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Mortgage Loan Transaction Covenants

• A loan agreement in a mortgage transaction will include various 

components, including, general representations and warranties, 

general covenants, and, if a construction loan, disbursement and 

draw procedures. 

• General representations and warranties will include items such as:

− Borrower’s organization, formation and power and authorization to 
enter into transaction

− Borrower is not currently involved in a litigation or other legal actions

− Compliance with all legal requirements

− Title to the property and no other liens

− Solvency

− No defaults
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Mortgage Loan Transaction Covenants 
(cont.)

• The loan agreements will include affirmative covenants and 
agreements and negative covenants as well, such as:

− Affirmative Covenants
• Construction schedule.

• Loan balancing.

• Compliance with laws and legal requirements.

• Insurance.

• Taxes.

• Management.

• Leasing and tenant matters.

• Financial covenants and reporting.

• SPE provisions.

− Negative Covenants
• Others debts and liens.

• Notices to lender.

• Change of ownership or management.

• Mergers and acquisitions. 
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Financial Covenants

• A type of covenant, financial covenants are restrictions contained 

in loan agreements that provide certain guidelines for borrowers.

• They are generally meant to ensure that there is enough cash flow 

and stability in the transaction to minimize risk of non-payment by 

a borrower.

• This stability can be achieved by monitoring the project in a 

construction loan, the Borrower's financial condition and testing 

the debt service and loan-to-value of the property, among other 

items. 

• Some examples are Financial Reporting, DSCR, LTV, Liquidity, 

etc.
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Financial Covenants (cont.)

• Financial Reporting:

− Tax returns.

− Financial statements.

− Rent rolls.

− Projections.

• Financial Covenants:

− Debt Service Coverage Ratio

• Ratio of Net Operating Income to Debt Service.

− Liquidity Covenants

• Cash in a certain amount.

− Loan-to-Value

• Percentage of property value.
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Financial Covenants (cont.)

• Debt Service Coverage Ratio:
− “Debt Coverage Ratio” - A ratio, as determined by Lender which absent manifest error 

shall be binding on Borrower and Guarantor, the first number of which is the Net 
Operating Income and the second of which is Debt Service for the period in question.

− “Debt Service” - The product of (i) the constant monthly payment amount (i.e., payment 
including both principal and interest) sufficient to fully amortize (using mortgage 
amortization) the outstanding principal balance of the Loan plus any amounts remaining 
to be funded under the Loan at the time of determination in equal installments over a 
_______________ (__) year period using an annual interest rate equal to the greater of 
(a) the Applicable Rate or (b) _______________________ percent (____%), multiplied 
by (ii) the number of months in the period in question.

− “Net Operating Income” - The gross income received by Borrower from the operation of 
the Property for the period in question [annualized based on the trailing ________ month 
period], less the annualized expenses incurred and/or paid by Borrower in connection 
with the operation and maintenance of the Property that are allocable to such period, 
computed on an accrual basis without regard to depreciation or debt service on the Loan, 
but otherwise in accordance with generally accepted accounting principles consistently 
applied. Included within the expenses shall be a management fee equal to the greater of 
(i) the actual management fee or (ii) an assumed management fee of ___ percent (__%) 
if no management fee has been assessed, annual capital expenditures equal to the 
greater of (x) actual capital expenditures or (y) $___ per unit, and prorated ad valorem 
taxes and insurance premiums. Lender, in Lender’s sole discretion, may adjust the 
annualized expenses to an amount consistent with those amounts used by the appraiser. 
Documentation of Net Operating Income shall be certified by an officer of Borrower with 
detail satisfactory to Lender and shall be subject to the approval of Lender.]
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Financial Covenants (cont.)

• Liquidity Covenants:

− Obligors shall hold at all times, calculated on a collective basis, 
Unencumbered Liquid Assets having an aggregate market value of 
not less than $___________, which assets shall be maintained with 
Lender.

− Unencumbered Liquid Assets:

• Cash or cash equivalents held in the United States and denominated in 
United States dollars;

• United States Treasury or governmental agency obligations which 
constitute full faith and credit of the United States of America;

• Commercial paper rated P-1 or A1 by Moody's or by S&P, respectively;

• Short, medium and long-term securities rated investment grade by one 
of the rating agencies described in (c) above;

• Eligible Stocks; and

• Eligible ETFs/Mutual Funds.
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Financial Covenants (cont.)

• Loan-to-Value:

− If at any time during any year the Minimum Debt Coverage Ratio is 
not satisfied Lender, in addition to all other appraisal rights provided 
in the Loan Documents, shall have the right to obtain a new appraisal 
of the Property prepared at Borrower’s sole expense by an appraiser 
acceptable to Lender.]  In the event that the appraised value of the 
Property (as determined by Lender after reviewing any new appraisal 
report obtained by Lender) results in the outstanding balance of Loan 
exceeding _________ percent (___%) of the appraised value of the 
Property (“Required LTV”), Borrower shall, within thirty (30) days 
notice from Lender, cure such event, as directed by Lender, by: (i) 
pledging to Lender cash-equivalent collateral acceptable to Lender in 
its sole and absolute discretion,  pursuant to such documents and 
instruments in form and content required by Lender and at 
Borrower’s sole cost and expense, as necessary to achieve the 
Required LTV; and/or (ii) reducing the outstanding Loan balance by 
an amount necessary to achieve the Required LTV.
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Lease Covenants

• Leasing thresholds.

• Requirement for leases to be at market rents.

• Restrictions as to affiliated leases.

• Occupancy requirements: must not fall below a specific 

percentage of vacancy at any time.

• Lease form and approval of new leases.

• Ability to request Subordination Agreements and Estoppels.

9



Construction Covenants & Relevant Terms

• Budget:

− The detailed line item budget of all construction costs, including
direct and indirect costs (which are also at times called hard and soft
costs) and land costs, and showing the total costs for each line item
and the amount of each line item to be funded from the loan and/or
borrower's equity requirement.

− Direct or hard costs are the direct construction costs incurred by
borrower in connection with the project and indirect costs will be all
other costs.

− Lenders will always want to control revisions to the approved budget
and will usually have provisions in the loan documents that limit
increases to any line items or the overall budget to keep the loan and
project in balance as underwritten.
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Construction Covenants & Relevant Terms 
(cont.)

• Draws (also called Advances):

− Each funding of a construction loan to a borrower
by lender subject to the terms and conditions of the
loan agreement.

− The loan agreement will generally state how many
draws will be made monthly (usually 1-2 times per
month), that the draws will only be for costs actually
incurred for work in place as certified by the
lender’s inspector and will require lien waivers,
releases and other such proof of payment as well
as a title endorsement to the lender’s title policy,
among other items, for each draw to be made.
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Construction Covenants & Relevant Terms 
(cont.)

• Draw Request (also called Advance Requests):
− A request by a borrower to receive an advance under a construction

loan.
− Usually on AIA Forms G702 and G703 or another form approved by

lender.
− Lenders will usually require that each draw request include certain

representations by borrower.
• work done and the materials supplied to the date thereof are in accordance

with the plans and specifications;

• that the work and materials for which payment is requested have been
physically incorporated into the project;

• that the value is as stated;
• that the work and materials conform with all applicable rules and regulations

of the public authorities having jurisdiction;

• that payment for the items described in such request has been made or will
be made with the proceeds of the advance for which the draw request was
submitted;

• that such draw request is consistent with the budget;
• that the proceeds of the previous advance have been actually paid by

borrower in accordance with the approved draw request for such previous
advance;

• and that no event of default or event which, with the giving of notice or the
passage of time, or both, would constitute an event of default has occurred
and is continuing.
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Construction Covenants & Relevant Terms 
(cont.)

• Equity Requirement:
− Require borrower to invest an amount certain into the

construction of the project.

− This amount will be accounted for in the budget and will
be a percentage of the project costs.

− Most lenders will require that the equity remain invested
in the project for the term of the loan and will restrict
borrower from reimbursing themselves, whether directly
or indirectly, for their equity investment.

− Most loans require that the equity be spent before any
advances are permitted, but in some cases, lenders and
borrowers may agree to certain tranches of equity and
loan advances as they see fit for their particular loan and
project.
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Construction Covenants & Relevant Terms 
(cont.)

• Force Majeure:
− Force majeure references delays due to acts of God,

governmental restrictions or closures, stays, judgments,
orders, decrees, enemy actions, epidemics, pandemics,
civil commotion, fire, casualty, strikes, work stoppage,
shortages of labor or materials or similar causes beyond
the reasonable control of borrower.

− Most borrowers will want to add these such provisions to
construction loans to give themselves flexibility as to
items that may occur that are out of their control and
which could affect relevant deadlines.

− In turn, most lenders will want to limit this applicability to
ensure that the project stays on track and will require
timely notice of the alleged force majeure event to
ensure these items are really outside of the borrower’s
control.
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Construction Covenants & Relevant Terms 
(cont.)

• Loan Balance/Balancing:
− Construction loans usually contain provisions requiring

the loan to be in balance at all times.

− These provisions permit lenders to determine that the
proceeds of the loan remaining to be advanced for any
line item within the budget are sufficient to pay the
amount of such line item remaining to be paid.

− Further, these provisions state that if any deficiency
cannot be cured by a reallocation of budgeted amounts,
that the borrower is liable for any such deficiency.

− Some loans may call for a reserve account for such
amounts to be funded at the time the lender deems the
loan out of balance.

− Additionally, a loan being out of balance will likely be an
event of default.
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Construction Covenants & Relevant Terms 
(cont.)

• Payment and Performance Bond:
− Payment and performance bonds are two separate bonds that are

companions to each other and cover certain obligations under the
construction contract.

− The performance bond secures the contractor’s performance obligations
under the construction contract.

− The payment bond protects against nonpayment in favor of certain
subcontractors, materialmen and other laborers on the project.

− Typically required to be in the form of AIA Document A312
− without modification or revision, other than as acceptable to the lender.

Lenders usually require that the surety be reasonably satisfactory to
lender, be licensed or authorized to do business in the state where the
property is located and name lender as a dual obligee pursuant to a dual
obligee rider to the bond.

− Underwritten on the credit-worthiness of the general contractor.
− In some construction loans, borrowers will ask to only bond certain major

subcontractors (to be defined by value of contract or specialty or
otherwise as agreed to by the borrower and lender) in lieu of bonding the
general contractor’s construction contract. This ask is sometimes tied to
the associated expense of these bonds, having an affiliated general
contractor on the project or a general contractor who is not able to be
bonded.
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Construction Covenants & Relevant Terms 
(cont.)

• Plans and Specifications: the final plans and specifications,
including without limitation all maps, sketches, diagrams, surveys,
drawings and lists of materials, for the construction of the project,
prepared by the architect for the project, as acceptable to the
lender. The plans and specifications will be approved by lender
and any changes thereto will also require lender’s consent. The
plans and specifications are an item that the lender’s inspector will
review.

• Lender’s Inspector (also called Lender’s Construction Consultant):
construction loans have an inspection component whereby a
lender has the right to retain, at borrower’s expense, an inspector
to act as a lender’s consultant in connection with the loan and the
construction of the project. The inspector will review and advise
lender with respect to the construction documents, and other
matters related to the design, construction, operation and use of
the project. The inspector will monitor the progress of construction,
and review advance and change order requests.
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Construction Covenants & Relevant Terms 
(cont.)

• Reallocation: the act of moving amounts from one line
item in the budget to another, usually as to line items
savings and requiring the consent of the lender in most
construction loans.

• Reserves: amounts required by a lender to be held in
specific accounts, sometimes to be restricted accounts,
as additional collateral and to account for possible
project overruns, such as contingency reserves to
allow for loan balancing issues or cost overruns and
stabilization reserves that are held to ensure that loan
payments are made during the period in which the
borrower is working on leasing out the project to
stabilize same.
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Construction Covenants & Relevant Terms 
(cont.)

• Retainage: amounts held back by the borrower from the general
contractor and subcontractors on each draw. It can be a
percentage of the costs of construction or a specific amount
actually to be held back from each draw. Retainage is usually ten
percent of construction costs, but there are times where other
amounts are negotiated or there is a system in place where
retainage starts at a certain percentage but drops off as
construction progress is made and completion is approached. The
retainage is held by the lender until the final advance on the entire
project is made, but in some instances is released as each
discipline’s final advance on the project comes due.

• Stabilization: stabilization is achieved when the construction of the
project has been completed and the project has been leased by
third party tenants to a certain agreed-upon threshold, is
generating positive net income or is able to meet a certain debt
service coverage ratio. The metric will be lender and project
specific but a key component is that the lien-free construction of
the project is complete and tenants are beginning to occupy the
project.
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Practical Considerations and Closing 
Thoughts 

• Lenders
− Limit Borrower flexibility and changes to the Project and 

Borrower structure. 

− Controls to confirm stabilization or construction is as 
planned.

− Material adverse effect provisions.

− Broad rights to take over construction of project.

• Borrowers
− Flexibility.

− Specific covenants and flexibility as to one-time 
adjustments.

− Notice and right to cure.

− Force majeure.

• Key for both: communication. 
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QUESTIONS?
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Cash Management

 Importance of Cash Management
• Prevent leakage of cash flow
• Lender’s ability to monitor property
 Bank Lender vs. Non‐Bank Lender Considerations
• Bank lenders may rely on perfection and control via banker’s lien.
• Non‐bank lenders must have control agreements in place.
 Three Main Types of Lockboxes: Hard, Soft and Springing
• Each type balances lender’s security with borrower’s ability to freely access 
capital.

• What is market varies by deal type and relative bargaining power of the parties.

© 2021 Stradley Ronon Stevens & Young, LLP



Cash Management (cont’d)

• Hard Lockbox:
▫ All proceeds are remitted directly to the 

deposit account.
▫ Funds then sweep to the cash management 

account to be applied in accordance with the 
waterfall.

▫ Unless borrower receives a payment in error 
from a tenant, proceeds of the mortgaged 
property are never in the borrower’s 
possession or control.

• Provides greatest security for the lender.

Erroneous 
Tenant 

Payments

Borrower / 
Property 
Manager

Mortgaged 
Property

Deposit / 
Clearing 
Account

Cash 
Management 

Account

Waterfall 
Subaccounts© 2021 Stradley Ronon Stevens & Young, LLP



Cash Management (cont’d)

• Soft Lockbox:
▫ All proceeds are remitted to the deposit 

account by borrower or property manager 
upon receipt.

▫ Funds then sweep to the cash management
account to be applied in accordance with the
waterfall.

• Higher probability of leakage compared to 
Hard Lockbox.

Mortgaged 
Property

Borrower / 
Property 
Manager

Deposit / 
Clearing 
Account

Cash 
Management 

Account
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Cash Management (cont’d)

• Springing Lockbox:
▫ Usually, all proceeds are remitted directly to 

the deposit account.
▫ Occasionally, there is no deposit account and 

funds from the property are directly 
deposited into the borrower’s operating 
account.

▫ Until the occurrence of a trigger event, all 
proceeds are swept to, or remain in the  
borrower’s operating account.

• Following a trigger event, all proceeds are 
swept to the cash management account to be 
applied in accordance with the waterfall.

Mortgaged 
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Deposit / 
Clearing 
Account

Borrower 
Operating 
Account
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Management 

Account
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Cash Management (cont’d)

 Typical Waterfalls
 Different cash management types warrant different considerations during periods of 
economic uncertainty:
• Hard Cash Management
• Springing Cash Management

 Typical Cash Management Trigger Events:
• Financial covenant triggers
• Expiration, termination or material default under a major lease
• Availability thresholds (with revolving or future advance component)
• Other events of default under loan documents

© 2021 Stradley Ronon Stevens & Young, LLP



Cash Management (cont’d)

 Trigger Period Termination Considerations:
• Financial covenant waivers
• Equity cures
• Receipt of deferred rental payments
• Duration of tenant accommodations
• Government intervention

 Lenders’ accommodations to borrowers must be balanced with
potential leakage of cash flow.

© 2021 Stradley Ronon Stevens & Young, LLP



Representations and Warranties

 Future advances require a bring‐down of prior representations and 
warranties contained in the loan agreement.
 Commonly Negotiated Points:
• Material Adverse Effect
• Compliance with applicable law
• Compliance with plans and specifications
• Materiality qualifiers
• Post‐closing amendments to project documents
• Solvency calculation
• Representations and warranties anchored to the closing date

© 2021 Stradley Ronon Stevens & Young, LLP



Representations and Warranties (cont’d)

 Potential Issues:
• Additional indebtedness
• Disclosures made to lender in connection with cash flow issues
• Occupancy
• Compliance with SPE requirements

 Potential Solutions and Compromises:
• Lender may waive conditions precedent in its discretion
• Backstop certain conditions precedent with alternative
• Increase reserves or post additional collateral

© 2021 Stradley Ronon Stevens & Young, LLP



Recourse Carveouts

 Designed to deter inherently bad acts by borrowers:
• Misappropriation
• Fraud
• Voluntary bankruptcy petitions
 Carveouts have expanded since their inception to include failures to pay 
taxes and insurance premiums, cash management, etc.
 Two main types of recourse carveout:
• “above the line” – liable for lender’s losses
• “below the line” – liable for all obligations

© 2021 Stradley Ronon Stevens & Young, LLP



Recourse Carveouts (cont’d)

 Increasingly common to itemize recourse carveouts in term sheets and 
commitment letters.
 Borrower Positions and Objectives:
• Limit below the line carveouts
• Specific and narrowly tailored
• Subject to conditions, qualifications, cure periods and lender obligations
 Lender Positions and Objectives:
• All above the line and below the line carveouts included
• Sufficient breadth in wording to limit potential exposure
• Eliminate or limit all conditions and potential delays in enforcement

© 2021 Stradley Ronon Stevens & Young, LLP



Recourse Carveouts (cont’d)

 Lenders and borrowers typically have divergent views on what is 
market.
 Recent Points of Focus / Concern:
• Special Purpose Entity covenant compliance
• Disclosures related to cash flow issues
• Raising a COVID‐19 related defense to a foreclosure proceeding
• Related party guaranties

© 2021 Stradley Ronon Stevens & Young, LLP



Additional financing: PPP and Main Street Lending 
Programs
 Relevant considerations in 2021 and beyond:
• Impact of PPP loan forgiveness on financial covenants
• Impact of PPP loan and other CARES Act loan repayment
• Sufficiency and availability of subordination and intercreditor agreements for SBA 
loans

• Tax implications for borrowers

 Best legal documentation practices going forward

© 2021 Stradley Ronon Stevens & Young, LLP



Questions?
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