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Proceed with caution when using condo unit deposits

hile residential condo-
minium development
still has not reached its pre-Great
Recession levels, it is growing
(albeit slowly). This type of proj-
ect presents an interesting source
of capital for developers in the
form of earnest money deposits
by condominium unit purchasers
while the condominium project is
under construction. To decrease
their cost of capital and to help
fill their capital stack, develop-
ers may consider applying these
types of deposits toward the cost
of construction prior to the clos-
ing of the sale of the applicable
condominium units. That devel-
oper also likely would expect that
those applied deposits will count
toward the developer’s equity
for purposes of obtaining a con-
struction loan. Developers and
their construction lenders consid-
ering this application of depos-
its should proceed with caution
because it might be against the
law, irrespective of what the
underlying purchase and sale
agreement says. It could result
in a purchaser’s right to cancel
the purchase contract and devel-
oper liability for damages and
attorney’s fees, and possibly even
punitive damages. As residen-
tial condominium development
continues its resuscitation, it is
important that developers and
lenders be aware of this issue.
This article summarizes

the three
approaches
states  take
with respect
to apply-
ing  depos-
its  toward
construction

costs prior to
the closing of
the sale of the
purchaser’s
unit and offers
recommenda-
tions for developers and lenders.

B Three Approaches: Prohi-
bition, conditional use and no

prohibition. Generally speaking,
states take one of three approach-
es to regulating a developer’s
ability to apply deposits toward
construction costs prior to the
closing of the sale of the purchas-
er’s unit.

B Approach No. 1: Prohib-
it the application of deposits
toward construction costs.
Fourteen states, including Texas,
Mlinois and Washington, prohibit
the application of deposits prior
to completion of the project by
requiring that deposits be held
in escrow until closing on the
unit, default under the purchase
contract or it is refunded to the
purchaser. This approach follows
the Uniform Common Interest
Ownership Act and the Uniform
Condominium Act. As a gen-
eral proposition, the restriction
applies to any reservation or pur-
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chase deposit
made in con-
nection with
either a con-
dominium
unit in a new
development
or whenev-
er a seller
is required
to deliver a
public offer-
ing state-
ment.

B Approach No. 2: Condi-
tionally allow the application
of deposits toward construc-
tion costs. Fifteen states, includ-
ing Florida, Michigan, Ohio and
New Hampshire, allow the con-
ditional application of deposits
toward construction costs. The
conditions vary from state to
state. Some states allow deposits
to be applied toward construc-
tion costs if the unit is being sold
for a certain price or if the pur-
chaser has a particular income.
Other states allow a deposit to be
applied toward construction only
for prescribed construction costs,
if the deposit is bonded or if the
purchaser expressly agrees to it in
the purchase contract.

H Approach No. 3: No express
restriction on the application of
deposits toward construction
costs. Lastly, 21 states, including
Colorado and California, have
not enacted any statutory regu-
lations regarding the application
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of deposits toward construction
costs.

B Recommendations: Do
your research, draft documents
accordingly, and don’t expect/
allow deposits contributed to
construction costs to count
toward the satisfaction of
HVCRE's 15% capital contribu-
tion requirement. Fortunately,
the chances of running afoul of
applicable law with respect to the
application of deposits toward
construction costs can be miti-
gated.

The first step is doing the
research. Developers and their
lenders should research the laws
of the state in which the project
is located. We also recommend
considering the possibility that in
addition to the laws of the state
where the project is located, the
laws of the state where a purchase
and sale agreement is executed
may apply to a particular deposit
and restrict its application. For
example, under both the UCIOA
and the UCA, the prohibition on
the use of deposits applies not
only to condominium units locat-
ed in the state, but also to any
contract for the disposition of a
condominium unit signed by any
party in that state. However, at
this time very few states have
enacted a similar provision. Con-
sequently, if a developer antici-
pates a significant number of out-
of-state buyers from a particular
state, consider researching the

escrow deposit laws of that state.

After conducting that research,
draft the form purchase and sale
agreement and financing docu-
ments accordingly. For example,
many states permit the application
of deposits toward construction
costs so long as the executed pur-
chase and sale agreement includes
statutorily prescribed language. To
address restrictions on the appli-
cation of deposits imposed by for-
eign law, consider the following.
If the project metrics support it,
and the escrow deposit laws of
the state where the project is locat-
ed are accommodating, a devel-
oper may require that all buyers
or those from a problematic state
execute their purchase and sale
agreements in the state where the
project is located.

Assuming a construction lender
is willing to allow the application
of deposits toward construction
costs, lenders also should draft
their loan documents to prohibit
the application of deposits that,
under applicable law, cannot be so
applied. Guidance from the Feder-
al Deposit Insurance Corp. states
that deposits applied to construc-
tion costs cannot count toward a
developer’s satisfaction of the 15%
capital contribution requirement
imposed by the so-called “high
volatility commercial real estate”
rules. Loan documents should
likewise clarify the same. A



