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Introduction

One of the more often over-looked relationships in the development of a new project, regardless of the type, is the relationship between the construction lender and the general contractor.  One reason why it is often overlooked is that it, in many respects, it is not a direct relationship, at least not initially.  Rather, between the construction lender and the general contractor is the owner who contracts separately with the construction lender and the general contractor.  The owner enters into a financing arrangement with the construction lender and enters into a separate construction arrangement with the general contractor with both arrangements usually thoroughly considered and documented.  The construction lender and the general contractor are aware of, and dependant upon, one another but this indirect relationship, which has the potential to become a direct relationship, gets relatively little consideration and, at times, even less documentation.  Rather, the parties expect or assume that the financing and construction arrangements will proceed as planned with few, if any, issues developing.  And usually that is exactly what happens.  Aside from some possible cost overruns, slight delays in payment or other relatively minor problems, the project is financed and built as was generally expected. 

At least that had been the case until recently.  The current downturn in the real estate market reminds us that some times things do not go as planned.  Over the past 18 months, more and more construction lenders and general contractors have found themselves in failed or failing projects and this trend is only expected to continue.  This situation has placed a spotlight on the construction lender/general contractor relationship revealing, at times, serious gaps or conflicts in this relationship when a project fails.  These gaps or conflicts can often be avoided or, at the least, should be thoroughly considered by the parties at the beginning of the transaction.  Proper documentation and a better understanding of the relevant law that would apply in the event a project does not proceed as originally expected would likely avoid serious conflict, delay and cost.  This paper will consider the nature of the construction lender/general contractor relationship, the contractual arrangement that construction lenders and general contractors often enter into or should consider entering into and the relevant law with respect to what duty or obligations the construction lender might owe the general contractor when there is no contract or an incomplete contract between the parties.  The relevant law analysis is based, primarily, on the law in Pennsylvania, New York, California, Nevada, Arizona and Florida.

Initial Relationship and Considerations

Most development projects, among other things, involve the developer/owner arranging for construction financing with a bank or other financial institution.  The construction lender, in addition to underwriting the viability of the project, the project’s expected value and cash flow, and the credit worthiness of the borrower and any guarantors will spend a significant amount of time considering, often together with an outside consultant, the construction plans and specifications, the proposed construction budget and schedule, and the credentials of the general contractor and major subcontractors to confirm that the project can be completed on time and on budget without any major issues developing.  A key component of this analysis is the construction lender’s consideration of the general contractor and the proposed general contract.  Often, the construction lender will require that the general contract be either a guaranteed maximum price or other fixed sum contract.  Meanwhile, the general contractor is interested in entering into a general contract that it can fulfill in terms of timing and cost with an owner who is creditworthy and will pay the general contractor as and when required under the general contract.  Knowing that the developer has arranged for construction financing often provides the general contractor with some degree of confidence that the necessary funds are or will be available to make the payment required pursuant to the general contract.  At the inception of the project, the goals of the construction lender and the general contractor are usually not in conflict, if not actually aligned.  The construction lender wants the project completed on time, on budget and lien-free in accordance with the approved plans and specifications.  The general contractor wants to complete the project and get paid in accordance with the general contract.  

As part of the construction lender’s standard construction loan documentation, it will, among other things, usually require that the developer assign to the construction lender all of the developer’s rights and interest in the general contract.  This assignment is important to the construction lender in the event the developer defaults under the construction loan and the construction lender wishes to complete the project on its own.  In such a situation, the construction lender would want to have the general contractor complete the project pursuant to the general contract as originally contemplated with as little delay or interruption as is possible.  Meanwhile, the general contractor wants to get paid what it is entitled to pursuant to the general contract to the extent it performs the required work.  

As described above, in many respects, at the inception of the project the interests of the construction lender and the general contractor are aligned or, at least, not in conflict with one another.  However, when a project runs into trouble, the construction lender and the general contractor often have different objectives.  The lender may not want to complete the project or, if it elects to complete, may not want to fund any amounts owed the contractor for work performed by the general contractor before the construction lender’s election.  The general contractor may be owed money by the developer for work previously performed and wants to be paid accordingly.  It is in these situations that the parties may turn to whatever agreement they may have entered into at the inception of the project or, in the case where there is no agreement or the agreement is incomplete, the relevant law to sort out the respective rights and obligations of the parties.

Contractual Arrangement/ Consent to Assignment

The most common agreement entered into by a construction lender and a general contractor is some form of consent to or acknowledgement of the collateral assignment of the general contract (“consent”).  This consent is usually required by the lender as part of its standard loan documentation.  As a general matter, this consent can set forth whatever terms the construction lender and the general contractor want to agree to with respect to how they intend to deal with one another both before and after any default on the part of the developer.  This agreement is usually prepared by the construction lender or its counsel and, in addition to providing for the general contractor’s consent to the assignment of the general contract to the lender by the borrower, will often cover a number of key points from the construction lender’s perspective.  The following are some of the more important points often covered by a standard consent to assignment (a sample consent to assignment is attached as Exhibit A to this paper):

At the request of the lender, the general contractor agrees to continue to perform under the general contract following the occurrence of a default by developer under the loan documents. – This provision is a key point for the construction lender in order to have any opportunity to hold the project together and to maintain the general contractor’s obligation to construct the project for the agreed to price and based on the agreed to schedule. 

The contractor will be entitled to payment from the lender in accordance with the general contract for only such work as is performed by the contractor following written notice from the construction lender requesting that the general contractor perform such work.  -  This provision is often a point of discussion between the construction lender and the general contractor in that it does not require the construction lender to pay to the general contractor any amounts owed the general contractor by the developer for work performed prior to the construction lender exercising its right to take-over the project.  As you would imagine, most general contractors resist this provision and seek payment for all sums that may be owed to the general contractor under the general contract. 

The general contractor agrees to give the construction lender notice of any default on the part of the developer under the general contract and to give the construction lender an opportunity to cure such default before the general contractor exercises any right or remedy it may have under the general contract.  -  This provision is intended to give the construction lender an opportunity to cure a developer default so as to preserve the agreement.  What can be somewhat controversial at times is what is meant by an opportunity to cure or, more precisely, how much time the general contractor must give the construction lender to cure and, while the general contractor is waiting, is the general contractor obligated to continue to perform during the cure period especially when it is uncertain whether the general contractor will actually get paid for such work (remembering the previous point above).

The general contractor acknowledges that it is not permitted to rely on the loan documents and is not an intended beneficiary of the loan documents. – As we will see in the discussion of applicable law, this relatively short provision is very important to the construction lender.  Without it, the construction lender runs the risk that a court would find the general contractor to be a third-party beneficiary of the loan and, thereby, entitled to the loan proceeds to the extent of any unpaid work performed.  Notwithstanding this provision, the construction lender needs to be careful in its communications with the general contractor and its administration of the construction loan so as not create a situation where the general contractor is relying on the words or actions of the construction lender such that the construction lender creates an obligation to pay the general contractor where such obligation would otherwise not exist. 

The general contract cannot be amended or modified without the prior written approval of the construction lender.  -  This is a protective provision in that this prohibition is typically included in the loan documents with the developer but the construction lender wants to make sure that, if the developer tries to amend the general contract anyway, that the general contractor is aware of it and will either require the construction lender’s consent or will not be able to enforce the modification against the construction lender if the construction lender ever took-over the general contract.

No changes orders, or no change orders above a certain dollar threshold, are to be made without the construction lender’s prior approval.  -  Similar to the preceding point, this is often a repeat of a prohibition contained in the loan documents for the reasons stated above. 

To summarize the consent to assignment, the construction lender wants, ideally, the right to decide to continue with the general contractor at the time of a developer default under the loan documents but not be liable for any sums owed to the general contractor by the developer.  If the construction lender elects to proceed with the development, it wants the general contractor to be bound by the terms of the general contract going forward.  The construction lender also would like to have the general contractor serve as its eyes and ears when it comes to administering the project, hence the notice of a default, no modification and no change order provisions.  

Usually, the most controversial provision for the general contractor is the construction lender’s unwillingness to pay the general contractor any monies that are owed the contractor by the developer pursuant to the terms of the general contract if the construction lender elects to proceed with the project.  From the general contractor’s perspective, it has performed the work which benefits the construction lender and, accordingly, the general contractor wants to get paid for such work.  However, with a troubled project, the construction lender is focused on reducing any out-pocket advances, especially for the payment of costs which are the developer’s responsibility, and views the general contractor as having a legitimate claim against the developer for such monies owed and not having any claim against the construction lender for such monies.  

In some cases, the money owed the general contractor may have actually been advanced by the construction lender to the developer but the developer failed to pay the general contractor.  In this case, the construction lender is certainly not interested in advancing the same payment twice.  For the construction lender, it wants its written election notice to be the line of demarcation when it comes to what the construction lender will be obligated to fund following a default on the part of the developer.  At times, the construction lender and the general contractor may compromise on this point by having the construction lender liable for payments for work performed during the 30-day period prior to the developer’s default or for work performed following the developer’s default but before the construction lender’s notice of whether it will be proceeding with the general contract.

Having some type of an agreement between the construction lender and the general contractor that sets forth the relative rights and obligations of the parties in advance can be critical when a project runs into trouble.  As we shall see below, proceeding without an agreement or with an incomplete agreement leaves the parties open to the application of applicable law which can lead, at times, to some unintended results.

Relevant Legal Theories
As important as the contractual relationship that may exist between the construction lender and the general contractor is the relevant law that courts have applied to construction lenders and general contractor when dealing with one another – specifically, the law as to whether the general contractor is entitled to construction loan proceeds or other payment from the construction lender.  As set forth below, the law in this area is concerned with determining, what, if any, relationship or duty should be found to exist between the construction lender and the general contractor.  The areas that courts frequently focus on are whether: (1) any fiduciary duty is owed by the construction lender to the general contractor, (2) a  theory of promissory estoppel or unjust enrichment should be applied to create a duty on the part of the construction lender to the general contract, and (3) the general contractor is an intended third-party beneficiary of the loan and the loan documents. 

Construction Lender’s General Fiduciary Duty to a General Contractor

Courts have been hesitant to find a general fiduciary duty owed by a construction lender to a general contractor in situations where the general contractor is known to the construction lender at the time of hiring or is subsequently hired by the borrower and the loan has been disbursed.
  Absent a misrepresentation or comparable act of negligence on the part of the construction lender, courts are reluctant to impose further obligations upon the construction lender with respect to the general contractor.  Therefore, in most circumstances after the construction lender disburses the agreed-upon money to the developer in the form of an advance
 or final payment, the construction lender owes no auxiliary duty to the general contractor.
  Should the developer later default on the loan, the construction lender may foreclose upon the property and, subject to the state’s mechanics’ lien laws, has first priority to recover its share of the money.

Faced with situations where the developer defaults and the construction lender foreclosures on the property, general contractors typically bring claims against the construction lender on two theories: (1) that the construction lender owed the general contractor a duty to warn the general contractor of the probable or actual loan default; or (2) that the construction lender owed the general contractor a duty to monitor the funds and supervise the uses to which those funds were put.
  Unfortunately for general contractors, courts are generally not willing to find a duty owed under either theory.  A California court explained that to find such a duty is expensive and burdensome; construction lenders should be allowed to “concentrate on their primary duty of providing construction loans at lesser expense to the borrower and ultimately to the consuming public.”
  Additionally, a Florida court dismissed comparable claims alleging that the construction lender breached fiduciary duties by not supervising the expenditure of funds, not appropriately overseeing the development of the project, and failing to make each party account for the uses to which each of the disbursements were put.

Mississippi, however, takes the minority approach by imposing a duty on the construction lender to supervise the uses to which the loan is being put.  In Cook v. Citizens Savings & Loan Association, the contractor, upon completing the job, asked the construction lender for payment.
  The contractor ended up not being paid because the construction lender negligently gave the money directly to the owner without taking further steps to see that it went to the proper party.
  The court found that the construction lender “totally failed to discharge its duty” to use reasonable diligence to see that the funds were actually used to pay the contractor and held the construction lender liable to the contractor for sums owed on account of the work performed by the contractor.
  Courts in other jurisdictions read the Cook opinion narrowly, explaining that the Mississippi court held as it did because of the particulars of Mississippi law and no such law governs their state.
 

Circumstances When Courts Impose a Duty on the Lender – Promissory Estoppel and Unjust Enrichment

As a general matter, it is very difficult for a general contractor to be successful on a claim against a construction lender, though courts will impose a duty on the construction lender in some circumstances.  Where courts do find such a duty, it is when there are sufficient facts to be able to rely on the theory of promissory estoppel or where the construction lender has been unjustly enriched from work completed by a general contractor.

Promissory Estoppel: The Doctrine in General

In the construction law context, courts within the United States use the terms “equitable estoppel” and “promissory estoppel” fairly interchangeably to refer to the same equitable remedy owed to parties relying to their detriment on inducements by others.
  In these circumstances, courts find there to be a duty where one formerly did not exist because the inducing party should have known that the relying party would have acted in accordance with their misrepresentations.  Whereas, in other situations, such as liens, the general contractor may have the duty of properly filing within the statutorily prescribed timeframe, in the case of promissory estoppel no such burden is placed on the general contractor.  In order to recover under this theory, all the law requires is for the general contractor to rely on a material misrepresentation by the construction lender that causes the general contractor to be damaged in some way.

As with all equitable doctrines, the idea of fairness is essential to the theory of promissory estoppel.  Courts rationalize imposing a duty on the construction lender because if they did not, it would be unjust and unconscionable.  As a Pennsylvania court explained, “equitable estoppel is a doctrine of fundamental fairness intended to preclude a party from depriving another of a reasonable expectation, when the party inducing the expectation knew or should have known that the other party would rely to his detriment upon that contract.”
  Therefore, although the general contractor may have acted improperly, because the general contractor relied on advice or instructions from the construction lender, it is the construction lender that should suffer the consequences of the misrepresentation; the general contractor is the innocent party in the eyes of the law. 

Although the language differs slightly with respect to individual jurisdictions, “[t]he three elements of equitable estoppel are traditionally stated as: (1) the party to be estopped commits acts inconsistent with a position it later adopts; (2) reliance by the other party; and (3) injury to the latter resulting from the former’s repudiation of its prior conduct.”
  Pennsylvania imposes an additional burden that the party seeking estoppel cannot have a duty of inquiry in the circumstance.

Material Misrepresentations versus Negligent Transmittal of Information

Across jurisdictions, it is clear that any intentional, material misrepresentation on which a party relies constitutes sufficient inducement for which the party can recover.
  With regard to negligent misrepresentations or misrepresentations made in good faith, American jurisprudence
 recognizes negligent misrepresentations as being “a vehicle for recovery of a loss sustained through a business or professional relationship.”  In order to rise to the level of intentional misrepresentation, courts
 require that the parties first demonstrate that there is a relationship amongst them.
  

It is necessary that the relationship of the parties, arising out of the contract or otherwise, be such that one has the right to rely on the other for information, that the one giving the information should owe to the other a duty to give it with care, that the person giving the knowledge that the information is desired for a serious purpose.

Further, not every negligent misrepresentation will rise to the level required to recover under promissory estoppel even if there was a relationship amongst the parties.  The misrepresentation must be material and the reason the party acted.

[I]t is not every casual response, or every idle statement, no matter how damaging the result, which will give rise to a cause of action, and a false statement cannot give rise to a cause of action in negligence where the maker thereof was under no duty to the person addressed, or the person relying thereon, to advise him correctly, or the facts were equally within the observation of both, or where the nature and extent of the transaction that will be regulated by the information are not known.

In Arizona Title Insurance and Trust Company v. O’Malley Lumber Company, the Arizona Court of Appeals held that Arizona Title’s duty as the construction lender “was to exercise reasonable care not to misstate existing, ascertainable facts.  It could not be liable for statements of opinion or for representations as to future matters not reasonably understandable as being representations of existing facts.”

Therefore, not every incorrect representation detrimentally relied upon is sufficient to satisfy a cause of action under promissory estoppel.  Particularly in the context of construction lenders and general contractors, the general contractor first must establish that there is a relationship between itself and the construction lender.  The general contractor must then prove that the representation was intentional or, in the alternative, negligent and material.

When is Reliance “Reasonable?”

For the most part, courts are strict in requiring reliance to be reasonable in order to find there to be a duty. Typically, reliance is reasonable when a logical person would have been induced to act in the same or similar circumstances.
  The Fifth Circuit imposed this strict requirement in a case where a subcontractor claimed it should expect to receive a payment bond based on wording in purchase orders between a contractor and owner.
  The court denied the subcontractor’s claim holding that “[w]e think that a contractor who chooses to rely on a payment bond which he has never seen, purchased by an owner with whom he has not communicated, and issued by a surety he has never sought to contact, has an obligation to exercise greater diligence than this.”
  Although this case does not involve a construction lender/general contractor relationship, it is illustrative of the level of reasonable reliance necessary to satisfy that prong of the test. 

Promissory estoppel is more relevant when a construction lender tells a general contractor that the loan is not in default and the general contractor then continues work on the project.  “A construction lender who falsely advises a materialman or subcontractor that the mortgage is not in default must suffer the consequences if further work and materials are incorporated into the project in reliance thereon.”
  California courts
 rationalize this imposition on the construction lender by explaining that “[e]ven though there may be no duty upon a vender to speak upon a subject affecting the desirability of a sale to which he is a party, if he does speak, whether voluntarily or in response to an inquiry, he must make a full disclosure.”
  

Courts have, at times, applied a high standard in considering a promissory estoppel argument.  For instance, in a Florida case the court held that a telephone call between the contractor and the construction lender’s loan disbursement representative, where the representative advised the contractor that there were enough undisbursed funds in the loan to cover what the contractor was owed, was not a sufficient affirmative misrepresentation to create a duty upon the construction lender.
  The court reasoned that “[the] parties were not in privity.  The mortgage was not in default at the time of the conversation.  There was no promise to retain monies specifically for the benefit of [the contractor].…  There was no evidence [the construction lender] was seeking to induce [the contractor] to continue to work on the project.”
  Based on the absence of such facts, the court could not in good faith hold the construction lender liable for the mistakes of the contractor.  The court stated that such a holding would “inject an unnecessary degree of uncertainty into the construction loan industry.”

Promissory Estoppel and Construction Funds

An existing construction loan fund is a fairly common target of general contractors seeking to recover under promissory estoppel.  General contractors argue that the establishment of a construction loan fund creates the reasonable impression that the funds are available and that they will be paid for their work; that a reasonable person, seeing the establishment and maintenance of a construction fund, would continue to work with the belief that the construction loan was not in default; and that any detrimental reliance thereon is reasonable and warranted.  

California and Arizona each have had the opportunity to specifically consider how best to treat this unique promissory estoppel argument.  Both jurisdictions are in agreement that the existence of a construction loan fund, without anything else, is insufficient for recovery under promissory estoppel.
  However, “[a]n equitable lien may be imposed on a construction-loan fund… if it is established that the borrower or lender induced the supplier of labor materials to rely.”
  The courts set a high threshold for recovery under this theory of “inducement.”  In Arizona, a court held that a construction lender’s knowledge of overruns from a building fund was not enough to establish a legitimate promissory estoppel argument.
  Similarly, in California, a contractor seeking to recover assets from a construction fund must establish that it has a right to its contents for it to be relevant to the analysis.
  Should the contractor be successful in establishing such a right, the court will then treat the existence of construction funds in the same manner as it would any other evidence; no more weight is afforded to its existence than any other factor established by the contractor.
  

The treatment courts give the existence of construction funds further illustrates their hesitancy to hastily decide a promissory estoppel case in favor of the general contractor.  As the construction fund example makes clear, no one factor is determinative in the analysis.  To impose a duty where there typically is not one, general contractors must present substantial evidence of inducement to be successful. 

Unjust Enrichment

Courts will also find that the construction lender owes a duty to the general contractor when the construction lender has been unjustly enriched by the actions of the general contractor.  This situation generally arises when the developer defaults on the loan and the construction lender forecloses upon the completed, or substantially improved, property.  Unjust enrichment is an attractive theory of recovery for a general contractor allegedly wronged by a construction lender because the essence of the doctrine is that there is no direct relationship between the parties.
  Therefore, recovery is possible regardless of the absence of an agreement specifically explaining what would happen in the event of a default by a developer.  “Sometimes, of course, there will be a direct relationship, in the form of a promise either to the subcontractor or for the benefit of the subcontractor.  In such a case, the subcontractor has a right to recover on the promise.”

Most jurisdictions require the following three elements in order to successfully recover on a theory of unjust enrichment: 

(1) lack of an adequate remedy at law; 

(2) a benefit conferred upon the defendant by the plaintiff coupled with the defendant’s appreciation of the benefit; and 

(3) acceptance and retention of the benefit under circumstances that make it inequitable for him or her to do so without paying for it.

Pennsylvania, like most jurisdictions, does not require “a showing of wrongdoing or wrongful intent on the part of the benefited party” for the benefitted party to be found unjustly enriched.
  Pennsylvania case law is clear that the primary focus of the court is on the result of the unjust enrichment.

Ascertaining whether the construction lender was enriched, and unjustly at that, can be a difficult process.  “[I]t is not the value of the services rendered by the subcontractor, but the value of the benefit received by the owner which is of paramount importance.”
  A typical defense against a claim of unjust enrichment is that the benefits received were “worthless” and could not be considered a substantial enrichment.
  General contractors who are successful in their claims of unjust enrichment are able to differentiate between substantial improvements and incidental ones, emphasizing material improvements. 

Proving the construction lender was enriched is only one step in the three-prong test; further evidence must be presented to show that this enrichment was “unjust.”  “In order to have been unjustly enriched, a party must have received the benefit without paying for it.  For example, where an owner allows a [contractor] to improve property, knowing that the contractor would default…, it would be unjust for the owner to retain the benefit of the work without paying.”

Most jurisdictions agree that when a contractor does not complete a project, the construction lender cannot be deemed to be unjustly enriched.
  For example, Florida had the opportunity in J. G. Plumbing Service to consider whether a construction lender is unjustly enriched in a situation where the contractor had not completed its work.  The court adopted the bright line rule that in cases where the default occurs before the construction has been completed on the property, the construction lender is not unjustly enriched.
  “[T]he construction lender is left with the remedy of foreclosing upon a partially completed building.  More often than not, the market value of a partially constructed building will be substantially less than the total cost of the labor and material which has already been incorporated in its construction.”
  

However, in F.W. Eversley & Co. v. East New York Non-Profit HDFC, a federal court in New York upheld a general contractor’s unjust enrichment claim where the work had been completed.  This case involved claims brought by a general contractor against housing development fund corporations, the Secretary of Housing and Urban Development and a bank for amounts due after the completion of low-income housing developments.
  The defendants argued that there was no unjust enrichment because the housing developments sold at a price less than their actual market value.
  The court rejected this unjust enrichment defense finding that the plaintiff was entitled to recover the full value of the services rendered.  The court explained that “[i]t is unfortunate, if true, that the government will lose money upon foreclosure of these properties….  [the contractor’s] claim cannot be destroyed by the aberrations of the market or the national economy.  It speaks as of the date of the completion of the project, not the date of the foreclosure sale.”

Unjust enrichment claims can also arise when construction lenders have previously funded part of the project and cannot recover that expended sum when a later default occurs.  In these situations, courts tend to find in favor of the construction lender.
  For example, in Pennsylvania, a court found that a construction lender was not unjustly enriched since it had already advanced the money budgeted for the site preparation.  “[T]he court concluded that it could not be said that by receiving the benefit of the site preparation work, the lender had been unjustly enriched; it had been enriched, but… not unjustly.”  

As with promissory estoppel, recovery under a theory of unjust enrichment is not determined by any single factor.  A general contractor may be able to establish that the construction lender was enriched, but fail to show that such enrichment was unjust.  A general contractor bringing forth an unjust enrichment claim has the greatest chance of success if they are able to demonstrate that the improvements were substantial, that they greatly improved the property, and that they were completed without any comparable consideration on the part of the construction lender. 

Third Party Beneficiary

Another legal theory that may support a general contractor’s claim for payment against a construction lender is one based on a third party beneficiary theory.  Third party beneficiary theory provides that an individual or entity, although not a party to a contract, may nonetheless sue for breach of the agreement as an intended beneficiary.
  Generally,
 a third party becomes a third party beneficiary when the contracting parties intend to confer a benefit on the third party through the terms of the agreement.
  However, the third party must not simply have been provided an incidental benefit resulting from the performance of the contract.
  Rather, the contracting parties must have contemplated and affirmatively granted a benefit to the third party.
  Because of the requirement of an affirmatively granted benefit to the third party, courts, with narrow exception, typically find against claims of third party beneficiary status.  

In Twin County Construction Co., Inc. v. Signet Bank, a general contractor claimed third party beneficiary status under a loan agreement between the developer and the construction lender for the financing of the construction of a commercial office building.
  In addition to a loan agreement between the developer and the construction lender and a construction agreement between the developer and the general contractor, the general contractor  entered into a contractor agreement directly with the construction lender.

The loan agreement provided a number of construction lender protections, including an express “No Third Party Beneficiary” clause,
 and the contractor agreement contained a provision stating that the contractor had read the loan agreement and accepted terms thereof.
  Construction delays and budget overruns ensued and the developer consequently defaulted under the loan agreement.  When the general contractor sought payment from the construction lender, the construction lender informed the general contractor that it would no longer make disbursements for the project.
  The construction lender foreclosed on the project and the general contractor filed suit against the construction lender to recover payment for labor and material costs.
  The general contractor claimed third party beneficiary status under the loan agreement.
  Applying Pennsylvania law, the court used the test announced in Spires v. Hanover Fire Ins. Co.,
 which held “a party becomes a third party beneficiary only where both parties to the contract express an intention to benefit the third party in the contract itself.”
  The court quickly dispatched the general contractor’s claim, relying upon the express “No Third Party Beneficiary” clause in the loan agreement.
  The court held that the general contractor was bound under the contractor agreement, which specifically incorporated the provisions of the loan agreement, including the “No Third Party Beneficiary” clause.
  Accordingly, the court found that neither the construction lender nor the developer had intended to confer third party beneficiary status upon anyone not a party to the loan agreement.
  This decision is a reminder of the importance for the construction lender to obtain an agreement from the general contractor at the inception of the project as described earlier in this paper – even to simply state that the general contractor is not intended as a third party beneficiary of the loan or the loan documents. 

A similar result occurred in Gordon Building Corporation v. Gibraltar Savings and Loan Assoc., which also involved a specific contract provision expressing the parties intent not to benefit a third party. 
  In Gordon, a California court held that the construction lender was not liable to the general contractor for unpaid fees because the general contractor was not a party to the loan agreement.
  The lawsuit arose when a subcontractor sued the general contractor for unpaid fees and the general contractor counterclaimed against the subcontractor, the developer and the construction lender.
  The general contractor argued that the construction lender breached a third party beneficiary duty to the general contractor by failing to pay the subcontractor for work performed.
  The loan agreement clearly stated that only the undersigned were parties to the agreement.
  The general contractor, citing cases which held that subcontractors, as a class, were considered intended beneficiaries to construction loan agreements, argued that it too should be considered an intended beneficiary under the loan agreement.
  The general contractor also claimed that it should be considered a third party beneficiary under the loan agreement because the loan agreement was a form contract that contained a signature line for a general contractor to sign.  However, the general contractor never signed the loan agreement.
  The court rejected both theories and found the signature line in the contract insufficient evidence of an intent to confer third party beneficiary status on the general contractor.
  The court further held that a “No Third Party Beneficiary” clause in the loan agreement foreclosed the general contractor’s claim.
  The loan agreement stated that the contract was “made for the sole protection of the undersigned. . . and no other person or persons shall have any right of action hereon.”
  The court held “[a] contract made solely for the benefit of the contracting parties cannot be enforced by a stranger or one who stands to benefit merely incidentally by its performance.”
  The court also dismissed the general contractor’s equitable lien argument,
 a theory more thoroughly discussed in Pankow Construction Co. v. Advance Mortgage Corp. 

In Pankow, a general contractor sued the construction lender seeking an equitable lien to recover fees due under a general contract for the construction of a housing project as a third party beneficiary to a loan agreement.
  When the developer defaulted under the loan agreement as a result of construction delays, the construction lender stopped disbursement of loan funds.
  The general contractor then sued the construction lender for the balance due under the construction contract as a third party beneficiary to the loan agreement.
  The general contractor argued that, as a fully performing contractor, it was entitled to an equitable lien on the construction loan funds.
  The court focused on a California state statute
 prohibiting contractors from placing liens against undisbursed construction funds.
  The California statute “was drafted in response to lender protests that even after completion of construction, a lien claimant may have an equity interest in the building loan account that is prior and superior to the rights of both the lender and the builder.”
  The statute serves to encourage private investment by lenders in construction projects by limiting the remedies of contractors and subcontractors in the event of owner default.
  The general contractor argued by limiting a contractor’s remedies against a construction lender the statute discourages contractors from participating in housing projects.
  However, the court found no evidence that such concerns had materialized.
  Furthermore, the court noted that contractors and subcontractors possessed other remedies, such as securing payment bonds or suing the owner under the construction contract.
  The court held that the general contractor could not recover on a third party beneficiary claim because the statutory language specifically excludes such recovery and does not allow third party beneficiaries to recover because the contractual exception provides only for “a right created by direct written contract.”
  The court held that, by definition, third party beneficiaries cannot satisfy this requirement.

Gebco Investment Corporation v. Monroeville Electronics Co. is a case illustrating the narrow exception where a contractor successful recovered under a third party beneficiary claim.  In Gebco, a construction lender expressly agreed to provide financing for labor and materials on a construction project.
  A subcontractor on the project began performing work and, after delays in receipt of payment, was referred to the construction lender.
  The construction lender assured the subcontractor that the construction loan funds were sufficient to satisfy debts of materialmen upon completion of the project.
  The subcontractor returned to the job and completed its work.
  While the subcontractor continued to work under the construction lender’s assurances, the developer defaulted on the loan.
  In turn, the construction lender declined to release any further construction funds.
 The developer then filed for bankruptcy and a trustee took possession of the project.
  The trustee sold the project and brought suit against the construction lender to recover the balance of undistributed funds.
  The construction lender joined the subcontractor to the litigation.
  

The subcontractor claimed a right to the undistributed loan money.
  On appeal, the trustee argued they had a legal entitlement to the undisbursed money superior to that of the subcontractor because the fund was not created for the benefit of the laborers.
  The subcontractor claimed that the unreleased funds were specifically set aside for the benefit of subcontractors.  The court, relying on the terms of the loan agreement that provided that the funds were explicitly given to satisfy invoices for labor and materials and were to be used for no other purpose, held that the subcontractor was an intended third party beneficiary under the loan agreement.
  The court further noted that since the loan agreement required that no liens be filed by subcontractors, it would be inequitable to deny the subcontractor the right to recover as a third party beneficiary despite the fact that subcontractors were not expressly named as such in the loan agreement.
  Accordingly, the subcontractor could recover from the fund as a third party beneficiary
 of the loan agreement.

As the Gebco opinion instructs, explicit contract language interpreted to provide a benefit to an unnamed party may result in a finding of third party beneficiary status for a contractor.  The contractor’s reliance on the construction lender’s statements in Gebco may also have been a factor in the equitable relief afforded by the court.  

Conclusion
As described above, it is usually quite prudent for construction lenders and general contractors to consider the nature of their relationship at the inception of a development project.  Often the parties, especially the construction lender, are best served by entering into an agreement at the commencement of a project setting forth the scope and particulars of their relationship.  Having such an agreement will go a long way to avoiding potential unintended consequences if a dispute arrives before a court.  As set forth above, there are a number of potential legal theories that may be used to establish a duty owed on the part of the construction lender to the general contractor which may create liability on the part of the construction lender where no duty was intended.  Though not all cases will have facts sufficient for general contractors to rely on theories of promissory estoppel, unjust enrichment or third party beneficiary for judicial redress, there are certainly a number of situations that might support the same. 

Exhibit A

[General Contractor’s Letterhead] 

[Date]

Bank
[____________________]
[____________________]
Attn:  Commercial Real Estate Finance

Ladies and Gentlemen:

The undersigned (“General Contractor”) has executed an agreement (the “General Contract”) dated ________ __, 200[_] between General Contractor and [______________] (“Borrower”) pursuant to which General Contractor has agreed to perform certain improvement work in [city, state], as more fully described in the General Contract (the “Project”).

General Contractor understands that you have undertaken (or will undertake) to advance amounts not to exceed $[______________] (the “Loan”) to Borrower to finance, among other things, the costs of construction of the Project pursuant to a certain Loan Agreement between you and Borrower (the “Loan Agreement”) and Borrower has assigned (or will assign) to you all of its right, title and interest in and to the General Contract (the “Assignment”) in order to further secure payment of the Loan and certain other obligations of Borrower to you.

In consideration of your undertakings pursuant to the Loan Agreement, and intending to be legally bound hereby, General Contractor hereby covenants, represents and warrants, and agrees as follows:

1. General Contractor (i) consents to the Assignment, and (ii) agrees that if you give notice to General Contractor that Borrower is in default under the Loan Agreement, General Contractor shall, at your request, and notwithstanding any default by Borrower under the General Contract, continue performance on your behalf under the General Contract in accordance with the terms thereof; provided, that you pay General Contractor for services provided to you following such notice by you, in accordance with the payment terms of the General Contract.  General Contractor understands that you have no obligation to exercise your rights under the Assignment.

2. General Contractor represents and warrants that to the best of its knowledge (i) the General Contract is in full force and effect, and (ii) neither Borrower nor General Contractor is in default thereunder.

3. General Contractor agrees that it will not terminate the General Contract or cease to perform its work thereunder for any reason, including but not limited to Borrower’s failure to make payments to General Contractor, without first giving written notice to you of such intention at least thirty (30) days before taking such action.

4. General Contractor acknowledges and agrees that it is not entitled to rely upon any of the provisions of the Loan Agreement and it is not an intended third party beneficiary thereof.

5. General Contractor agrees that you shall have no obligations or liability to General Contractor under the General Contract or this letter unless and until you give notice to General Contractor pursuant to paragraph 1 hereof and only thereafter to the extent that General Contractor performs under the General Contract on your behalf.

6. Subject to paragraph 8 hereof, General Contractor shall not, without your prior written consent, which may be withheld in your sole discretion, agree to the amendment or modification of the General Contract.

7. General Contractor shall not assign its rights or obligations under the General Contract without your prior written consent, which may be withheld in your sole discretion.

8. General Contractor agrees that hereafter it shall not perform work that is not in accordance with the plans, drawings and specifications described in the General Contract unless General Contractor shall have received your specific approval of such change, except as hereinafter provided.  Change orders shall be permitted without your approval; provided, that the contract price of any one such change order shall not exceed $[________] and provided further that the aggregate amount of all change orders not approved by you shall not exceed $[_________].

9. General Contractor hereby covenants and agrees that in the event any of the proceeds of the Loan are disbursed directly to General Contractor, it will receive and hold any such proceeds as a trust fund for the purpose of paying the costs of the labor, equipment and supplies used in constructing the Project and will apply the same first to payment of such costs before using any part thereof for any other purposes.

10. General Contractor covenants and agrees that upon your request it shall furnish to you a current list of all persons or firms with whom General Contractor has entered into subcontracts or other agreements relating to the performance of work or furnishing of materials in connection with the Project, together with a statement as to the status of each of such subcontracts or agreements and the respective amounts, if any, owed by General Contractor thereunder.

11. General Contractor hereby waives any and all rights to bring an unjust enrichment claim against you. 

12. General Contractor hereby acknowledges that you have not made any representations or warranties other than as set forth herein and that any statements made by you shall not be binding unless made in writing and executed by an authorized officer of [Bank].

13. The officer executing this instrument on behalf of General Contractor hereby personally certifies that he or she is authorized to do so.

14. General Contractor represents and warrants that it has full authority under all applicable state and local laws and regulations to perform its obligations under the General Contract in accordance with the terms thereof.

15. This letter shall be binding upon General Contractor and its successors and permitted assigns and shall inure to the benefit of you and your successors and assigns.

Very truly yours,

________________________________

Name:___________________________

Title:____________________________
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