· Completion Risk.

· Environmental Risk:

· Perculation

· Underground

· Vapor Intrusion

· Notice to Permanent Lender Required:

· Change orders – which might have a long-term impact on operations and costs.

· Changes without Permanent Lenders permission.

· Expansion clause . . .  Lender must have absolute right to void.

· Who is to be open and by what dates?

· Sophisticated endlender – be sure I’m protected! !

· Labor contracts coming due during construction!

· Required lease parameters – don’t allow changes that impact value.

· Must read every word in every document.

Workouts and Restructuring

The Most Important Factors


· Patience

· Understanding/Comprehension

· “Don’t Pull the Trigger”

· Advance More Money – Avoid Taking Control or Ownership

· Meet with Subs

· Talk

Avoidance

· Making a Decision – “Not On My Watch”

ACH:jm

Created Value Over Actual Cost





Don’t Trigger a Slander of Title Suit Based on Borrower Being Unable to “Close His Permanent Loan” or Close Individual Unit Sales.  Bonding Over is Not Always Possible.
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Hanna has been in commercial mortgage banking including construction lending, joint ventures, and workouts for 47 years.  Since 1998, has (on a pro-bono basis) challenged the City’s “unconstitutional, discriminatory, and exclusionary” downzoning practices with lawsuits, which he is winning; is a seasoned mountain climber having climbed the seven highest peaks on the seven continents and the “oldest” (at age 70) in 2000 to have almost reached the 29,036' summit of Mount Everest (missed the top by 300'); honored in 2002 by the Boy Scouts of America as a distinguished Eagle Scout (the first such Award presented to any Scout in the Wausau, Wisconsin Council’s 86-year history); in 2003 inducted by the 130-year-old, 12,000-member Chicago Association of Realtors into their Hall of Fame (the first and only mortgage banker to be so honored) with 22 other notables; and in 1997, was honored as the Illinois Mortgage Banker of the Year.  Further, a City of Chicago Council Resolution Adopted September 4, 2003 honored Hanna as “a visionary, leader of great entrepreneurial spirit and accomplishment” who has “demonstrated an enviable record of professional achievement and civic leadership” (from anyone’s memory, the first and only mortgage banker to be so recognized).  Education:  BBA, JD, MBA University of Wisconsin.  Military:  Air Force Reserves; U.S. Army, active duty Korea.
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*Sell the land at its appreciated value to a controlled development corporation before development is started! ! 
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