
Overview of New Construction Financing 

Understanding Construction Lending 

Summary: This article discusses the various forms of construction 
financing. It does not cover information related to the purchase 
of a newly constructed “spec” or “inventory” home that is owned 
by a builder and transferred to a consumer after completion of 
the improvements. 

Building a custom home has many advantages. You can choose the 
floor plan and the architectural style of the home. You can also 
control every aspect of the design and construction to achieve a 
result that is as unique as you are. 

However, the process of construction financing differs 
significantly from the process of financing the purchase of an 
existing residence or a newly constructed “spec” or “inventory” 
home. 

The Old Methodology – “Builder Financed” 

With this method, the Home Builder obtains the construction 
financing to build the home on a lot that the Builder owns then 
essentially sells the home to the Home Buyer upon substantial 
completion of the improvements.  

 In this scenario, the Home Builder obtains an interim construction 
loan for which he must pay numerous associated expenses. Those 
expenses based on a $350,000 loan amount would be approximately 
as follows;  

· An Origination Fee of 1% of the loan amount = appx $3,500.00

· A Title Policy fee of .008% of the loan amount= appx $2,800.00

· An appraisal of the home to be constructed = appx $650.00

· A property survey = appx $500.00

· Numerous miscellaneous fees and closing costs = appx $2,000
- $2,500.00

· Interim Loan Interest @ 7% on a graduating scale based on a
percentage of completion = appx $7,000.00 



 with this method, the Home Builder must then build in the cost of 
the financing into the overall price of the home, i.e.; loan fees, 
appraisal, survey, closing costs, interest, etc. which add to the 
overall cost of the home charged by the Builder. 

This method requires a 10% non-refundable deposit from the buyer 
paid to the Home Builder as security in the event of a Buyer default 
or “walk away”, which although rare, does happen. The deposit is 
applicable as earnest money toward the overall price of the home 
and/or the down payment requirements of the permanent financing 
that the Buyer will acquire. 

With this method, the Home Buyer then obtains the permanent 
mortgage financing to finalize the sale after completion of the 
construction process. Final closing usually takes place within 1 
week after substantial completion and Certificate of Occupancy. 

 This method will not work if Buyer already owns the lot. It is 
illegal in the State of Texas for a property owner to deed back a 
lot to a Home Builder in order for the Home Builder to obtain 
construction financing. A bank will not loan money for 
construction unless the lot is rolled into the overall financing 
package. In this case, the Home Buyer has to obtain the financing on 
their own. 

While it is a bit less hassle for the Home Buyer on the front end to 
have the Home Builder obtain the construction financing the big 
downside to a “Builder Financed” project is that the Home Buyer is 
essentially paying for 2 sets of closing and financing costs 
related to the construction of the new home; 

1. Home Builder’s closing and financing costs are “added” to the
overall cost of the home as a cost of construction. 

2. Home Buyer then must pay all those costs again upon obtaining
the Permanent Financing. 

Essentially the Buyer has paid double for closing and financing 
costs if the Home Builder obtains the construction financing. This 
can be avoided however by the following financing options. 



New Methodology – “Owner Financed/One Time Close” 

There are two basic strategies of financing the construction of a 
new home on a lot or land that you already own or that you will 
purchase for the purpose of building a newly constructed 
dwelling.  

1.The traditional strategy is referred to a “construction-to-perm”
financing and involves a two-step process. The first step involves 
the temporary financing of the acquisition of the lot (if not 
already owned) and the construction of the dwelling on the lot. 
The second phase involves converting this “interim” loan into a 
“permanent” mortgage loan.   

2.The other strategy is to utilize a single lender (and usually a
single loan with a conversion feature) to provide the financing for 
the interim construction phase and the permanent mortgage loan. 
This combined financing arrangement is typically referred to as a 
“one-time-close”. 

Construction-to-Perm Financing 

A construction-to-permanent (or “construction-to-perm”) 
financing arrangement is the traditional form for completing a 
newly constructed residential dwelling. With this form of 
financing there are three stages: [1] the “pre-approval” or 
“commitment” stage, [2] the “interim lending” or “construction” 
phase, and [3] the “permanent loan” phase. 

Phase 1. The first phase in this arrangement is to obtain pre-
approval for a permanent mortgage loan. This process is similar to 
the pre-qualification or pre-approval stage of the financing of an 
existing home (not new construction).   

· The borrower will make application for and submit all of the
required documentation to a permanent lender to obtain pre-
approval. An appraisal report for the proposed residence is 
prepared “subject to completion of improvements”.  

· The appraiser will obtain the architectural plans,
construction documents and specifications of materials and based 
on this information the appraiser will state an opinion as to the 
value of the home once the improvements are completed.  

· Based on all this documentation the permanent mortgage
lender will then approve the application and provide a “commitment 
letter” addressed to the borrower (and sometimes, the interim 
lender) stating that the borrower satisfies the conditions for the 



permanent mortgage loan that will “take out” the existing interim 
loan.   

· This commitment agreement assures the interim lender that the
borrower has the ability to pay the interim loan in full (from the 
proceeds of a new permanent mortgage) after construction of the 
dwelling is completed. 

Phase 2 In the second phase the borrower will secure a temporary 
“interim” or “construction” loan for the purpose of providing 
funds to acquire the land or lot on which the house is to be 
erected and to provide the funds necessary to construct the 
dwelling.  

· If the borrower already owns the land or lot on which the
home will be erected, the interim lender (usually a bank) will 
provide funds to pay-off the balance of any loan secured by a lien 
on the lot or land.  

· The interim lender will also provide the funds necessary to
construct the dwelling. 

· The interim lender will not disburse all of the funds to the
builder or the borrower at the closing. Instead, the interim lender 
will disburse those funds periodically throughout the period of 
construction as various phases of construction are completed.  

· The disbursement of a portion of the total interim loan funds
as construction progresses is referred to as a “draw”.  There may 
multiple draws throughout the construction of improvements.   

· The borrower will pay interest only on the disbursed portion
of the loan proceeds.  An interim loan may be either a fixed-rate or 
variable-rate loan (usually tied to the prime rate).   

· The interim lender will usually require the borrower to pay the
interim interest monthly or quarterly as it accrues during the 
period of construction, however, in some cases the interim lender 
may permit the interest to accrue, not requiring its payment until 
the interim loan is paid in full. 

Phase 3  As the completion of the interim construction phase draws 
near, the permanent lender will update its mortgage loan file 
obtaining updated credit, income and asset documentation to 
obtain an updated loan approval for the borrower.   

· Once the construction of the dwelling is complete, the
appraiser that prepared the original written appraisal report will 
inspect the property to determine that the construction of the 



dwelling conforms to the plans and specification on which the 
original opinion of value was based.  

· After completing the “final inspection” the appraiser will
recertify the prior opinion of value. 

· The title documents are also updated during this process and
when completed, the borrower will close on the new permanent 
mortgage, the proceeds of which will be used to pay the balance on 
the interim construction loan. 

The “One-Time-Close” 

 A “one-time close” loan is a type of mortgage that is available
for Home Buyers who having a home built for them by a Home 
Builder. This financing arrangement for construction 
financing combines the foregoing three phases into a single 
combined process.  With the “one-time-close” transaction the 
borrower obtains permanent loan approval and closes the 
interim and permanent loan transaction prior to the 
commencement of construction. In essence, the lender acts 
as both the interim construction lender and the permanent 
mortgage lender. 

· Because of the unique “two-hat” personality of the lender
in this type of financing arrangement this type of loan is 
typically provided by banks or mortgage companies that have 
construction lending experience (and also act as mortgage 
bankers) or mortgage brokers who have wholesale or 
correspondent relationships with these banks.   

· Other than the fact that the interim and permanent
mortgage are closed in a single transaction, this form 
financing is actually very similar logistically to the 
traditional construction-to-perm financing arrangement. 

· You can lock in the permanent rate at closing, and have
up to 12 months to complete your new home 
construction. During this period, interest is charged only on 
the funds that have been disbursed.   

· When the construction is completed, the permanent loan
period begins. 

Financing & Closing Costs 

The financing & closing costs associated with either a “one-time 
close” or “construction-to-perm” loan will be almost identical. 
Under either financing arrangement those expenses based on a 
$350,000 loan amount would be approximately as follows;  



· An Origination Fee of 1% of the loan amount = appx $3,500.00

· A Title Policy fee of .80% of the loan amount= appx $2,800.00

· An appraisal of the home to be constructed = appx $500.00

· A property survey = appx $500.00

· Numerous miscellaneous fees and closing costs = appx
$1,000.00 - $1,500.00 

· Interim Loan Interest @ 5% on a graduating scale based on a
percentage of completion = appx $6,000.00 

· Under either financing arrangement the borrower will
typically pay for construction financing with a variable-rate of 
interest that will only accrue on the draw portion of the principal 
amount of the loan as draws of principal are made on the loan.  

Major Benefits 

By utilizing a “one-time close” or “construction-to-perm” loan, you 
can; 

· Essentially eliminate paying two sets of closing costs that
would otherwise be incurred of the Home Builder finances the 
home the sells it to you after completion of the improvements.  

· In addition, you will know everything about the construction
and/or permanent loan before you ever start building. 

· In a Builder Financed scenario, Home Buyers may end up having
to settle for a permanent loan that they are not comfortable with 
just so that they can pay off the construction loan and buy the 
home from the from the Builder. Not so with an “Owner 
Financed/One Time Close” scenario 

For more information or questions, please email us at 
Jimmy@jbmpartners.com or call 940-368-3918. 
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