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Preface 
The process of financing real estate land development-from 

raw acreage to finished building-presents the borrower/developer 
and its financier with great risk. The legal and business 
procedures of land development and construction finance are the 
most complex aspects of real estate finance, and perhaps of com
mercial finance in general. This revised edition examines and 
explains the financing of the entire range of the land develop
ment and construction process, from raw land to finished build
ing, with separate treatment of each type of financing loan: the 
land loan, development loan, construction loan, and permanent 
loan. 

The lawyer for the construction lender and developer is 
confronted with many legal problems throughout the develop
ment process that counsel for a lender making a loan on the secu
rity of a finished building is not faced with. Land development is 
carried on by many diverse participants whose interests and 
rights vary, and each is compensated separately and in accor
dance with different guidelines. The seller of raw land, the 
engineer, the architect, the surveyor, the general and subcontrac
tors, the leasing agents, and the salespeople all have legal rights 
established by contract and in many instances conferred by law. 
The attorney for developer and lender must be aware of the rights 
and duties of each party and see that these are recognized in the 
legal instruments that form the structure of the development 
process. Land development and finance is uniquely an area where 
business and legal problems go hand in hand. The borrower and 
its counsel must be familiar with the development process and 
concepts of real estate credit. 

As the decade of the 1990 begins, the construction lending 
process is undergoing some of its most significant changes in 
many years. Among the causes of these changes are the demise 
of the savings and loan industry as a result of years of unsound 
loan practice, the tremendous influx of capital to pension funds 
and the desire to invest a portion of these funds in real estate, 
and the rise in importance of commercial banks, which see real 
estate loans, both construction and permanent, as the way to 
replace lost markets in corporate lending (as a result of the much 
greater use by corporations of commercial paper) and in lending 
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to underdeveloped countries. 

An additional factor affecting the construction finance 
industry is the move toward more conservative underwriting 
resulting from excessive building in the 1980's that led to 
extremely high vacancy rates and a large number of loan defaults. 
For the foreseeable future, developers can anticipate permanent 
and construction loan commitments that involve (1) lower loan
to-value ratios; (2) imposition of some or all resource (personel) li
ability; and (3) substantial preleasing requirements. 

Perhaps the most significant fact relating to construction 
finance as this edition goes to press is the sharp increase in the 
market share of construction loan originations made by com
mercial banks, now by far the leading source of construction 
loans in all major lending categories. Commercial banks now ac
count for about 93 percent of all construction financing on com
mercial projects, about 80 percent on multifamily projects, and 
82 percent of all land development loans. About one half of all 
loans made on commercial projects are now held by the 300 larg
est banks. 

Which institutions gave up the market share now held by 
commercial banks? The most obvious decline in originations is by 
thrift institutions which, in all three categories of construction 
loans, more than doubled their shares between 1980 and 1984 
(following the Depository Institutions Act of 1982, which gave 
thrifts much broader lending powers). In the last few years the 
market shares of the thrifts declined to a point below the 1980 
levels. 

Mortgage companies are a second type of lender that lost sig
nificant market share in commercial construction financing. Many 
of these firms were bought by commercial banks, which is one 
cause of the shift in market share from the mortgage companies 
to the banks. In the case of multifamily housing, the sharpest 
decline in market share is by state and local housing finance 
companies which, from a peak of just under 18 percent in 1986 
fell to only 3.5 percent in 1989 as a result of restricts on tax
exempt financing imposed by Congress. 

At the present time, virtually no lenders other than com
mercial banks play a significant role in the construction loan 
market. Given the banks current exposure in long-term mortgage 
markets, the ability of commercial banks to continue to provide 
this level of construction financing becomes more difficult until 
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nonbank institutional lenders resume their traditional functions 
of providing permanent takeout commitments. 
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§ 5:1 Definition and function of the takeout 
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