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  Abstract 
This study is an initial attempt to investigate the relationship between banks and developers 
in Stockholm and its regions. It gives a good impression about the field of construction and 
project developments in terms of the finance and the negotiations associated with these 
types of projects. Main actors of the Stockholm’s construction financing market were of 
major interest for this study. On this regard, the relationships and ramifications of this group 
were investigated by using a qualitative and quantitative research method. The aim of the 
study was to analyze the attitudes of banks and developers, their partnerships and individual 
expectations. This empirical study was conducted between January and April 2015.  

In order to give a brief overview of the construction market in Stockholm, the study starts 
with an explanation of different characteristics and unique features of the real estate and 
construction field. Based on this, the study continues with a detailed presentation of the 
financing process with its loan terms, negotiations and regulations. In a subsequent chapter, 
the risk part within construction will be emphasized and explained.  

The theory part of the study closes with an exposition of the transaction cost theory and 
strategy as well as with a portrayal of the decision-making process of banks and developers 
in a construction project, the different types of partnerships and the according advantages 
and disadvantages. While keeping the above listed aspects in mind, all study participants 
were asked for their opinion on partnerships between banks and developers.  

In general, the study results prove the existence of a significant interest in partnerships 
between banks and developers. For both parties, a close relationship provides many benefits 
like a lower time-consumption or smoother loan negotiations. However, the following 
analysis also shows that due to reserved attitudes and a low interest of banks to change 
their investment strategies in construction and development projects, it seems very difficult 
to meet the full expectations of both parties on a level where both sides would agree on 
entering a strategic partnership.    
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  Sammanfattning 
Den här studien är ett inledande försök i att undersöka förhållandet mellan banker och 
byggföretag i Stockholm och dess tillhörande närområden. Den ger en god överblick i 
byggande och byggprojekt, framförallt när det kommer till finansiering och förhandlingar 
associerade med byggprojekt. Huvudintressenterna i studien var de största aktörerna på 
Stockholms bygg- och finansieringsområde. Dessa grupper undersöktes med hjälp av både 
en kvalitativ och en kvantitativ metod med mål att analysera deras attityder, partnerskap 
och individuella förväntningar på närmare sammarbeten.   

För att ge en bra överblick av byggbranschen i Stockholm så inleds studien med en förklaring 
av karaktärsdrag hos fastigheter och byggande. Studien fortsätter sedan med en mer 
detaljerad redovisning av finansieringsprocessen och dess lånevillkor, förhandlingar och 
regelverk. Sedan i följande avsnitt så presenteras och förklaras de risker som kan kopplas till 
byggande.  

Teoridelen av studien avslutas med en utläggning av en teori kring transaktionskostnader, 
relevanta strategier, en skildring av beslutsfattande av banker och byggföretag samt olika 
sorter av partnerskap och dess tillhörande för- och nackdelar. Med teorin i bakhuvudet så 
ställdes aktörer på marknaden frågor om vad de anser kring partnerskap mellan banker och 
byggföretag. 

Sammanfattningsvis, studiens resultat visar på ett tydligt intresse av partnerskap mellan 
banker och byggföretag. För både banker och byggföretag så genererar ett nära sammarbete 
många fördelar så som kortare projekt med smidigare förhandlingar. Dock så visar analysen 
att på grund av återhållsamma attityder och ett begränsat intresse från banker att ändra på 
sin investeringsstrategi kopplat till byggprojekt så verkar det svårt att uppfylla de 
förväntningar som de båda parterna har på ett partnerskap dem emellan. 
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1. Introduction 

“Finding good partners is the key to success in anything: in business, in marriage and, 
especially, in investing.” 

Robert Kiyosaki [American businessman and author] 

 

Investing in construction and development (C&D henceforth) projects was a significant part 

of bank’s investment strategies in 2014; they showed an extensive interest for C&D loans 

which had a high default risk in the financial crisis. Goldman Sachs for example recently 

began to finance development projects, by investing approximately 500 million USD in loans 

(Gandel, 2014). Beforehand, the company had never made any construction or development 

loan and now focuses on expanding lending operations. This change seems to be due to 

different reasons as for example new legal regulations like Basel III. There are also other 

conditions as low interest rates, an “uptick” in economy and a poor trading environment 

which led to an increased focus on C&D projects by various types of financial institutions 

(Gandel, 2014).  

In general, if investment banks want higher returns compared to what they have received 

through private equity and other places, they will have to invest in riskier loans. According to 

Frank Pörschke, JLL`s CEO, the greater interest in investing in C&D projects will continue in 

2015 due to enhanced competition on the investment market of core- and value-add 

properties (Labusch, 2014). As Stockholm and its region have a high potential for 

construction projects, there is a lot of room for new investments especially because of 

considerable demand for housing units as for example in Tollare where NCC and HSB work as 

partners in order to distribute risks and benefit from mutual know-how (Finanzen.net, 2014). 

Coming back to Robert Kiyosaki and his statement that a good partnership in investment can 

lead to success, the study will also try to link this determination to construction investments, 

especially as this field of study has not yet been thoroughly investigated. And, only a few 

previous studies about partnerships between banks and developers – particularly in Sweden 

and the Stockholm area – are currently available.  
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1.1 Current events on the C&D market in Stockholm  

Stockholm center provides just a few possibilities to establish new construction projects. 

Two main projects are the Royal Seaport which is one of the largest urban developments in 

Sweden, providing 12,000 new apartments and 35,000 workplaces and the reconstruction of 

Slussen which should turn into one of the city’s most attractive meeting spots (Stockholm 

Stad, 2014). Other famous construction projects are the Mall of Scandinavia and Karolinska 

Hospital.  But the main focus in the Stockholm region is on residential property construction; 

Mehmet Kaplan said in January 2015 that 250,000 homes will be built until 2020 in the 

region (Lucas, 2015). Stockholm will perceive an enormous expansion in the coming years, 

whereas more innovative and effective urban planning is required. Currently there are over 

100 active and planned construction projects in and around Stockholm (Stockholms Stad, 

2014b). Just some examples are the development areas of Hässelby-Vällingby, Västra 

Kungsholmen, Annedal, Liljeholmen, Hagastaden, Hässelby Gård and Grimsta. In addition 

there will be higher investments in Stockholm’s infrastructure as for roads and bridges 

(Stockholm Stad, 2014c). 

1.2 The research problem and why it is worthwhile studying 

The study field of construction and development project financing is prevailing. Investigating 

the possibility of a partnership in order to reduce risks and increase gains, can lead to new 

chances and options in this field. Unfortunately, there are just a few studies on an 

international basis and, although Sweden has a lot of big development companies, no 

previous research on partnerships between banks and developers related to Stockholm has 

been conducted. This might be a circumstance which is due to the fact that partnerships are 

not widely common between these two parties, yet.  

As mentioned before, investments in construction and development are a main opportunity 

for banks to get a certain return of investment and to earn money by grant loans to a more 

“riskier” business. However, it might be the case that sometimes these businesses are not as 

risky as estimated as the developer is an expert with a profound knowledge of each market, 

its cycles and related costs which can be partially forecasted.  
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By investigating the possibilities of a partnership, it was important to analyze benefits and 

disadvantages and to observe which further impacts a partnership can cause. Thus, this 

study can be a pioneering work for the construction financing in the coming years because it 

can be seen as help for companies in their decision whether partnerships might be a 

relevant and successful business approach or not.   

1.3 The objective of the thesis: how far we hope to advance knowledge in 
the field 

The primary purpose is to know more about the investment decision of banks and 

developers and to what extent it would make sense for these stakeholders to get into a 

partnership in regards to their financial perspectives.  The second main object of this work 

was to detect the main reasons for a bank and a developer to get into a loan agreement and 

to find out more about their interests, experiences and their expectations of a partnership. 

The progress and steps in construction project finance should be explained and made clear. 

In this context different loan structures are described and the possibility of getting in a 

partnership by examining all risks, benefits and drawbacks is pointed out. Furthermore, 

differences in the investment philosophy of banks and developers are revealed.  

The idea of partnerships should be the main focus of this work. The purpose is to investigate 

and highlight the challenges and opportunities within a partnership between banks and 

developers from a financial, sustained and general perspective and to find out if cooperation 

might make investments for both parties smoother or/and less risky.  

In addition, this work also aims to outline risks, disadvantages and benefits which emerge 

from a partnership, whereby the analyzing part mainly takes real estate projects in 

Stockholm and its region into consideration. Consequently, only companies being part of this 

area will be included and examined. And, although Swedish minister of housing Mehmet 

Kaplan asked banks to support smaller and mid-sized developers so that they can realize 

their business plans, this thesis focuses on attitudes and performances of the big players like 

Skanska, JM, NCC or PEAB (Lucas, 2015). 
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1.4 Target group 

The study can be useful for all types of investors and developers who are involved or 

interested in the financing of construction and development. This paper will provide 

information about the entire process to point out risks and to highlight benefits when 

partnerships can tribute to the mutual satisfaction of both parties. At the same time, the 

limitation of this study should be clear at all times meaning as that the work only relates to 

the relationship between banks and developers which means other potential investors as 

insurances, private investors or real estate companies are not of real interest for our 

purpose. But of course partnerships with developers can also be established with these 

types of companies or the government as for example in a PPP. The target group will 

however be limited to people in the area of banking and construction working within 

financing of development projects in the Stockholm area. A secondary target group is people 

with an interest to expand their knowledge within real estate financing and partnerships in 

general.  

1.5 Personal motivation 

During the master’s program “Real Estate and Construction Management” a deep interest in 

the field of finance and investment has been created but the aim is also to include the field 

of construction to a certain extent. Since we read an article about Goldman Sachs, that has 

expanded its investments in construction and development in the last years and due to 

personal impression that relationships between banks and developers will become more 

important in the years ahead, we decided to write about this broad field. Moreover, the 

recent events in the economy and the capital market make this field even more attractive 

from a research perspective. Common real estate investments have low returns, enhanced 

international interest in properties in Europe and a low interest rate which formally invites 

to invest in real estate or respectively construction projects.  

Construction development is still a risky business. Therefore, this study aims to investigate 

the possibilities to reduce risks and uncertainties within a partnership as well as to outline 

the expectations and assumption of the involved parties. 
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1.6 Research method in brief 

The purpose is to find out more about the relationships between banks and developers in 

the Stockholm area at the moment and to take a deeper look at the interests and 

expectations of each party, especially when it comes to the financial part of a development 

project. Also how important long-term relationships in regard of trust and faster project 

progress and lower uncertainty are in the case of financing a new project.  

A combined approach of qualitative and quantitative research is implemented for the study 

to make sure that the conclusion is not only based on the output from one method. Initially, 

the quantitative part of the research is conducted. A survey in form of a questionnaire is 

used in order to get more data that can confirm and support the theories of the study. The 

questionnaire is highly structured where the answers are often measured on an interval 

level but some room is given for additional comments. The importance here is not to get 

deep answer but to get a high response rate to avoid non-response bias. This can be reached 

by making the survey less time-consuming with questions easy to understand and quick to 

answer. The questionnaire is sent out to various actors by mailing through a survey-software 

to save time and to be able to reach out as many participants as possible. The population 

comprises employees of the biggest northern European banks and biggest development 

companies that are active in construction and development projects in Stockholm.  

Based on the results of these surveys and in order to get a better insight into the developer`s 

and bank’s perspective and attitudes, personal interviews with responsible actors for the 

finance of project developments are used. These interviews are semi-structured where some 

questions are predetermined to make sure that the interview does not drift away from the 

topic and some room will be left for follow-up questions and other comments. For the 

interviews banks and developers that are involved in project developments in the Stockholm 

region are questioned.  

1.7 Structure of the report 

The study starts with an overview of the literature which has been used for research and a 

section about the main fields of interest. Here, the reader gets a brief description of the 

major literature, its focus and how it can be related to the study`s topic. Afterwards, the 
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general characteristics of real estate and the construction sector will be presented. 

Furthermore, the nature of real estate financing applied to banking will be described in 

detail what leads to the next chapter where various risks and uncertainties, which are 

involved in a construction project in order to give an idea why this field can be defined as 

“risky”, will be described. In a proceeding part, the transaction cost theory, strategy and a 

focus on partnerships in general will be outlined while the pros and cons of partnerships 

between banks and developers within a C&D project will be highlighted.  

In the methodology part, the concept and methodology of the research will be described, 

followed by the results and the perspectives of the parties involved. Related to that, there 

will be a discussion and the last section will give a conclusion.  

The structure of the study is purposed to inform the reader about the real estate 

development business, the risks and solutions as well as about the ramifications between 

the different fields. In general, it should show how a partnership can work, as shown in 

figure 1. 

 

Figure 1. An overview of the relationship between banks and developers as well as associated risks. 
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1.8 Limitations  

The work is limited in different ways. The field of investigation should not be too broad in 

order to get a closer and more extensive overview from the main field. This field is the 

construction of residential and commercial properties in Stockholm and its region, hence 

only banks and developers involved, were considered. Furthermore only commercial banks 

are the focus group, no other financial institutions.  

In general, it seems that there are a lot of difficulties in the research of relationships 

between banks and developers. Firstly, it is very complicated to find a responsible contact 

person within a company who can answer questions related to partnerships and finance of 

projects. The companies’ websites and direct contact via email or telephone were the first 

choices to get in touch but have always been a challenge as the first contact person 

answering was not always the right contact. Most of the times, these employees were not 

able to answer the research questions. Due to this fact, it became a great challenge to get a 

sufficient number of participants and interview partners for this study, limiting the insight of 

these companies somewhat.   
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2. Literature review  

2.1 The characteristics of real estate and construction 
Real estate is an asset that differentiates from other assets since it could both be viewed as 

an investment but also something essential that we cannot live without. In this connection, 

the psychologist Abraham H. Maslow who in 1943 explained the motivation of people, put 

shelter in the very bottom of his famous hierarchy of needs, shelter that in the everyday life 

would be real estate (Maslow, 1943). However, the view on real estate has changed over the 

years and the individual’s primary need is now not the only benefit of it (Manganelli, 2014, 

p. 1). Real estate today offers a large variation in services and benefits and is a necessity in 

most businesses around the world as a place to work, live or as a financial asset. However, 

real estate is not to be considered a problem-free area. Real estate is often associated with 

long development processes involving an extensive and complex regulatory environment 

(Collier et al., 2008, p. 11). This often leads to supply lags making it difficult to forecast future 

competition (Baddeley, 2005). Even if a well-constructed financial analysis is made prior to 

the project, the long development process makes it difficult to estimate the financial 

outcome of a project up to a decade after its start. Real estate and its supply are also 

characterized to be heterogenetic, a mix in quality, location and age.    

Investing in real estate is like many other investments to sacrifice something today with the 

intention of getting benefits in the future (Manganelli, 2014, pp. 61-62). These benefits 

could either be an income stream, a return of capital or a non-economical income such as 

prestige. Because of the uniqueness of real estate and some limitation and characteristics 

linked to it, planning and valuation of real estate can be complicated. Real estate has some 

main features which separate it from other assets. These can be divided into four categories: 

fixed location, security, long-term and market segmentation (Manganelli, 2014, pp. 61-62). 

The fact that real estate has a fixed location makes it more sensible in changes of economic 

and political decisions and the overall nature of the surrounding market area. However, the 

fixed location makes real estate suitable for mortgages. Real estate is also considered to be a 

long-term asset that can, if handled wisely, generate income over a long period of time. The 

last feature, market segmentation, makes real estate more vulnerable for changes in the 

sub-market it belongs to.  
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The complexity of real estate brings risks into consideration and these have to be put against 

the potential advantages of real estate. Sirota (2012) has divided the potential risks into 

three categories: business risks, financial risks and external risks. Business risks could be 

everything from retaining tenants to increased operation costs. The financial risks are often 

linked to the interest rates on financial markets and availability of funding. External risks are 

changes regarding the market area that the property is located in, such as environmental 

changes and new laws.   

An advantage with real estate is the possibility to use real estate to increase the 

diversification in a portfolio and thereby it becomes more efficient (Manganelli, 2014, pp. 

65-66). Real estate has been shown to have a relatively low correlation with other 

investment options making it even more attractive. However, the illiquidity, everlasting 

maintenance needs and the large amount of capital needed could be a barrier for some 

investors considering investing in real estate. Thus, real estate has its advantages and 

disadvantages as an investment which will be compared in each planned project or among 

developed properties.    

The prices and construction volume of real estate varies all the time and can often be linked 

with the current state in the business cycle, making it somewhat predictable. Business cycles 

are in general fluctuations of economic activity that happens over periods of time (Ralf, 

2000, p. 7). To measure business cycles macroeconomic variables such as GDP and 

unemployment rates are studied and compared over time. Similarly fluctuations can be 

found on real estate in the Real Estate Market Cycle. Figure 2 displays the four phases that 

the typical cycle often goes through (Collier et al., 2008, pp. 3-4). The model suggests that 

the rent and occupancy levels will fluctuate over a four-phase period; expansion, oversupply, 

recovery and recession based on the supply on the market. The current state in Stockholm 

and the rest of Sweden could be seen as an expansion where investments associated with 

construction are increasing and interest rates are kept at a relatively low level making the 

financial environment healthy for further investments (European Commission, 2015, pp. 

114-115).   
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The fluctuations in the real estate market cycle can be explained by a number of factors, 

among them “myopic expectations”, “herd behavior” and “time lag and errors”. Myopic 

expectation refers to expectations where actors on the market are expecting the current 

market conditions to remain unchanged (Wheaton, 1999). According to Wheaton the myopic 

expectations will lead to larger fluctuations in the supply among real estate and therefore 

also its price. Actors on the market acting myopic will not consider how conditions on the 

market can change in the future which will lead to them investing more when the economy 

is doing well and less when the economy is busting. If all actors would act in a myopic way 

the risk of overbuilding is large. A frequently used measurement for the profitability of 

constructing new buildings is Tobins Q (Brunes, 2005). If the ratio between the market value 

of a new building and the construction costs is above 1 it is profitable to build. A Tobins Q 

above 1 could give signals that it is a profitable moment to invest in, but since the planning 

and construction phase within real estate is relatively long a lot can happen until the day the 

buildings are completed. Myopic expectation is not the only factor leading to fluctuations in 

construction volumes. Wheaton even argues that it is still possible to see some over- and 

underbuilding on the real estate market even if all the actors are acting in a rational way 

(Wheaton, 1999).   

Herd behavior is another reason why it tends to be fluctuations in the new supply of real 

estate (Baddeley, 2005). It means that actors on the market are not only making decisions 

based on their own expectations and calculations but are looking at their competitors and 

do what those do. The idea is that it is easier to fail at the same time as others instead of 

Figure 2. The typical Real Estate Market Cycle Source: (Collier et al., 2008, pp. 
3-4) 
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being the only one making a mistake. A loss affecting many actors at the same time can 

usually be accepted and later on forgotten. However, if an actor is the only one to for 

example invest in a certain area and that turns out to be a bad investment the setback is 

more difficult to blame on someone else. To avoid shame actors partially ignore available 

information and are instead driven by psychological pressure (Scharfstein & Stein, 1990). 

This will reduce the risk of getting a bad reputation but increases the risk of over- and 

underbuilding.         

An additional factor affecting the construction volume is the time lag. A long and 

complicated planning phase followed by a relatively long construction phase makes the 

forecast of prices on commercial and residential buildings tough (Graner, 2005; Grenadier, 

1995). When the opportunity to forecast future market conditions gets harder, the risk of 

fluctuations in the construction volumes increases. Good timing becomes a consequence of 

luck and not due to an actor using all available information on the market to forecast a 

scenario leading to a successful investment.     

A theory often associated with prices levels on assets is the efficient market hypothesis 

which was developed by Eugene Fama during the 1960´s (Fama, 1965). It suggests that the 

price of assets is always decided upon all available information and changes when new 

information is presented. It would therefore not be possible to systematically beat the 

market by knowing more than others as long as the information used is available for 

everybody. The theory also suggests that there are no poor moments to enter a market 

since there is no predictable trends only new unforeseeable information determining the 

future prices (Shiller, 2014). An alternative theory to the efficient market hypothesis is 

behavioral finance and behavioral economics. Behavioral economics takes psychology and 

social science into account and was getting popular in the 1990´s. It has shown that 

irrelevant things such as the title of the stock and the weather in New York can affect stock 

prices (Saunders, 1993).  

An area that is frequently discussed within the real estate area is housing bubbles. A housing 

bubble is defined by Stiglitz as:   
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“If the reason that the price is high today is only because investors believe that the selling 

price will be high tomorrow - when 'fundamental' factors do not seem to justify such a price” 

(Stiglitz, 1990, p. 13). 

Lind introduced five different factors that affect house prices and could lead to a housing 

bubble (Lind, 2009). The factors are presented in figure 3 and are the “macroeconomic 

situation”, “structural changes”, “beliefs, expectations and plans”, “incentives of actors” and 

“workings of capital and credit market”.  

 

 

 

 

 

 

 

 

The macroeconomic situation refers to the current state of the overall economy. According 

to Lind bubbles usually happen during a long booming period or when macroeconomic 

policies are not restricted enough to prevent the boom. Structural changes are typically 

decisions that complicate to recognize what a normal level is and how prices should develop, 

for example deregulations. Beliefs, expectations and plans refer to the though process when 

buying the assets that potentially is affected by a bubble. Lind mentions the expected 

holding period, the beliefs of the future price level and the rationality of the buyers as 

factors that needs to be considered. The fourth factor, incentives of actors, is whether the 

individuals buying the asset knowing that it does not have to fulfill all the agreements made 

in the deal. A deal that from an external observer can look irrational while the deal in fact is 

rational. The workings of capital and credit market could be an explanatory factor behind a 

bubble since capital is needed to finance purchases of expensive assets such as real estate. If 

Figure 3. The five factors that could lead to a housing bubble. Source: (Lind, 
2009) 
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lending policies are more generous than it usually is, it makes more capital available for the 

actors which could trigger price to go up and a bubble is created.      

2.2 Characteristics of partnerships 

A partnership could be seen as a mutual agreement between two or more parties striving to 

fulfill joint interests. Partnerships can be structured in different ways where the length of the 

partnership is the most crucial detail. A strategic partnership can be seen as a long-term 

partnership where the participants are joining voluntarily trying to achieve shared goals 

(Ngowi, 2001). On the other hand, a short-term partnership is usually referred to as a 

project- or tactical partnership where the collaboration seldom last longer than over the 

period of a single project. The short-term partnerships have been frequently criticized and 

researchers are often referring to these as inefficient (Cox & Townsend, 1997; Eriksson et al., 

2009). Ingirige and Sexton are suggestion that a long-term relationship always should be 

chosen if the involved parties are looking to use the collaboration to gain a competitive edge 

(Ingirige & Sexton, 2006). A short-term relationship will instead often lack trust since the 

incentives are reduced when the parties know that they will not cooperate for a long time. A 

partnership is often and should be made before the start of a project (Ross, 2009). If parties 

are starting to cooperate under a later stage in the project it is more difficult to ensure that 

both parties can get the expected effects from the partnership. It is also argued that if a 

partnership is developed before the start of a new project or in the beginning of it problems 

and disagreements can be easier solved.  

The initial part of the creation of a partnership usually involves activities such as meetings or 

exercises to get to know the other parties and what their goals and incentives are with the 

partnership. The idea is to understand all parties and together build a team which can 

complete various tasks in a more time- and cost efficient way compared to the parties 

working individually (Shelbourn et al., 2007). This can only be done by aligning the three 

categories people, business and technology. The participants of the partnership need to be 

able to work together, working within a similar business and to have technical solutions that 

work together with all the other parties. These three categories might need to be looked at 

before each project to ensure that they are consistent with the goals and details of the new 



22 
 
 

project. There are also six different key areas that need to be looked at to achieve effective 

collaboration according to Shelbourn et al. (2007). These six key areas are:  

1. Vision – The vision of the collaboration has to be agreed on among all the participants. All 
of the parties need to be aware of what has to be done and what the expected and desired 
outcomes are.    

2. Stakeholder management - The project management team or other responsible for the 
planning of the partnership need to know all the key stakeholders of the project.  

3. Trust - Participants need to trust each other to create a relationship where the mutual 
goals can be achieved. Therefore time and resources have to be spent on bringing the team 
together.   

4. Communication – An efficient and common way of communicating has to be agreed on, 
especially among the key stakeholders. 

5. Processes – A structured planning schedule has to be decided on so all relevant members 
can follow the progress of the partnership and its projects. 

6. Technologies – All technological solutions necessary have to be used to ensure that the 
implementation and tasks are progressing smoothly.  
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3. Theoretical framework 

3.1 The nature of real estate financing 

3.1.1 The reason for real estate financing 

A real estate project can in the end only be financed by either equity or debt (Pretorius et al., 

2008, p. 9). Many firms cannot afford to pay the entire loan sum or prefer to use leverage in 

their investment. What companies then have to do is to use an external financier which 

offers some money up front to make the investment possible (Manganelli, 2014, pp. 53-54). 

The idea of using leverage is that as long as the interest rate that the financier is offering you 

is lower than the rate of return on the investment it is fine to borrow money to invest. 

However it is important to remember that leverage is working in both directions; if the value 

of the property decreases it can quickly eliminate the equity that was invested. The bottom 

line reason for real estate financing is to enable the purchase of an investment that is 

expected to generate a profit in the future.  

3.1.2 Different types of commercial loans 

When it comes to financing real estate or its construction there are multiple alternatives to 

choose from. The alternative chosen should be the one that best suits the needs of the 

borrower when looking at the specific property that will be built or bought (Grabel, 2011; 

Brueggeman & Fisher, 2010). The needs will depend on how the economy of the borrower 

looks before the start of the project, what risk the borrower is willing to take and how the 

estimated cash flows are looking. Some alternatives are creating the opportunity to predict 

your future payments while others will fluctuate along the loan period.  

The first option in a loan is to have a fixed rate mortgage, an adjustable rate mortgage or a 

hybrid loan. A fixed mortgage rate is when the same interest rate is determined for the 

entire loan period. It is often chosen by a borrower who is choosing a constant payment 

mortgage or interest only loan and wants to have predictable payments in the future 

(Chambers et al., 2008). Adjustable rate mortgage is a loan type where the interest rate 

varies over the loan period. It is usually tied to an index, for example the 10 year Treasury 

bill rate, with an added premium in terms of basis points (Grabel, 2011, pp. 120-121). The 

adjustable rate mortgage is riskier than the fixed rate mortgage since the borrower cannot 
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predict its future payment and a sharp increase in the interest rate could have severe 

financial damages to the borrower. The hybrid loan is a loan that initially has a fixed interest 

rate and then at the reset date changes to an adjustable rate period. Hybrid loans lower the 

uncertainty in the beginning of the period.  

When the choice of interest rate has been made a suitable payment structure has to be 

chosen. One choice is a constant amortization mortgage (CAM) which is a mortgage where 

the amount that is amortized is the same all periods of time. The CAM will fully pay off the 

loan amount over the loaning period and since the interest payments are decreasing and the 

amortization is held constant, the payment each period will decrease over time 

(Brueggeman & Fisher, 2010, p. 103). Interest will decrease due to the fact that interest is 

constantly changing since it is calculated on the outstanding loan balance of each period. It 

makes it easy for the borrower to administer the costs where only the interest payments 

differ from each period. This loan type could be favorable for a borrower who does not want 

a balloon payment at the end and can handle high payments in the beginning of the loan 

period.  

Another commercial loan type is the constant payment mortgage (CPM). A CPM is 

constructed in a way that all future payments will have the same amount. This loan type can 

be designed to fully pay off the loan amount over the loaning period and makes the 

administrative part easy. The monthly or annual payments will consist of both interest and 

repayment of the initial loan amount. A CPM compared to a CAM gives lower initial 

payments which could be preferred for a borrower with lower revenues in the beginning of 

the loaning period. To have the payment exactly equal over all periods a fixed mortgage rate 

has to be chosen. It has been considered as one of the most common structures of loans 

even though it is more common financing single family houses (Brueggeman & Fisher, 2010, 

p. 84).  

The CPM is fairly straight forward when the principal is determined to be fully repaid by the 

end of the loaning period but adjustments can make it more complicated. The simplest 

version is the interest only loan; which is a constant payment mortgage without 

amortization (Brueggeman & Fisher, 2010, pp. 89-90). The idea is that the borrower will only 
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pay the interest every period until the last period where the entire loan amount is paid back. 

The large payment in the end, the balloon payment, could potentially be a problem where 

the borrower needs to make sure that it got the entire loan amount ready to be paid to the 

lender. The advantage with the loan type is that it is simple to use and payments are 

constant in case a fixed mortgage rate is chosen. The CPM can however be adjusted to fit the 

needs of the borrower. A partially amortization loan is a CPM where the entire principal is 

not paid back during the loan period, only a decided part of it. This will lower the periodical 

payments compared to having the entire principal paid off. A CPM could also have so called 

negative amortization which means that the loan balance will increase as time elapses. This 

is well-suited for a borrower which temporarily is having poor cash flows but is expecting 

them to increase by the end of the holding period. An overview of the alternatives is 

presented in figure 4. 

 
Figure 4. The change in outstanding loan balances over time using different CPM´s. 

                                    Source: (Brueggeman & Fisher, 2010, p. 92) 

3.1.3 Loan structures 

A developer only seldom takes one commercial loan at a bank and sticks to that financier 

over the entire holding period of the property. Sometimes the developer chooses to use 

different financiers during different phases of the development project and sometimes it 

sticks to the same financier but takes more than one loan (Collier et al., 2008, pp. 168-169). 

The reason for this is that the developer wants to have loans that suit the structure of its 

project. The amount of loans differs between actors but also between different projects. 
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Some developers are using only one loan while others can use as many as three or four 

different loans.  

A two-loan structure initially consists of a construction loan which is a short-term financing 

to finance the construction phase (Collier et al., 2008, pp. 170-171). The construction loan is 

usually made by a commercial bank but there could also be other actors involved. What 

characterizes a construction loan is a short loaning period and high uncertainty. The 

uncertainty is due to risks of unexpected events during the construction process and also the 

risk of the borrower not getting the necessary permanent financing loan after the end of the 

construction phase. Commercial banks therefore often require a take-out commitment 

which is a promise of permanent financing from a lending source that the lender accepts as 

credible. The lender can also require a percentage of presales before giving the construction 

loan. The second loan of the two-loan structure, the permanent financing loan, is a long-

term loan that is provided after the construction phase is over and the incomes and 

expenses have stabilized from the new investment. The idea of the permanent financing 

loan is to finance the rest of the project over its normal operating life. 

The loan structure can also consist of three parts, a construction loan, a bridge loan and a 

permanent mortgage. The difference here is the bridge loan which is a loan that is made 

between the construction loan and the permanent mortgage. It is bridging those loans 

during the period between the completion of the construction and the stabilization of 

incomes and costs. During this time the developer tries to attract enough tenants or buyers 

to get the incomes it needs to sign the permanent mortgage.   

Fischer and Brueggeman have concluded that developers tend to choose one of three 

identified choices depending on the plans for the development project (Brueggeman & 

Fisher, 2010, p. 517). First scenario is when a developer expecting to sell the built properties 

upon completion and long term contracts with tenants are signed. The buyer is often an 

investor who does not want to take any construction and initial leasing risk. When the 

intension from the developer is to sell the properties a short-term financing structure is 

often chosen involving only a construction loan and possibly a bridge loan. The second 

scenario is when a developer is planning to keep the ownership of the properties and make 



27 
 
 

them a part of its business, either as its own working place or to lease out to other actors. If 

the intension is to retain the ownership of the build space a long-term loan structure is often 

chosen including several loans. The third scenario occurs when the developer has not 

decided whether it will sell or keep the ownership of the properties.  

What the developer often decides to do is that it commits to a short-term loan structure 

with an option or commitment to extend the deal after the completion of the construction 

phase. This gives some room for the developer to prepare the sale process of properties 

involved in the project or to collect data on the operations from the properties which could 

be shown to the lender. This could make the refinancing part less complicated for the 

developer since the lender can see actual cash flows generated from the spaces and 

therefore lower their risk when signing an extension of the loan deal.  

3.1.4 Lenders 

All the different loans over the entire development project are usually not made by only one 

lender. Usually the construction loan is made by a commercial bank and later a permanent 

loan could be signed by any actor that is looking for a long term relationship generating cash 

flows every month. That could be actors such as insurance companies, government agencies, 

credit companies, pension funds, private equity funds or private investors (Collier et al., 

2008, pp. 172-173). The construction loan is often signed by a local commercial bank due to 

their knowledge about the market conditions in the area and to easily check on the progress 

on the construction (Brueggeman & Fisher, 2010, p. 522). These commercial banks also 

usually have someone with the knowledge of the design and the material used in the 

project; if these change a breach of contract might be at hand. The permanent lender is 

usually not interested in taking on the financial risks during the construction but is looking 

for steady cash flow generated over a long period of time.  

Real estate loans can also be packaged and sold being commercial mortgage backed 

securities (CMBS). CMBS is a type of bond that represents an investment consisting of a pool 

of real estate loans. The idea is that a bank or other institute will free capital by pooling real 

estate loans and sell them to investors that prefer long term streams of cash from interest 

and principals. The first investor, usually an investment bank, will grade all the individual 
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loans and partition them into different groups which are then sold at the market. This 

procedure is freeing up capital for the bank and makes it easier for investment banks to 

invest in mortgage backed securities.  

3.1.5 Lender’s restraint 

Even though lenders usually have some trust in the developers that they are lending to, 

especially after checking their track record, they often take some caution when designing 

the terms of loans. This could be done both during the construction loan and then later on 

before the signing of the permanent loan (Brueggeman & Fisher, 2010, pp. 522-523). 

Lenders use monthly draw methods or other holdback schedules where parts of the 

construction loan are paid out at certain dates or when a certain part of the construction is 

completed. The holdbacks are there to limit the risk for the lender; if the developer is 

causing cost overruns or abandons the project only some share of the entire construction 

loan is at risk. The lenders are usually using an external architect or engineer that will verify 

that the scheduled parts of the construction has been completed before the next part of the 

funds can be given to the developer.  

Lenders are also acting with caution before the signing of a permanent loan. The lender will 

make sure that some contingencies are included in the contract to ensure that the riskiness 

of the loan has not risen significantly since the start of the project (Brueggeman & Fisher, 

2010, p. 520). If all the contingencies are fulfilled the permanent loan is often legally binding 

automatically. If any of the details in the contract are not fulfilled the permanent lender are 

not obligated to go through with the loan and can either renegotiate the terms or decide to 

not issue a permanent loan. Common contingencies used are completion date of the 

construction phase, approval of major leases and approval of any changes in the design or 

building material. This means that the permanent lender can ensure that the project after its 

construction phase is as profitable as it was planned to be. A developer has to make sure 

that only reasonable details are included in the commitment if a permanent loan from the 

specific lender is crucial.      

If the construction lender and the permanent lender are two different parties a triparty buy-

sell agreement can be constructed (Brueggeman & Fisher, 2010, pp. 524-525). It is an 
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agreement including the developer and the two lenders where the permanent lender agrees 

to buy the mortgage from the construction lender on a specific date. The two lenders will 

negotiate about the responsibilities and duties which will end up in an agreement where all 

actors know about future actions. The lenders will then have close contact during the 

construction phase where the construction lender will update the permanent lender on 

additional costs and possible delays. The goal is to have a legally binding deal covering 

responsibilities distributed on the three actors involved in advance. The permanent lender 

will have more information about the progress of the project and any difficulties. The 

permanent lender will also get a promise that the permanent loan will be signed; avoiding 

the risk that the developer late chooses some other financier.  

A triparty agreement guarantees that the developer will not accept funding from any other 

financier than the one that was previous chosen to be the permanent lender. The advantage 

for the construction lender is that the developer has to fulfill all provisions in the contract to 

be able to get the permanent loan. Overall it is an agreement that lowers the risk for the 

lenders and puts more pressure on the developer. The initial negotiation might be slightly 

longer than a regular agreement but the uncertainties during the project time are often 

lowered significantly.  

3.1.6 The start of the financial process 

There are a lot of documents that have to be signed in order for a loan to go through. Some 

of these documents are fairly straight forward while others give room for negotiation. The 

financier has to in an early stage examine the potential borrower to see if it possesses the 

fundamental factors to be a profitable customer. Three general fundamentals are initially 

looked at, character, competence and collateral (Collier et al., 2008, pp. 177-178). Character 

is the fundamental of having the desire to carry out all the responsibilities that the borrower 

is bonded to through the contracts. The financier will look at previous loans to get a feeling 

for the probability of the borrower not being able to fulfill their responsibilities. If the risk of 

defaulting is higher than what can be expected from a borrower the lender either has to turn 

down the borrower or include guarantees in the contracts.  
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The second fundamental is the competence of the borrower. The lender needs to investigate 

whether the borrower will use the loan in a profitable way. This could be done looking at 

previous projects; if the borrower usually uses the loan wisely the risk of them wasting the 

money at the current project is reduced. The last fundamental to look at before signing a 

loan is collateral, if the money loaned will be invested in a property that is appropriately 

built and maintained. There should not be a risk that the properties can rapidly decrease in 

value or in usability. If its value decreases it should not be more than the equity that the 

borrower has invested in the project. If all three fundamental characteristics are met a 

lender can move on with the initial negotiations.  

3.1.7 Documents in a lending process 

If the lender decides to move on with the financing process both parties can start to 

negotiate about the terms.  The borrower will be the initiator in the process which usually 

starts with an application (Chadakoff et al., 2002). When it has been approved both parties 

have to agree on all the terms which vary from project to project. The length, degree of 

detail and complexity vary for each project but the themes in the contracts are roughly the 

same. The usual documents that are associated with the closing process are an application, a 

promissory note, loan agreements and mortgage. Two or more of these documents can be 

combined and sometimes are short just referring to some other document.  

The application is just a formal way of announcing that the borrower is interested in making 

a deal and is seldom legally binding, it could include an overview of payment obligations. The 

promissory note is a promise from the borrower that it will repay the loan in the future 

according to the agreements that have been made. It usually also contains fundamental 

agreements such as interest rate, maturity date, various charges, rights to prepay and other 

obligations. The upcoming loan agreement includes more in-detail provisions such as 

warranties, representations and rights and remedies, it is commonly used as a supplement 

to the previously written note. The mortgage is the most important part and is where the 

borrower grants the lender a sole right of the property if the borrower would get financial 

difficulties and cannot continue to complete the payments. The mortgage can also include 

provisions that in other cases are located in the loan agreement. 
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3.1.8 The essence of negotiation 

All the documents presented leave room for negotiation between the developer and the 

financier. The negotiation part is the single largest reason for delays in the project but also 

for unexpected consequences later on (Chadakoff et al., 2002, pp. 346-347). It is therefore 

vital to look deeply into the negotiation options since value can be lost if ignored. 

Negotiation is in general a procedure where all parties are trying to identify all values in a 

given situation (Collier et al., 2008, pp. 44-45). Negotiation is not necessarily a game where 

the single smartest individual or group use tricks in their favor to beat the other party. 

Successful negotiation is where both parties are acting in an honest and professional way 

clearly presenting their true expectations and desires regarding the deal. That still gives 

some room for not showing all the information that is used for calculations and so forth. The 

reason for being open and honest during the negotiation part is to build an atmosphere of 

trust, reliability and reputation. That will favor both parties in the future when new projects 

are presented and new negotiations start. A reputation of being a dishonest negotiator can 

create problems getting counterparties to even consider starting a transaction in the future. 

Four principles of negotiation 

Collier, Collier and Halperin have created a four step model where they identified the four 

most important principles related to negotiation. These can be used as guidelines for actors 

entering a negotiation. The four principles will be presented briefly below (Collier et al., 

2008, pp. 47-51). 

The first principle is to focus on the why and not the what. What the authors suggest is that 

negotiators too often focus on what they want and not why they want it. This creates a “we 

versus them” feeling that is unnecessary and often incorrect. The parties tend to have more 

common interests than they think, focusing on why could show just what could save time 

and effort. 

The second principle is to use sources that will enhance the credibility of your proposals in 

the negotiation process. If the negotiator is only stating empty facts it could be seen as 

unreliable and it will reduce the chances of persuade the opposite side. Relevant sources 

could be to use third-party standards and precedents that state the consequences of certain 
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actions. Using these in the right way can convince your counterpart to change its mind and 

accept your suggested agreements. 

The third principle is to separate personalities from issues. To be able to negotiate in good 

faith a negotiator has to understand the counterpart and see the issues from its perspective. 

That could give the negotiator a chance to expect how the counterpart will act but also to 

understand why it acts the way it does. It is important that what is told in a negotiation is in 

line with what the negotiator would say outside the actual moment of negotiation. 

The fourth and last principle is to get creative, find additional value and search for additional 

alternatives. It is easily happened that both negotiators are stuck in their initial suggestions 

which they are not willing to change, possibly because of exposing weakness to the other 

part. The authors suggest that the parts should instead be open for creative thinking where 

agreements can improve the situation for both parts. To reach alternatives other than the 

initial ones, both parts need to look outside the box and investigate whether there are any 

third alternatives that could suit all parties involved. An additional alternative could create 

value for all parts that would not be possible to achieve only looking at the initial 

suggestions.   

Hammond et al. (2006) presented a number of psychological traps that a decision taker has 

to avoid prior to and during the negotiation phase. They argue that the most important job 

for an executive is to make decisions, the correct decisions. To do so it can avoid falling into 

traps that will not lead to the best outcome. Some of the traps presented are the anchoring 

trap, the sunk-cost trap and the framing trap. The anchoring trap refers to an individual 

making decisions based on early impressions or estimates that is related to the decisions. An 

individual has to avoid putting disproportionate weights on various numbers early on and 

instead make its own estimates and view the problem from several perspectives and go from 

there. The sunk-cost trap refers to individuals taking decisions in a way that they justify 

earlier choices, no matter if the old decision no longer can be considered valid. The solution 

is to take advices from people that were not involved in previous decisions to make sure that 

sunk costs are ignored. The framing trap is a phenomenon that individuals tend to make 

different decisions based on how questions are formulated, even though they have the same 
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consequences. A decision-maker has to work on not accepting initial alternatives but to 

formulate them in different ways to make sure that the consequences really are what they 

expected.   

A proposed solution to facilitate negotiation is to create consequence tables where all 

alternatives are listed with its consequences (Hammond et al., 1998). The alternatives are 

thereafter compared where the option to eliminate one or more alternatives are considered. 

If some alternative has consequences that are only worse or equal to some other 

alternative’s consequences it is said to be dominated and can be eliminated from the 

consequence table. This is continued until no more alternatives can be eliminated. The next 

step is to compare the alternatives and weight the consequences against each other. The 

idea is to be able to adjust each consequence to make them comparable. By this stage many 

of the initial alternatives could be rejected where time and costs associated with negotiation 

can be limited.            

3.1.9 Areas of negotiation  

Due to the many parts of real estate financing and the extensive amount of documents it 

comes with extensive amounts of possible negotiable areas. A list of these potential 

negotiation areas will be listed below based on the findings of Chadakoff et al., (2002). The 

interest rate section is based on thoughts of Fischer and Brueggeman (Brueggeman & Fisher, 

2010, pp. 523-524)   

Prepayment restrictions 

A prepayment is a payment that is paid before the maturity date. Borrowers sometimes 

have the option to prepay their loan but since there is a potential loss from the lender´s 

perspective it could be certain restrictions against it. If the attractiveness of the loan lowers 

with a prepayment right the financier might expect a compensation for the potential losses 

regarding securitization. Whether any restrictions are going to exist is dependent on the final 

contract and to what extent it is up for negotiation.  
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Financial covenants 

A number of financial covenants which often are linked to a measurement such as a debt 

service coverage ratio could be used in contracts. The idea is to protect the lender from 

changes in incomes or values from the security in the loan. If the ratio drops under a 

predetermined level the borrower might be required to amortize or adjust incomes to fulfill 

agreements.     

Loss of property and lender controls 

The lender can also negotiate about having agreements connected with the future condition 

of the properties involved in the loan. A common agreement is that the borrower still has to 

pay the loan even if the buildings are destroyed or damaged in a way which lowers its 

attractiveness. Another approach is to give the lender rights to have some control over the 

properties to assure that it will maintain its value and not be affected by any bad decisions. 

Note that a borrower can also demand to have some control over the loan, if it is securitized 

it becomes difficult to foresee who will handle it in the future.   

Interest rates  

The interest rates associated with development projects vary over time but should give an 

overall idea of the riskiness of the project. The interest rates can differ over the different 

phases of the project but all of them are usually based on short-term interest rates. When an 

initial interest rate is decided the financier’s prime rate is often used. Then the parties have 

to decide whether a floating interest rate is going to be used or if it should be fixed. A fixed 

interest rate is fairly straight forward and will facilitate the forecast of future payments, even 

though it usually means a slightly higher interest rate compared to the floating option. The 

floating rate which is tied to the prime rate, federal funds rate or some other rate is varying 

over the loaning period which means that the developer will bear the interest rate risk. A 

premium is then added to the decided base rate which should reflect the risk in the project.       

Recourse or non-recourse 

A vital part that the borrower and the lender have to agree on is the degree of recourse on 

the loan. A total non-recourse loan is a loan where a lender only can foreclose on the asset 

that is used as a security in the loan (Basu, 2011). It does not matter if the borrower has 
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plenty of other assets available for foreclosure as long as they are not included in the loan. If 

a recourse loan is chosen the lender has the right to claim the right of other assets to cover 

the full value of the loan. This greatly reduces the risk for the lender if the borrower is 

known to hold many assets that are not associated with the specific loan. Note that if the 

borrower is in such a financial state which could lead to a default bankruptcy laws can limit 

the right for the lender to claim assets.        

Other negotiable terms  

Maybe the most obvious part but still the most time consuming is the part where all terms 

such as holding period, commitment fees, interest rates and loan type is determined. Which 

ones that will be chosen is going to depend on the needs of both the lender and the 

borrower and a trade-off through negotiation has to be made. If none of these terms are set 

according to previous loans or market levels it could be very time-consuming negotiating 

until both parties are satisfied.  

3.2 Regulation on construction and finance  

3.2.1 Swedish law  

The Swedish regulation concerning financing of development projects is something both the 

banks and the developers have to keep in mind. Each of the actors has various paragraphs 

explaining how they have to act and what they cannot do. A summary of the relevant laws 

and their consequences on development projects will be presented below. 

Banking 

The main law for banks operating in Sweden to follow is the Banking and Financing Business 

Act. It covers what banks are allowed to do but also provisions that they have to follow. 

According to section 6 § 2 in the act banks have to identify, measure, report and have 

control over all the potential risks that is associated with the business.  It also has to 

carefully look at every contract before it is signed to make sure that all potential risks are 

considered, according to section 8 § 1. A bank can only agree on a contract where the 

counterpart is expected to fulfill its obligations and where all potential risks are identified.  
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The act is putting pressure on the banks to make investigation before each deal with a 

counterpart on each of the risks that the bank could run into if something goes wrong. Since 

contracts between banks and developers usually involve many agreements and scenarios, a 

complete scan for potential risks among the counterpart can end up being costly. The risks 

and therefore the costs will increase with the size of the project but also with the amount of 

uncertainty about the parties in the contract. Other than laws, banks and other financial 

institutes often have policies that they follow. These can be just as important as laws for the 

bank and are treated in a similar fashion.   

Construction 

There are some acts in the Swedish regulation that are directly linked with construction; 

among them are the land code, the rental act, the real property formation act, the planning 

and building act and the environmental code. Each one of them covers different parts and 

has to be considered in different situations. The land code regulated various aspects of real 

estate such as formal requirements, easements and mortgages. For a developer the most 

important provisions to follow are found in the planning and building act and the 

environmental code. The planning and building act includes planning of ground, water and 

building. A developer has to make sure that the construction is in line with that has been 

decided in the detailed development plan approved by local authorities and by provisions in 

the environmental code.  

Both the bank and the developer are obligated to fulfill the agreements they have decided 

upon according to the contracts act. Payments or other obligations that are not fulfilled in 

time will lead to financial consequences, but even though the parties can feel partially 

protected, time and money can be saved by making sure that its counterpart is serious and 

will fulfill all its obligations.  

There are no legal obstacles when it comes to partnerships for banks and developers. They 

have the right to get into a closer relationship where they potentially could get to know how 

the other actor is working and how they prefer to work. However, it is crucial that each actor 

only works with tasks that are associated with their core business, i.e. a developer cannot 

act like a bank and start lending money to other on the market.     
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3.2.2 Changes in regulation regarding banking 

Basel III 

The laws concerning how banks should operate are constantly looked over and once in a 

while new laws are introduced. After the last financial crisis Basel III was agreed upon, which 

is meant to reduce the risk of bank runs (Natter, 2013). This is made by mainly strengthening 

the global capital framework and introducing a liquidity standard. The global capital 

framework is strengthened by a number of subcategories involving the capital base, 

improved risk coverage, new leverage ratios and addressing systematic risk. The introduction 

of the liquidity standard will mainly force banks to respect a liquidity coverage ratio to 

ensure that banks have liquid and high quality assets to offset sudden net cash outflows. The 

changes will force banks to work harder on holding high quality assets to make sure that 

they can handle unexpected setbacks.    

3.3 Risk Management in Construction 

3.3.1 General risk connected to construction 
The construction sector in Sweden has suffered from poor performance and a lack of control 

in projects for many years. Due to the sector’s problems with faults and the increased costs 

for buildings, the Building Commission was initiated to focus on problems as well as risks, to 

increase effectiveness and to lower costs (Iftikhar & Menon, 2011). The commission found 

risks and other uncertainties that lead to increased costs, time delays and lack of quality 

during the progression of the projects and at their finalization. Although, risks related to the 

work environment are highly regulated by laws while clear safety descriptions have been 

used in the past there are still a lot of uncertainties. 

According to the literature, risk in construction projects can be defined as the potential for 

complications and problems with respect to the completion of a project task and the 

achievement of a project goal (Cretu et al., 2011, pp. 5-6). This can imply cost overruns 

where actual costs are on average 28 percent higher than estimated costs, time losses or 

even lack of quality. Due to this situation and to the impact on a considerable number of 

stakeholders which have different risk awareness, risk should be dealt with to minimize 

potential problems (Iftikhar & Menon, 2011). In the case of a partnership between banks 
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and developers there will always be the bank which aims to get a return on investment as 

fast as possible. At the same time, there will always be the developer whose goal is to carry 

out the project in a planned timeframe and not to exceed the estimated costs.  

Project development investments are risky because they are speculative due to high 

uncertainties: For example what occupancy will be achieved, within which period of time 

and which rental rate. But also because it contains “operational leverage” which means the 

project has high fixed or committed costs relative to potentially variable revenues. Hence, 

the expected return is rather high. OCC is usually around 20 per annum (going-inn IRR) 

(Geltner et al., 2006, p. 757). But, how can risks be reduced and which of the parties is more 

exposed of the risks in a construction project?  

The purpose of risk management is to increase the probability and impact of positive events 

and to decrease the probability and impact of negative events in a construction project. In 

general, it includes four processes: Firstly, risk identification determines which risks may 

affect the project and documents their characteristics. Secondly, risk assessment prioritizes 

risks by assessing and combining their probability of occurrence and impact which could be 

done by using an assessment team with an architect, a civil engineer, a project manager and 

eventually an archaeologist. Thirdly and as a consequence, risk response should develop 

options and actions in order to increase opportunities and to diminish threats. Fourthly, risk 

monitoring needs to be based on reviewing the situation by implementing a risk response 

plan, tracking any identified risks, monitoring residual risks, identifying new risks and 

evaluating the risk process effectiveness of the particular project (Nieto-Morote & Ruz-Vila, 

2011). The assigning of specific responsibilities to stakeholders and then holding them 

accountable should finally lead to an effective approach of managing risks (Cretu et al., 2011, 

p. 165). 

The various risk factors in a construction project can be separated on macro level, including 

the following: operating risk as government actions, the economy and financing conditions, 

financial risk which comprises legal issues, foreign currencies, international reserves and 

budget execution. And on the construction market level which consists of  legal 

requirements that contain the type of cooperation, type of agreements, possibility of 



39 
 
 

enforcing contracts, financing meaning medium- or long-term financing of construction 

projects and tax benefits. Furthermore, construction market level risks include business-

cultural differences as co-operations or partnerships between different stakeholders. On this 

regard, especially project risk which is caused by declining demands and expected returns, 

construction delays, price increases in materials and changing interest rates seems to be of 

main interest (Brueggeman & Fisher, 2010, p. 513).  

In order to handle and reduce the probability and severity of those risks there are some 

strategies that could be used. Some of the strategies that have been observed are risk 

acceptance, risk avoidance, risk protection and insurance, risk research, risk reserves and risk 

transfer. Each of the strategies takes different stances on how to handle risks: Either you 

accept it, you do everything to avoid it or you protect yourself against it. Other strategies 

offer solutions by having more time or financial reserves to face a risk from a better starting 

position or by transferring a risk away to other organizations (Pretorius et al., 2008, pp. 151-

152). To choose the appropriate solution out of these strategies, the involved parties in a 

construction project – developers and financial institutes – should implement a thorough 

analysis of project risks to properly estimate budget and time (Skorupka, 2009). 

It is very essential that construction cost estimation becomes one of the most important 

parts within the budget development out of any project life cycle. Nonetheless, in many 

cases this crucial part is carried out under conditions of uncertainty. Therefore, it is advisable 

to be proactive in an earlier phase of a construction project, where risk can be less complex 

and appropriate actions can be implemented more effectively (Iftikhar & Menon, 2011).  
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Figure 5. A construction project’s cost profile over its life-cycle Source: (Pretorius et al., 2008, p. 153) 

Based on the paragraph above, figure 5 displays how a construction project’s cost profile 

changes during its life-cycle. The construction phase is the most expensive phase because of 

the large fixed and irreversible capital investments. Here, the invested capital may be 

irrecoverable in the event of non-performance or non-delivery by the construction company. 

There are also institutional risks and after commissioning a project, risks may change from 

developmental to financial ones (Pretorius et al., 2008, pp. 153-154). Due to that, banks 

consider development and operational risks separately and independently, which leads to 

construction finance on one hand and permanent finance on the other hand: Two sequential 

transactions with the condition that the second transaction will not precede before the first 

has completed successfully.  

But even for separated and sequential loan contracts it might be the case that the 

construction loan is converted into a permanent loan after a successful commissioning. 

Otherwise, it would be highly risky for developers to enter into a construction loan without a 

commitment to permanent loan finance conditions after a successful completion. These 

loans or credits to project companies are typically classified as term loans as described 

earlier. All of the loan categories have its own specific risk characteristics and also uses a 

rating for credit risk (Pretorius et al., 2008, p. 205). Using term loans to businesses includes 

numerous concerns. Some of the concerns found are “including the industry and economics, 
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financial resources available to the company, quality of its management, the composition 

and stability of earnings, assets available for collateral, constraints on financial resources 

relating to restrictive covenants from other loan obligations and so on” (Pretorius et al., 

2008, p. 205). 

In general these concerns or variables are the same as those rating agencies analyze. Banks 

are not the only investors in project finance, also insurance companies and other investors 

view it as attractive possibilities for investments.  

 

In the following, figure 6 shows four phases in a project development and the risks and costs 

involved. In the pre-construction phase the likelihood of abandoning the project is very high, 

but costs are still low. The land purchase and the construction phase have as mentioned 

before the steepest increase of costs and risks which decrease proportionally until the 

project is finished. Compared to the first two phases, the lease-up and tenant finishes phase 

and the operating phase have quite low risks, which leads to the following investor’s return 

requirements (Geltner et al., 2006).  

  

 

A study revealed that investors require a return of 8.3%, OCC or going-in IRR based on a ten 

year hold, for permanent loan for a property with stabilized cash flows; the lease-up phase 

Figure 6. Four phases in a project development and its risks and costs Source: 
(Geltner et al., 2006, p. 759) 
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requires approximately 9.6%, the construction phase 17.8% going-in IRR and the preliminary 

phase investment require a 37.8% going-in IRR, usually coming from the developer (Geltner 

et al., 2006). This illustrates that the risks associated with a development project are clearly 

varying over its different phases. 

An important tool for the success of a project in times of uncertainty is communication 

between involved stakeholders, the accuracy in the exchange of information and the types 

of actions taken to respond to risks. In addition, it is important that project managers are 

closely involved with contract negotiations in order to allocate specific amounts of budget to 

handle risks and take corrective actions for risk response. Effective negotiation as mentioned 

earlier thus enhances the ability to respond to risks successfully (Iftikhar & Menon, 2011). 

That means in negotiations for a partnership between banks and developers, several issues 

and cases should be written down in a contract.  

Theoretically, there are different ways to consider risk in a construction project calculation, 

only the three mostly used in the industry will be mentioned. Risk Premium is the amount of 

money which the risk estimator determines as value of unforeseen uncertainties, which 

might act like a fund. Risk-Adjusted Discount Rate (RADR) is typically used in banking and 

business by adjusting the discount rate and hence reducing the calculated present value of 

the future cash-flows. The method can be implemented correctly for those investments 

where risks grow over time. For projects where a risk does not depend on time, this 

technique is not appropriate. In the case of construction of a building, the first steps involve 

a risk that is higher than in the latest phases. These issues affect the sustainability of the 

findings and therefore the efficiency of using this method (Manganelli, 2014, p. 186). 

Portfolio Theory, which is usually used in construction and aims to maintain the expected 

return and to minimize the severity of risk by creating a project portfolio, in which each 

building type has its own expected return and risks (Abdou et al., 2004). 

In regard to the partnership between a bank and a developer the focus lays on the 

construction market level risks, specifically on legal requirements and financing risk and its 

coherences. Lender’s decision to fund a project are made relative to returns and risks as for 

example business risks, financial risk , liquidity risk, inflation risk, management risk, interest 
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rate risks, legislative risk, environmental risk and prepayment risk (Brueggeman & Fisher, 

2010, p. 418). Financial risk is distinguished between risk leverage and interest rate risk. 

Legislative risk can be regulations that affect tax status of mortgages and loans, rent controls 

or interest rates. Lenders must assess the likelihood that such negative risks may occur and 

be certain that they are compensated for undertaking these risks when loans are made.  

 i = r + p + f  

Equation 1. The rate of interest is a sum of the real interest rate, the risk premium and the anticipated inflation 

Source: (Brueggeman & Fisher, 2010, p. 81) 

Equation 1 means in other words: When pricing or setting the rate of interest (i) on a loan, 

the lender must charge a Risk Premium (p), which was mentioned above, sufficiently high to 

compensate for default and other risks and a premium (f) that reflects anticipated inflation 

to earn a real rate of interest (r) that is competitive with real returns available on other 

investment opportunities in the economy. If lenders systematically underestimate any of the 

components in equation 1 above, they could suffer real economic losses (Brueggeman & 

Fisher, 2010, p. 81). 

Leverage risk is directly connected to the financial structure where the “risk leverage ratio” is 

a relationship between interest-bearing debt and equity; it indicates the extent to which the 

project is funded by debt capital. It can be highlighted that the return of a positive leveraged 

investment expands the one of a project investment without debt, if the cost of the loan is 

less than the income obtained from the building. This is displayed below in figure 7. 

 
Figure 7. Leverage and variability in yield. Source: (Manganelli, 2014, p. 142) 

Despite this fact, it is important to note that the risk and standard deviation of the leveraged 

returns are higher than for the unleveraged returns regardless of whether the leverage is 

positive or negative. Hence, assuming that the leverage is negative based on the expected 
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returns, the standard deviation of the leveraged returns will usually be higher than of the 

unleveraged ones (Brueggeman & Fisher, 2010, pp. 442-443). 

A construction loan reflects the short-term interest rate plus a risk premium. In other words, 

the borrower may bear the interest rate risk during the development period. The 

construction lender may also charge loan commitment fees. Furthermore, this interest rate 

is of high importance for the borrowers, because the lower it is the higher the amount of 

money the borrower may borrow for the same set of project cash flows and operational 

profits. Hence, the cost of borrowing is lower due to the reduction of margins (Pretorius, 

Hsu, & McInnes, 2008).  

The occurrence of stabilized cash flows is a common parameter how attractive a specific 

project company could be to a project lender (Pretorius et al., 2008, pp. 183-184). Thus, 

stable cash flows as well as effective risk management are important to the bankability of 

projects and determine to a certain degree how attractive it can be to lend to a certain 

project. Nevertheless, even with high uncertainty and no expected stable cash flows and a 

NPV lower than zero, a developer can start a “pilot project” if the future value will justify the 

initial sacrifice (Manganelli, 2014, p. 188). Another parameter is the financing of a project, 

the geographical location and its timing. Bad timing might result in falling projects and even 

a downturn of prices. Hence, it is quite useful to know which and where products will be 

demanded in the future (Sorensen, 1990).  

In addition it has to be kept in mind that project lenders are usually more affected than 

equity investors by scale of invested capital (Pretorius et al., 2008, pp. 203-206). Hence, the 

specific rate of interest which drives the present value of a project is very important. As well-

wrought and performed projects benefit from lower interest rates, there might be the risk 

for lenders that project developers falsify project details to be able to propose less risk 

associated with the project. The due diligence procedures of project lenders therefore 

comprise “extensive in-house simulation, stress-testing of project assumptions and 

feasibility by technical experts, engineering and construction consultant, cost consultants 

and legal consultants” (Pretorius et al., 2008, p. 206).  
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So that credit risk is overcome by these actions and developers can be found that are 

reputable with magnificent performance records and enough equity in order to be able to 

complete the project. It is also recommended to work with a partner that has financial 

surety as a third-party-guarantee. In some cases the principal contractor/developer is 

required to make a small equity investment in the project (Pretorius et al., 2008, p. 190).  

3.3.2 Developer’s risk awareness and the interest rate risk 

In the past interest costs to the borrower in a bond transaction were typically fixed while 

modern project loans are as mentioned before typically floating interest rates where the risk 

lies with the borrower (Pretorius et al., 2008, p. 206). In terms of increasing interest rates, 

problems might arise, especially for undercapitalized or overleveraged projects which face 

financial difficulties in case of adverse changes in economic conditions. They can lead to a 

decline in property prices and simultaneously remove the lender’s loan-to-value and debt 

service ratio safety. Apparently, trends in real estate are sensitive to changes in capital 

markets. Specifically, in estimated economically profitable projects, developers might act 

irrational and are generally willing to take more economic risk than usual. The developers 

are committed to respect fundamental valuation principles by considering changes in supply 

and demand, competition, substitution, opportunity costs, balance and conformity. The risk 

potential of a project is dependent on the developer’s risk appetite. It increases if a 

developer is irrational when for example developing in a cyclical downturn or in an overbuilt 

situation, which mostly leads to a disaster. The risk also increases when building in an 

untested location or unfamiliar development or even having a lack of experience in a 

particular market (Sorensen, 1990). Also the decision-making in terms of abandoning a 

project or continuing it when fixed costs are increasing is a deterring factor for the 

investment.  

3.3.3 Protection against risk 

In order to reduce the risk for the developer, borrowers and lenders may agree that a 

nonrecourse clause should be included in a contract, which releases the borrower from 

personal liability and makes the property the sole source of security for the loan. In order to 

provide a non-recourse loan, lenders usually require an additional fee or rather higher 
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interest rate as compensation for the quite low amount of loan security. From the 

standpoint of the borrower this nonrecourse provision can be viewed as a put option 

(Brueggeman & Fisher, 2010, p. 392). A way to avoid risk is to arrange only less risky projects 

which have a very small margin of uncertainty and guarantee the achievement of certain 

results (Manganelli, 2014, p. 144). 

Two other ways to absorb financial losses are the “monthly draw method” which is often 

used in commercial development and means that a draw is requested by the developer each 

month based on the work completed, and which has to be verified by an architect or an 

engineer so that the lender disburses the funds. There is also a risk transfer which involves 

complex contracting (Brueggeman & Fisher, 2010, p. 523). In this context, risk transfer can 

be expensive but does not directly affect the project budget (Cretu et al., 2011).  

Other well-known strategies will be presented briefly in the following: Hedging means 

having contracts for commodities respectively financial instruments with a price arranged 

today and a delivery in the future, that is usually some months ahead (pre-financing, surety 

bonds, MBS, ABS) (Pretorius et al., 2008, pp. 161-168). Diversification as a risk transfer 

mechanism is especially used in the insurance industry and funds industry. Insurance, 

guarantees and options, are opportunities to insure against some risk; loss is controlled for a 

certain extent and the possibility to benefit from “upside risk” is retained. Of course the 

insurers claim a defined amount for the costs they might have in the occurrence of a defined 

contingent event as for example the damage of a facility due to a fire. There are three basic 

types of insurance models: actuarial, event and catastrophe. A comparison between 

insurance and the hedging option shows that both mitigate the risk of loss but hedging 

eliminates the potential of gain and the use of insurance does not. 

Construction loans usually comprise interest payments which are calculated on a floating 

rate basis (Pretorius et al., 2008, pp. 178-179). Hence, debt management is needed in order 

to reduce the interest burden over time by entering into swaps or trading with interest rate 

options – regularly in formed as interest caps or collars. Through ensuring that a developer 

will not default, the use of contract surety bonds is widespread in the construction industry; 

in the following some bonds are listed: 
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Bid bond: gives a guarantee that the contractor will accept his bid and also agree to all the 

contractual terms. If the commitments are not fulfilled by the contractor, the contractor and 

the surety are responsible for the damage suffered by the holder; this is usually the 

difference between the bid of the contractor and the next higher bid (Pretorius et al., 2008, 

p. 194). 

Performance bond: gives a guarantee to the holder that the contractor will complete all the 

contract’s terms. In a default case the holder requires the surety to honor the contract 

(Pretorius et al., 2008, p. 195). 

Payment bond: gives a guarantee to the holder that profiteers as subcontractors and 

suppliers, will get their money by the contractor. The performance of the profiteers is 

assured and the holder derives the benefit from such bond. In case of a contractor`s default, 

the contractor and surety are financially responsible (Pretorius et al., 2008, p. 195).  

A lender can also require an extension agreement in the loan, which specifies an additional 

charge for any extra time needed to repay the loan in terms the loan is not paid on time 

(Brueggeman & Fisher, 2010, p. 555).  

Risk sharing is also a way to reduce risk in a project development. It can be reached using 

different types of partnerships which are formed by at least two parties with the intent of 

achieving a specific investment objective while combining expertise in construction and 

capital (Brueggeman & Fisher, 2010, p. 589). An important characteristic of a partnership is 

that all items of income and loss do not have to be distributed in the same proportion as the 

financing (Brueggeman & Fisher, 2010, p. 580). 

Another way of reducing the rental market risk is pre-leasing and some developers are very 

active as project promoters, in order to secure construction contracts but also to secure 

post-construction business in facility management activities. In a partnership this can be an 

advantage, because the bank does not have to promote (Pretorius et al., 2008, pp. 210-211). 

In practice the most experienced project managers are assigned to the riskier projects in 

order to plan it more formally, monitor it and control it more closely (Raz, Shenhar, & Dvir, 

2002). This might lead to conflicts in a partnership, project managers that are responsible for 

construction projects applied to a certain bank could therefore be mentioned in a contract.  
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A construction loan lender as financial institutions usually evaluate a development project 

with the NPV or IRR method, but since construction companies play the main role in a 

project, the risk area in this case does not always coincide with the project owner’s risk area 

(Skorupka, 2009). Thus, before a construction company enters into a loan contract, an 

engineer typically estimates the project to request for funding approval, letting and 

advertising of it (Cretu et al., 2011, p. 13). This risk-based estimate (RBE), known as cost risk 

analysis, is an important part of project management as well as project cost and schedule 

estimating (Cretu et al., 2011, p. 27). When a RBE is implemented correctly it minimizes the 

number of surprises and helps the project manager to reduce the threats impact and 

maximize the opportunities effect by providing quantified data of risk events. In other 

words, it increases chances of successfully delivering the project (Cretu et al., 2011, p. 105). 

An overview of the cost estimate process can be seen in figure 8. 

 
Figure 8. The cost estimate process. Source: (Cretu et al., 2011, p. 15)  
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3.4 Transaction cost theory and the transaction process 

3.4.1 Background to transaction cost theory 

A transaction is in its simplest form a process between two parties where one party delivers 

a product or service to the other party at an agreed price (Pretorius et al., 2008, pp. 48-49). 

If both parties can agree on all the information that is embedded in the deal a transaction 

can go through, very often without the need of a written contract. However, when the 

information connected to the deal and the product or the service itself becomes more 

complex written contracts will be made to manage the complexity. These contracts are time-

consuming and are associated with transaction costs.  

The idea of identifying and preventing transaction costs goes back to 1937 where Ronald 

Coase described reasons for why firms are created (Coase, 1937). He concluded that creating 

a firm will significantly decrease the amount contracts that are needed for each transaction 

and thereby transactions costs could be reduced. He also argued that a firm structure can 

limit costs related to search and information, trade secrets, negotiation and agreements. 

Therefore actors would come together and cooperate by doing things in-house which made 

them more efficient than other actors on the outside. Coase was granted the Nobel Prize in 

economic sciences in 1991 for his contribution in the area of transaction costs (Nobel Media, 

2014). His thoughts laid the first bricks in the creation of modern transaction cost theory.  

Another Noble Prize winner, Oliver E. Williamson, developed these thoughts in the 1970´s 

and 1980´s and argued why certain tasks are performed in-door while other transactions are 

taking place in the marketplace (Nobel Media, 2014b). He concluded that the structure of 

exchanging goods and services is ranging from full internalization to full externalization 

(Williamson, 1975; Williamson, 1979). Full internalization, or hierarchy, is when all the goods 

and services are handled in-house and the firm is not dependent on external sources. Full 

externalization is the opposite where we have an open market where goods and services are 

taken care of. Williamson argues that transactions in-house are costly and should be avoided 

if a hybrid, a mix of internal and external services, or an open market is possible to choose. 

He also concluded that complex contracts are both costly to write but also to enforce 

(Williamson, 1981). Williamson decided on three different dimensions for transactions that 
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should be considered when entering a new contract. These were the uncertainty, the 

frequency to which the transaction would recur and to which degree the transaction is 

required to realize least cost.  

Constantino, Pellegrino and Pietroforte continued to develop Williamson’s thoughts on how 

transaction cost theory can be used to describe decisions on the construction industry 

(Costantino et al., 2011). They argue that repetition of the same task will increase the 

specialization of the firm and will in the long run make it more successful. The authors 

conclude that two factors are driving specialization in the construction industry, investments 

in assets and labor efficiency.     

3.4.2 The phases of a transaction 

Pretorius et al. (2008, pp. 51-53) present a basic overview of a typical transaction by dividing 

it into four phases which all come with different transaction costs. The four phases are 

search for counterparty, screen the counterparty, negotiation and write contracts and 

execute and govern contracts. The first phase is the process of finding a counterparty that 

could fulfill the needs that the certain transaction is including. On a market with many 

counterparties that can offer the same or very similar products or services this could be a 

phase which is time-consuming and therefore costly. The costs tend to increase even more if 

the product or service that is searched for is complex. The second phase is to screen the 

counterparty to make sure that each part will be able to fulfill the transaction; this is usually 

made by a due diligence. Screening comes with informational costs which tend to decrease 

when the counterparties have entered agreements several times. In a situation where the 

parties have not entered any transactions together before information concerning 

expectations and representations tend to be high.  

The negotiation and contract writing phase involves bargaining over all the details 

concerning the product or service which in the end comes down to a price and provisions 

about future responsibilities. Again, if the parties are new to each other the contracts tend 

to be more complex due to high uncertainty. When the negotiation phase is over awaits the 

last phase which involves executing and writing the contract. This phase involves decisions 
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on administration and consequences when one or both parts of the transaction are not 

fulfilling their responsibilities. 

All the phases come down to the conclusion that the total cost of a transaction is depending 

on three factors which are all related to the relationship between the two counterparties. 

The total cost is a function of the complexity of the transaction and its product and service, 

the informational nature or the transaction and the distribution of the information between 

all the parties involved in the transaction. This thought is backed by North who said that 

costliness of information is the key to the transaction costs (North, 1990, p. 27). These 

information costs are according to North divided into measuring the product or service that 

is being exchanged and costs regarding protection rights and enforcing agreements.  

3.5 Strategy 

3.5.1 Strategy in general 

A strategy is often referred to as the process which an individual or group is taking to 

achieve its goals. It should also cover what the consequences of achieving the goals will be 

(Grant, 2005). A strategy can therefore both be used as a support for decisions and as a 

target. Strategy is important as a support for decisions since humans are limited in capacity 

of search- and information processing. A strategy can therefore help to see the 

consequences of planned actions and limit the amount of information needed. Strategy as a 

target helps the individual or group to state what the result will actually lead to. It could for 

example be to become the largest actor in a certain industry after having achieved the initial 

goals. Grant has developed a model where he includes the vital parts of a strategy to be 

successful; it is presented in figure 9. 
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Figure 9. Vital parts for a successful strategy. Source: (Grant, 2005) 

The first basic element for a successful strategy is having simple, consistent and long-term 

goals. The goals have to be easy to understand in order to make sure they are not 

misinterpreted, consistent to know when goals are achieved and long-term hence to make 

sure that the success is not limited to a short period of time. The second basic element is to 

deeply understand the competitive environment to get a picture of what others are doing 

and whether there is room for another actor on the market. The third basic element is 

having an objective appraisal of resources to be able to bring out internal strengths and 

protect weaknesses. To be able to use the three presented elements an effective 

implementation is necessary where they are adapted to its specific market to achieve a 

competitive strategy.  

Michael Porter is well-known for his model on the five forces. The model is built to help a 

company understand its industry and take a position that is as profitable as possible but at 

the same time be less vulnerable for attacks from other actors (Porter, 1979). Porter´s model 

is shown below in figure 10. A short reviewing of the five forces will be presented. 
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Figure 10. Porter’s five forces that explains the competition on a market (Porter, 2008) 

Threat of new entrants is the force of new actors coming onto the market to claim a market 

share. The strength of the force is determined by how hard it is for other actors to join the 

market but also how existing actors on the market would react if it enters. If the barrier is 

high and response from the actors would be harsh this force should be considered limited. 

The bargaining power of buyers and suppliers are two other forces that need to be studied. 

These forces can be strong if the amount of actors are limited on the market and if changing 

a company´s supplier or buyer is expensive, high switching costs. The fourth power to 

consider is the threat of substitute products which depends on how unique the product or 

service in the market is. If there are similar products or services that could be relevant as a 

substitute to the ones on the analyzed market the force is strong. The last force is an internal 

force on the market caused by rivalry. The rivalry tends to be higher when competitors are 

fairly equal in numbers and power and when it is cheap for the customers to switch between 

each actor on the market.     

3.5.2 Strategy in construction 

A part of a strategy in construction could be to enter a partnership with a financial institute. 

That partnership would be a long-term arrangement where the joint goals are to reduce 

delays and ensure completion of projects (Harris at al., 2013, p. 206). However, in a 

partnership between a bank and a developer both parties still pursue their own interests and 

goals. For the bank the priority might be speed, costs, flexibility and margin or gain. The 

developer’s interest could be flexibility, independence, quality and planning security. Both 
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parties should determine key performance indicators (KPIs) in order to satisfy the partner 

and also to outperform the market (Iftikhar & Menon, 2011). These KPIs are presented in 

table 1 and table 2 below. They both have to construct their own strategy to achieve the 

goal they have set. 

 
 

 

 

 

         Source: (Iftikhar & Menon, 2011)                Source: (Iftikhar & Menon, 2011) 

Strategic objectives in a partnership are important. Which criteria play a significant role can 

be demonstrated by two performance measurements as the performance pyramid and the 

balanced scorecard, they are shown in figure 11 and figure 12. 

 

 

 

 

 

 

 

The pyramid describes that criteria are adjusted with regard to the degree of influence on 

each organizational level. A financial criterion is only used in manager’s position. Non-

financial and operational criteria are used in lower levels since employees have greater 

opportunity to influence those. Hence, the model shows that there is a need to connect 

Key performance indicators: Bank 
Cost improvement 
Time improvement (no tender) 
Client satisfaction 
Profitability 
Less risk 

Table 1. Key performance indicators of a bank.  
Source: (Iftikhar & Menon, 2011) 
 

Table 2. Key performance indicators of a developer.  
 

Key performance indicators: Developer  
Client satisfactory 
Quality improvement 
Profitability 
Safety 

Figure 11. The performance pyramid      
Source: (Samuelsson et al., 2006) 
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criteria of different levels in order to determine the right company strategies. If the 

strategic objectives are fulfilled, the organization works effectively. 

 

 

 

 

 

 

 

On the other hand, the balanced scorecard supports all four perspectives in terms of 

strategy. Means and ends can be discerned if criteria are balanced. 

In large organizations conflicting strategic and operational perspectives complicate the idea 

of criteria being aligned to a company’s strategy. Due to that usually proposals of 

measurement frameworks are considered as one unit. 

In a survey implemented with various managers of Skanska, Samuelsson et al found out that 

the main priority for a construction company is “core clients” and “long- term relationships” 

(Samuelsson et al., 2006). 

“We will create and take due care of long-term and mutually profitable relationships with our 

customers.” (Samuelsson et al., 2006, p. 41)  

As main advantages of a good relation to a client, managers see the good chances in winning 

a project in a tender and the effectiveness of construction processes with well-known and 

professional clients. With regard to profitability of cooperation projects with clients, there 

were different opinions in the organization, some said these types of projects are more 

profitable than traditional ones, but several managers disagreed. Relating to those results, a 

                          Figure 12. The balance scorecard 

                          Source: (Samuelsson et al., 2006) 
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partnership between a bank and a developer would make sense and would agree with 

developer’s strategic perspective criteria.  

3.6 Decision Making  

Before any type of project there are calculations and an evaluation of the financial return on 

investment using indicators as the net present value (NPV) or the internal rate of return 

(IRR). These among others are used in order to determine how desirable a project is and if it 

is feasible at all. In general the NPV rule is used. The NPV is defined as the sum that results 

when the expected investment and operating costs of the project are deducted from the 

discounted value of the expected revenues. A project should be undertaken if the net 

present value is higher or equal to 0 (NPV≥0). Furthermore most of the parties involved in a 

construction project, implement a financial feasibility study to calculate the NPV. An 

example by Fisher and Brueggeman is presented below in table 3 to illustrate how it can be 

constructed (Brueggeman & Fisher, 2010, p. 549). 

Table 3. An example presenting how the NPV can be used.  

1. Pricing based on market study: 
Standard interior: $100,000/lot (32 lots) 

$3,200,000 

Premium interior: $120,000/lot (32 lots) $3,840,000 
Corner lot: $130,000/lot (16 lots) $2,080,000 
Total sales revenue $9,120,000 
2. Less: Average development cost per lot 
(includes all circulation—roadways, drains, 
sewer, utility construction to property line of 
each lot): $70,025/lot  (80 lots) 

-$5,602,000 

3. Less: Land asking price  -$1,000,000 
4. Potential gross profit  $2,518,000 

5. Less: Administration, legal, commissions, 
advertising, etc. (12.5% of total sales revenue)  

-$1,140,000 

6. Potential net present value (NPV) $1,378,000 
Margin on gross revenue $1,378,000/ $9,120,000  = 15% 
Return on total cost $1,378,000/ $7,742,000 = 18% 
Source: (Brueggeman & Fisher, 2010, p. 549) 
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The NPV is significantly higher than zero, hence the construction project is feasible and also 

the margin on gross revenue is calculated, which amounts 15 %. However, the margin and 

return projections do not consider the financing, discounting of the construction time and 

the estimated time or sales rate for finished lots.  

Since a project is feasible, it should be thought about the financing. Not every construction 

project is financed by debt, which means there are projects that are funded just by the 

developer’s equity and no investors are involved at all. In this regard when is it rational for a 

developer to use debt? In contrast, when does a bank decide to invest in a project 

development instead of investing the money into other financial products? 

A developer often chooses to finance a construction project by combining his own money 

with a loan due to positive effects on the estimated after-tax cash flows. Thereby, the 

optimal loan-to-value ratio (LTV) is inversely related to the borrower’s cost of financial 

distress but also to the particular holding period. A developer should first identify this 

optimal loan-to-value ratio which maximizes the NPV, then an investment decision can be 

made whether the NPV is positive or not. There are some guidelines: “(1) the optimal loan-

to-value ratio increases as the marginal tax rate of the investor increases; (2) for relatively 

short holding periods, the optimal loan-to-value ratio increases as the holding period 

increases; (3) for relatively long holding periods, the optimal loan-to-value ratio decreases as 

the holding period increases; and (4) the optimal loan-to-value ratio increases as the 

required rate of return on equity for the investor increases.” (Cannaday & Yang, 1996).  

Moreover, lenders require various conditions within lending such as the debt coverage ratio 

(DCR) not being less than 1,2 for the first year, which means the first-year net operating 

income (NOI) divided by the mortgage payments (debt service) in this year has to be 1,2 or 

more and also a loan-to-value ratio that is not higher than 70 percent (Brueggeman & Fisher, 

2010, pp. 359-372). One reason for a developer to use debt can be taxable advantages since 

loans can be subtracted of the taxable income, tax deductibility of mortgage interests. 

Another reason is the diversification of own money, equity can be spread over several 

properties and thus reduce the overall risk of the portfolio. A third reason is to realize the 

potential benefit associated with financial leverage that may occur if money is borrowed at a 
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rate of interest lower than the expected rate of return on total funds invested in a property, 

which leads to a magnified return on equity (Brueggeman & Fisher, 2010, p. 381).  

But according to John F. McDonald leverage does only add value in the presence of income 

taxes (at the expense of the government), even if borrowers and lenders have the same 

judgments about the prospects of the real estate investment (McDonald, 1999). In this 

context of leverage effect, a construction project is evaluated and its worth determined by 

calculating the internal rate of return (i*) which equates the present worth of cash flow 

stream to zero. The IRR derives the investment’s return or true cost of a loan and can 

therefore be a measure of efficiency. The IRR can be seen as a discount rate. In the case of a 

construction investment it is called return on invested capital (ROIC) or in the case of a 

developer the return on equity can be calculated (Hartman & Schafrick, 2004).  

 

Equation 2. The Present worth formula Source: (Hartman & Schafrick, 2004)  

Equation 2 displays the present worth (PW) of a cash flow calculation that is assumed to be 

zero, thus the internal rate of return (i*) can be calculated (Hartman & Schafrick, 2004). Xt is 

the variable for cash flows and income per year t, t is the year and n is the sum of years a 

property is held.  

As you can see in table 4 below, leveraged IRR is higher than unleveraged IRR before tax and 

also after tax (Brueggeman & Fisher, 2010, p. 388): 

Table 4. The BTIRR and ATIRR using no or 80 % leverage.  

 BTIRRE ATIRRE 

No loan 12,00% 8,76% 

80% loan 20,00% 15,40% 
 

Source: (Brueggeman & Fisher, 2010, p. 388) 



59 
 
 

This is just the “positive leverage” case where the IRR of the total return on the investment 

before tax (BTIRRP) exceeds the IRR of the return on debt before tax (BTIRRD), so that this 

equation is fulfilled:  

 

BTIRRE =BTIRRP + (BTIRRP -BTIRRD) (D/E) 

Equation 3. The formula to calculate the BTIRRE, Before Tax Internal Rate of Return on equity. Source: (Brueggeman & 
Fisher, 2010, p. 382) 

Whenever leverage is positive a greater amount of debt leads to a higher return for the 

equity investor. Due to this result, many developers might conclude that as much money as 

possible should be borrowed (Brueggeman & Fisher, 2010, p. 418). However, this is not 

recommendable because the NOI does not change when more debt is used. Thus, increasing 

the amount of debt increases the debt service relative to the NOI and the loan-to-value 

ratio. As a result the lenders will increase the interest rates on the loans, due to the 

increasing likelihood of a default, meaning that the value of the underlying property 

becomes lower than the book value of the loan. But by increasing the payments for the 

borrower, there might also be a developer’s default. Hence there has to be other solutions 

to limit the exposure to default risk. For example could a recourse loan provide protection 

for lenders and limit the amount which borrowers wish to borrow (McDonald, 1999). 

A reason for not taking too much loan is additional risk for equity investor because in case of 

negative leverage, the use of more debt will magnify losses on equity invested in the 

property. Usually the break-even point for leverage occurs when after-tax return on debt 

(ATIRRD) is equal to after-tax return on the investment (BTIRRP) as can be seen in the 

equation 3 (Cannaday & Yang, 1996). But borrowing at the break-even interest rate will not 

provide a risk premium for the equity investor and at least they should require a premium 

because they bear the risk of interest rates. This means a developer should use debt in any 

case the after-tax return on debt is less than the after-tax return on the investment plus a 

certain risk premium.  

A developer has to know that the risk and therefore the standard deviation of the leveraged 

returns will be higher than for the returns that are unleveraged. This holds regardless of 

whether the leveraged used is negative or positive. Therefore, even if a positive leverage is 

gotten, the risk of the leveraged returns will still exceed the risk of the unleveraged returns. 



60 
 
 

The impact of leverage depends on the terms of the loan, the property and the situation on 

the capital markets (Geltner et al., 2006, p. 312). 

As mentioned before the internal rate of return is defined as the rate of return that makes 

the net present value of all cash flows to be equal to zero. An example without leverage is 

presented below in table 5 (Jawaid, 2013). The total cash flow discounted with an internal 

rate of return amounting 15 % and then subtracted with the construction costs will give a 

NPV of zero.   
Table 5. An example of the calculation of IRR without using leverage. Source: (Jawaid, 2013) 

IRR (without debt) 
          

year 0 1 2 3 4 5 6 7 8 9 10 

construction costs -1,000,000                     

rental income   120,000 120,000 120,000 120,000 120,000 120,000 120,000 120,000 120,000 120,000 

sale value                     1,607,023 

Total cash flow -1,000,000 120,000 120,000 120,000 120,000 120,000 120,000 120,000 120,000 120,000 1,727,023 

  
                    

IRR 15% 
          Source: (Jawaid, 2013) 

In the case of positive leverage developers try to increase the debt value and therefore 

enhance the return on their equity as we see in the following example (McDonald, 1999). 

Consider the same example again in table 6 and assume 30 % of the project cost is funded by 

equity and remaining 70 % by debt, hence the loan-to-value ratio is 0.7. Assume the term of 

debt is 10 years. 

Table 6. An example of the calculation of IRR using leverage.   

Equity IRR (with 
debt) 

           
year 0 1 2 3 4 5 6 7 8 9 10 

loan drawdown  700,000 0 0 0 0 0 0 0 0 0 0 

equity contribution  300,000 0 0 0 0 0 0 0 0 0 0 

rental income 0 120,000 120,000 120,000 120,000 120,000 120,000 120,000 120,000 120,000 120,000 

sale value 0 0 0 0 0 0 0 0 0 0 1,607,023 
interest + principal 
payment  0 -104,321 -104,321 -104,321 -104,321 -104,321 -104,321 -104,321 -104,321 -104,321 -104,321 

net cash flow 0 15,679 15,679 15,679 15,679 15,679 15,679 15,679 15,679 15,679 1,622,702 
Cash Flow to equity 
holders -300,000 15,679 15,679 15,679 15,679 15,679 15,679 15,679 15,679 15,679 1,622,702 

            
Equity IRR  21.1% 

          Source: (Jawaid, 2013) 
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The equity return on the property is 21.1% which is higher that the unlevered IRR shown 

above in table 5. This can be referred to the “positive leverage”, meaning that the interest 

rate for borrowing money were lower than the expected return on the property. The return 

consists of an income component, which is in this case the 15,679 per year and an 

appreciation component, which is the value increase of the property in ten years (607,023) 

that has to be discounted to year 0. 

 

There is also another way to show the effect of leverage on equity return and risk, known as 

“weighted average of capital (WACC)”, where the returns are weighted by the share of the 

property value and it is described in equation 4 below: 

 𝑟𝑝 = (𝐿𝐿𝐿)𝑟𝐷 + (1 − 𝐿𝐿𝐿)𝑟𝐸 

Equation 4. The calculation of the return on a property investment Source: (Geltner et al., 2006, p. 307) 

It shows the return on the property investment 𝑟𝑝, that is the sum of the loan-to-value times 

the interest rate for borrowing money 𝑟𝐷 plus the multiplication products of one minus the 

loan-to-value times the return on the levered equity. The equation can also be converted so 

that we get the levered return on equity as in the equity IRR example before. Therefore 

equation 5 is the following:  

𝑟𝐸 = (𝑟𝑃 − 𝐿𝐿𝐿 ∗ 𝑟𝐷)/(1 − 𝐿𝐿𝐿)  

Equation 5. The formula for the levered return on equity Source: (Geltner et al., 2006, p. 309) 

The return on equity is dependent on return of the property investment and interest rate on 

borrowing money, but the WACC formula only holds in the case that all the variables in it 

remain constant. It is less appropriate in longer time periods due to the risk of higher 

fluctuations of the variables. 

For a debt lender there are various reflections before lending money to a construction 

company. As mentioned before, different requirements have to be fulfilled as debt service 

coverage or the loan-to-value ratio. A first analysis focuses on the forma statements and the 

market data supplied with the loan requests, because the lender is concerned about market 

conditions, rents, and the ability of the project to cover expenses and debt services. Experts 

within the company evaluate risks and an adequate risk premium which is reflected in the 

required return of the lender and is viewed as a minimum rate of return that must be earned 
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to justify the investment but in general it can range from 10- 30 percent before tax-rate of 

return on equity (𝐵𝐿𝐵𝐵𝐵𝐸). Hence, if the project development offers a higher return (ATIRR) 

than other financial products, it is apparently rational to invest in it (Brueggeman & Fisher, 

2010, p. 385). 

3.7 Types of partnerships  

As mentioned earlier a partnership is an agreement between two or more parties where 

they are striving to achieve pre-determined goals. Early on the parties have to agree on what 

type of partnership they are entering and what the timeframe and goals are. The parties 

should also state how the partnership can be terminated and what the consequences would 

be for various scenarios. Below will follow an initial part describing the creation of 

partnerships followed by a description of common partnership structures used within 

construction. Then a part on how incomes can be shared will be presented.  

3.7.1 Introducing a new partnership 

There are no general rules on how a partnership should be constructed and later on 

maintained but some agreements have to be agreed upon early on in the process. The main 

objective is often a mutual satisfaction on determined goals including different areas 

(Pietroforte, 1997). The areas that are covered early on in the process of implementing a 

partnership are goals, challenges, time schedule, measurement criterion and estimates and 

last but not least responsibilities. It is crucial that all parties are aware of the mutual overall 

goals linked to the partnership to make sure that what is done is in line with what was 

agreed upon. It is also important that possible challenges and obstacles that are or could be 

present during the partnership are identified. If these challenges can be found during the 

initial part of the planning process it is significantly easier to handle them and minimize the 

effect of them. A schedule of the partnership and its progress is often used to keep all the 

parties updated on what is currently done and what that is required from them in the future. 

An end date is not always determined when a partnership is implemented but can be linked 

to the completion of a specific project or just until further notice. What also needs to be 

considered in the beginning of a partnership is a measurement criterion and various 

estimations related to the partnership and its projects. The last detail to be agreed on is the 
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different roles and responsibilities of the partnership to make sure that no important tasks 

are left incomplete or that other tasks are done more than once.      

3.7.2 General partnerships 

A general partnership is consisting of at least two parties where all the parties have equal 

right and responsibilities if nothing else is decided during the creation (Brueggeman & 

Fisher, 2010, p. 575). The members could be everything from individual persons to larger 

corporations where the parties sometimes act as co-owners in a business striving to bring 

profit. When all the areas mentioned in the section above are decided on the partnership is 

created. The usual situation is that all parties are responsible for all legal and financial 

consequences directly related to actions made in the partnership, but it could also differ 

between the partners (Hopkins, 2012, p. 225).  Partners therefore have to make sure that 

they can trust the other partners in the partnerships or early on clarify the individual 

responsibilities in legal documents. It is easily forgotten that a business with a partnership 

could have results deviating from what was expected, in both a positive and negative way. 

The date for termination of the partnership is often decided early on and could either be a 

specific date or during a certain sequence of a project or investment.   

3.7.3 Limited partnerships 

A limited partnership also involves at least two partners where one or more is the general 

partner and one or more is a limited partner (Brueggeman & Fisher, 2010, p. 576). A limited 

partnership has a similar structure as a general partnership where responsibilities and profit-

sharing is decided. The difference is the different positions where the general partners 

usually take on more responsibility and are more active than the limited partner. The 

general partner in a limited partnership usually handles all the management associated with 

the partnership and has unlimited financial and legal liability. The increased responsibility 

often leads to the general partner taking all the important decisions while the limited 

partner sees the partnership as an investment similar to stocks. The limited partner is not 

risking any legal actions caused by the general partner and cannot lose more money than it 

invested in the partnership. All partners involved are however obligated to pay taxes 

individually based on the shares of net income (Hopkins, 2012, p. 226). Limited partnerships 
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are often suitable for real estate investments since an actor that is used to planning and 

managing a development project will act as a general partner while external financiers will 

act as limited partners not taking on more risk than necessary. These external investors will 

see this as a regular investment being passive throughout the entire project. It could also be 

preferred by a general partner that cannot or does not want to put in all the equity needed 

to finance the project (Brueggeman & Fisher, 2010, p. 576). Limited partnerships are 

associated with slightly higher attorney costs due to all the agreements needed to reduce 

the responsibilities of the limited partners.   

3.7.4 Joint ventures 

Joint ventures are commonly used in many parts of the society and are created when two or 

more parties are having common interests but are not willing to invest on their own 

(Brueggeman & Fisher, 2010, pp. 579-581). The reason for that can be many but high risk 

associated with the investment, lack of capital or uncertainty linked to speculative objectives 

are the most common ones. However, a joint venture is not a legal form of organization; to 

make it legally binding an organizational form has to be decided among the participants. Not 

before that is decided an agreement on profit-sharing, rights and other details can be made. 

Partnerships are frequently used in real estate investments when joint ventures are created, 

limited partnerships being the most common one.  

3.7.5 Sharing the perceived incomes 

When parties have agreed on forming some sort of joint venture details about the financials 

has to be decided. The main details that need to be settled is the distribution of the initial 

capital and additional capital in the future among the partners, how annual cash flow will be 

shared, how the capital gotten from an eventual sale will be share and questions regarding 

the preferred return among the partners (Brueggeman & Fisher, 2010, p. 581).  

It is seldom easy to agree on these things since one party is taking on more financial risk 

while the other might have most of the expertise to make the project possible. However, a 

solution to the balance can often be made since all parties understand that each partner is 

crucial to make the project feasible. It could also be the only way for a wealthy individual or 

an experienced manager to get involved in a larger real estate project with a suitable 
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financial and legal structure. The motivation for the one bringing a majority of the capital for 

the investment could be including real estate as diversification. A preferred structure is often 

meaning that the developer is contributing with a significant part of the equity to create 

further incentives to handle the invested money with caution. The structure for the financing 

and sharing of the incomes is often driven by the market for capital, especially the first time 

two partners are working together, and after that it could get more predictable 

(Brueggeman & Fisher, 2010, p. 581).   

The first aspect that the partners need to look at is how the cash flow from operations will 

be shared over the years. The parties could decide to split the incomes in proportion to 

capital invested or agree on a deal leading to a disproportional distribution (Brueggeman & 

Fisher, 2010, p. 581). An example could be the financial investor receiving an eight percent 

return on the investment each period of time and then the developer will get eight percent 

as well, if there are sufficient funds. Then the parties can split the rest of the money equally 

if there are any, leading to a developer having a chance to get much more than it would have 

gotten if the distribution was proportional to the capital invested. The parties also have to 

agree on the consequences of a negative NOI for a period, a solution is often found giving 

both parties an incentive to keep the NOI´s positive.  

The next aspect that might need to be considered is the distribution of the cash flow from 

selling the properties after a certain number of years. If the property is sold the profit or the 

loss has to be divided in a way that all parties agree on prior to the start of the construction 

(Brueggeman & Fisher, 2010, p. 582). The general way to split the capital from the sale is to 

repay any debt that is still left. Then if there is any remaining capital each party will get a 

proportion of what they invested in the investment, ideally the entire sum invested. After 

that any profit is divided in a way that was decided before the start of the investment, it 

could be 50 percent to each party but that could differ due to negotiation.           

3.8 Pros and cons of partnerships in construction  

It has been shown that the use of partnerships within construction is increasing (Black, 

Akintoye, & Fitzgerald, 2000). It has been observed that actors believe that through trust and 

openness projects are more efficient and with fewer conflicts. The advantages of 
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partnerships are many but there are also some difficulties associated with it. Below is a 

section where the pros and cons observed from relevant literature are presented. 

3.8.1 Pros of partnerships 

Black, Akintoye and Fitzgerald are arguing that partnerships are a good solution to reduce 

the amount of conflicts within projects (Black et al., 2000). It limits the risks of surprises and 

makes negotiations and communication easier. To ensure that conflicts are reduced trust, 

consistency and a flexible attitude is vital. The authors also stress that all parties involved 

need to contribute towards the mutual agreements. If not all the involved parties are 

working towards an effective collaboration the partnership can end up having a negative 

effect.  

Ingirige and Sexton have observed the importance of long-term relationships and the 

advantages of that (Ingirige & Sexton, 2006). A short-term relationship could be successful in 

the short run but to achieve a sustainable competitive advantage the involved parties need 

to collaborate over a longer period of time. This might mean that a competitive advantage 

can be reached but only with the long-term strategy. Akintoye and Main dug deeper into the 

long-term partnerships and concluded on five reasons why actors would be interested in 

entering a partnership (Akintoye & Main, 2007). The factors are risk sharing, response to 

market, access to innovation and technology, resource efficiency and client requirements.  

An additional advantage with partnerships is that its participants through project teams 

learn from each other (Doloi & Kilpatrick, 2010). Since the actors usually have different 

backgrounds, working methods and experiences the knowledge spillover can be a good 

source for innovation and creativity. The participants will also get a better understanding of 

how other parties are working.  

A study by Eriksson et al. (2009) is showing that partnerships are clearly possible and could 

be effective in the long run. The implementation part is tough but when focusing on having a 

long-term commitment significant improvement can be made as time goes on. The authors 

are also mentioning that there are many barriers to partnerships but that it is possible to 

overcome these by working with a wide range of procurement procedures such as 

teambuilding and joint objectives.    
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3.8.2 Cons of partnerships 

Even though partnerships have many benefits there are also some disadvantages that the 

actors involved need to be aware of. Akintoye and Main have found some factors that can 

lead to partnerships not being as successful as they were intended to be (Akintoye & Main, 

2007). The failure factors are lack of trust between the participants, lack of experience and a 

poor business fit between the actors. Therefore it is important that the actors on an early 

stage get to know its partners, who they are and how they usually work. They also need to 

make sure that the potential partners are competent of taking on the tasks that are needed 

to achieve all the goals of the collaboration and that there are no clashes in the different 

participants businesses.     

Beach, Webster and Campbell have found some partnerships end up being ineffective due to 

parties having a defensive behavior where they are afraid of revealing their way of working 

and sensitive information (Beach et al., 2005). By avoiding information sharing, keeping each 

other at arm´s length and only trying to maximize their own benefits partnerships tend to be 

shorter than intended and the mutual goals of the projects are seldom fulfilled. The outcome 

of such partnership could be even larger costs than without a partnership. Another problem 

that the authors have found with partnerships is that companies that decide to enter a 

partnership can get stuck with the partners they are cooperating with and therefore will 

compete in a shrinking market. Beach, Webster and Campbell are not yet convinced that 

partnerships can provide tangible benefits in the long run; the disadvantages can easily make 

much damage to partnerships with poor cooperation.     

Ring and Van de Ven (1994) have presented the uncertainties related to partnerships that 

they have found through studies. The first uncertainty is that it is difficult for the involved 

actors to predict how the future will develop and how well the partnership will match that. 

The second uncertainty regarding partnerships is whether parties can rely as much on trust 

as they have to. However, Ring and Van de Ven stresses that as uncertainty, complexity and 

duration of financial transactions related to firms increases trust will play an even larger role 

than before. Bresnen and Marshall (2000) also believe that partnerships can be difficult and 

mentions that parties need to be clear on the duration of the partnership and the precise 

role of the contracts and incentives involved. This also means that trusting your partners 
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becomes the key to build and maintain a successful long-term relationship. Apart from trust 

Bresnen and Marshall sees culture clashes within the partnership as a potential threat 

against partnerships. The decisions taken from representatives from all partners need to 

some extent match the overall values and norms of the individual organizations.         

Bresnen and Marshall (2000b) also discusses that it is important that the entire organizations 

that enter a partnership have to be careful keeping all the employees motivated through 

incentives. A partnership might lead to more individual responsibility and if there are no 

increased incentives within each organization it could lead to mistrust and thereby a weak 

collaboration. The employees need personal incentives such as staff training and 

development to have a reason to put effort into the partnership and really believe in it. The 

project team has to make sure that enough internal policies, system and practices are 

considered and adapted to each project and its participants else the risk of failure is large.    

Another potential weakness with partnerships is that cooperation and trust can be 

questioned where the partners have got different economic power and conditions (Bresnen 

& Marshall, 2000c). If there is imbalance in the economic conditions it could be difficult for 

both parties to fully trust each other and to make the cooperation work effectively. There is 

also a risk to enter a partnership due to the fact that each partner can be legally responsible 

for all debt associated with the partnership, regardless of how much each individual partner 

has invested (Brueggeman & Fisher, 2010, p. 575). A table of the pros and cons of 

partnerships are presented below in table 7.   

Table 7. Summary of pros and cons on partnerships in construction. 

Summary of pros and cons on partnerships in construction 
Pros Cons 

Reduce conflicts Increased costs initially 
Competitive advantage Defensive behavior leading to mistrust 
Risk sharing Shrinking market to choose from 
Response to market Increase workload/responsibility 
Access to innovation and technology Organizational changes needed 
Knowledge spillover Risk for cultural and economic clashes 
Resource efficiency Partners being jointly liable 
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4. Methodology 

4.1 Research design 

There are several available methods to choose from to investigate to which extent 

partnerships are used and what advantages they bring. To reach out as many actors on the 

market as possible a quantitative approach can be used where a survey is made. This 

method will not give any deep insight but will in a time-efficient way investigate many actors 

on a chosen market. An alternative approach is to choose a qualitative approach where a 

fewer amount of actors is focused upon and less but possibly more relevant data is obtained. 

This approach could depend on getting all the needed input through interviews. Another 

alternative approach could be to make a case-study looking at only one partnership between 

chosen actors. This would give more understanding but would also limit the external validity. 

A further alternative approach would be a literature review where previous findings are 

presented.   

The chosen approach includes both a quantitative and a qualitative part. Initially a 

quantitative approach will be chosen where a questionnaire will be constructed and sent to 

individuals in the area of banking and construction. The quantitative approach will give a 

broader view on how partnerships are used in the construction sector in Sweden today and 

are used as base for the qualitative part later on. The questions in the survey are highly 

structured and often include simple answer alternatives. There is room for further 

comments from the recipients but the main goal is to have straight-forward answers that 

make it easy to compare the answers. The simple questions can often be answered by a yes 

or no answer or from a rating scale. The questions are selected to make sure that all the 

relevant areas concerning partnerships are covered.  

The answers are not giving extensive insight on how experts within the area works but 

rather an overview on how partnerships is used and what market participants think about 

them. The highly structured questions and the simple answer alternatives are chosen to 

avoid non-response bias by having a high response rate. Bias can be referred to as a 

systematic deviation from the truth which will change the results of the test (Sitthi-amorn, 

1993). Non-response bias occurs when a too small part of the sample is responding to the 
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study. A study can contain many biases and it is important to be aware of which biases that 

can be affecting the specific study made. 

The design of the survey is clear and easy to follow which maximizes the chances that the 

participants will answer in an honest and accurate way (Watson, 1998). Another detail that 

is taken into consideration is to use a clear visual presentation of the questions and its 

layout. It has been shown that the way the questions are presented and the overall design of 

the survey can make a positive difference on the results (Christian & Dillman, 2004). Another 

detail that is taken into consideration is the order of the questions. A couple of standard 

questions are starting the survey to get basic information about the recipients. These are 

then followed by questions linked to the profession of the recipient, either bank- or 

construction-related questions. The last part is directly about partnerships related to 

construction and finance. The surveys are kept anonymous to make sure that the 

participants can express their personal thought even if it clashes with their employer’s vision 

and thoughts. The questions are available for the participants in both Swedish and English to 

ensure that they feel comfortable understanding the content.  

The qualitative part of the study consists of a number of interviews with carefully selected 

actors on the market. The chosen actors work specifically with financing of project 

developments and should give the most accurate information about how its company is 

working and its relation to partnerships. The interviews are where the collected information 

from the survey can be used to get to know more on the areas that needs further 

investigation but also could include new areas that have arisen from comments in the 

surveys. A specific number of interviewees was not chosen in advance, interviews was held 

until saturation was achieved where further interviews would give no or a very limited 

amount of additional insight. 

The structure of the interviews is semi-structured which means that some predetermined 

questions are decided upon but there is also room for follow-up questions. The 

predetermined questions make it possible to compare the findings from different interviews 

but also make sure that the interviews stays focused on the topic of partnerships. The 

follow-up questions are leaving room for actors to develop some answers, something that 
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cannot be done in the questionnaire. The interviews are recorded when permission is given 

by the interviewees. This makes it possible to go back and check on the answers and make it 

easier to listen and come up with follow-up questions during the interviews. 

The reason for choosing a combined approach using both a quantitative and a qualitative 

part is to maximize the chance of getting relevant information but also to limit the risk of 

common method bias. Common method bias could occur when deviations from the truth 

are created from only using one method (Harold Doty & Glick, 1998). Using two methods will 

reduce the importance from each method and limits the risk of drawing an incorrect 

conclusion from only one method. Using several methods is especially important if the 

number of participants is low.  

4.2 Research sample and population 

A population and a sample are chosen to get the most relevant participants for the survey 

and interviews. This was done by a sampling process where a population was selected and 

then a sample through a sampling frame (Bhattacherjee, 2012, p. 65). The population for this 

study is all the banks and developers that are working with financing of development 

projects. The focus was due to time- and cost constraints focused on actors in the Stockholm 

County but since real estate development project is a global activity the population should 

include more than these companies.  

A sample is taken from the population since it would be too costly to cover banks and 

developers from the entire world. The sample is obtained through the sampling frame where 

actors active in the Stockholm region can be randomly chosen. Choosing too few 

observations can lead to a too narrow sample which will not be representative for the entire 

population and will also reduce the chance to generalize the results. However, only persons 

that realistically would participate in the study are selected, the rest are left out. The 

sampling technique is non-probable where some actors in the population do not have any 

chance to be picked for the sample. The result is a convenience sample limited to developers 

and banks active in the Stockholm region. To get the most relevant interviewees “snowball 

sampling” is partially used where respondents from the survey can recommend someone 

within their organization to participate in the interview. The technique is associated with 
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numerous biases since some have a larger chance than others to get picked but is still 

interesting since this will facilitate the process of finding the most insightful actors on the 

market.  

4.3 Respondents  

To send out the questionnaires employees from different construction development 
companies and different banks were chosen and those got the questionnaire via email from 
a survey-software. The participants are presented below in table 8. 

Table 8. The distribution of participants from the questionnaire 

Developers Participants Banks Participants 

PEAB 15 Handelsbanken 29 

Skanska 7 Nordea 19 

NCC 28 SBAB 6 

JM 4 SEB 23 

Veidekke 2 Swedbank 28 

Strabag 3   

Wästbygg 3   

Serneke Bygg 3   

Sum 65  105 

 

In some cases a link to the online questionnaire was sent out, which means there could have 

been more invitees. But nevertheless at the end there were 47 respondents, at least starting 

to work on the questionnaires, giving a response rate of roughly 28 percent.   

For the interviews, two finance experts of different banks and four finance- or project 

management experts of different construction companies were interviewed. These were 

chosen wisely where those with an extensive amount of experience of working on the 

Swedish construction or banking market were prioritized.  
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4.4 Data collection tools  

When the recipients have been selected an online survey-software is used to reach out to 

the participants but also to gather the data in one place. The software offers a way to create 

a standardized message that can be sent out to the sample simultaneously. It also enables 

the user to customize the design and pick specific questions for different participants. This 

way the participants will choose whether they are from the banking- or construction sector 

and if they want to reply in Swedish or English and thereby get the appropriate questions. 

The software also makes it possible to categorize the participants and in a simple way get 

results presented. The online software uses mail to reach out to the sample but the survey 

can also be reached via a direct link.   

The data during the interviews was collected via an online meeting-software or over a phone 

call depending on what the interviewee preferred. The data was then stored using a 

recording device and later a transcript was made to summarize the findings of each 

interviewee to make the data easier to access and analyze.   

4.5 Processing and analysis of data  

As described before the quantitative research method was implemented and evaluated with 

an online program. In contrast the interviews were done personally by phone calls. Some of 

the interviewees got the questions in advance to be able to prepare some appropriate 

answers. The answers were written down, compared and merged in an adequate context. 

4.6 Quality criteria  

The majority of the interviewees is over 35 years old and has long-time work experiences 

within the business. In total three women and three men were interviewed. Some of them 

could only answer briefly on some of the questions because they were busy and had to end 

the interview sooner than what would have been optimal. To a certain extent the 

interviewees pointed out that they are not familiar with all the information in detail and 

suggested to look into the annual report. Another criterion was that all the interviewees 

were Swedish and almost all of them had a work background on the Swedish construction 

market.  
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4.7 Reliability and validity of research 

4.7.1 Reliability 

The reliability of a study is whether the same results would be achieved again if the study 

was redone using the same method (Merriam, 1995). In this study the reliability is high due 

to that there are no barriers from performing the same survey and interview questions 

through the same sampling frame. What could weaken the reliability is if the respondents in 

the survey or if the number of interviewees is low. Then the results and conclusion are 

drawn from few answers and could easily differ from the findings when doing the study 

again. Only when a large number of observations are made consistency and therefore a high 

reliability can be reached. By having a clear method, including the interviewees and the 

questions for both the survey and the interviews similar results should be received each time 

the study is done.   

4.7.2 Validity 

The validity of a study is often described looking at both an internal and an external 

perspective. The internal validity is whether the researcher is really studying what was 

intended to be studied, clear causality (Bhattacherjee, 2012, pp. 35-36). The internal validity 

of this study is high since when using both a quantitative and a qualitative approach it should 

get fairly clear answers on banks and developers view and the use of partnerships in the 

Stockholm region. The survey first gives an overview on partnerships which later can be 

discussed and confirmed in the more in-depth interviews. Any expectations on how 

partnerships work and should be used in Stockholm have to be ignored to ensure that the 

cause found in the approaches are what really is determining the outcome of partnerships.     

The external validity of the study is to which extent the results can be generalized on other 

geographical areas or persons outside the study (Bhattacherjee, 2012, p. 36). The results on 

the use of partnerships should be applicable on other places outside Stockholm since 

construction projects using leverage are a global phenomenon. Therefore should the 

external validity for this study be high. The external validity can however be limited due to 

local regulation limiting the opportunity to enter partnerships or if there are cultural 

differences.        
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4.8 Strengths of the method  

The chosen approach has a number of strengths and weaknesses. One of the strengths is 

that the topic is applicable on a global level and the findings could therefore be interesting 

and useful for many. The analysis and conclusion can at least partially be used to make 

partnerships and financing in general more efficient around the world. It could also give 

actors an idea of how they can develop their on-going partnerships and what advantages 

they can expect from them. That the topic is applicable on a large geographical area also 

facilitates the work of gathering background information from previous studies and 

literature.    

A second potential strength associated with this study is that its topic has not been looked at 

that much, especially not when it is linked to the Stockholm region. On the other hand there 

has been quite some research on collaborations in general which will ease the efforts with 

previous studies. The challenge related to having a fairly new topic in this case is that it is 

unclear whether partnerships between banks and developers are used which can make this 

strength into a weaknesses. The results are very dependent on great insight from actors on 

the Swedish banking- and construction market. Due to the lack of previous research on the 

Swedish market it is necessary to early in the surveys and later on in the interviews to get a 

clear picture of how the specific actor perceives partnerships in their organization. A clear 

view of partnerships is difficult to receive without actually coming in direct contact to the 

actors on the market. So, a topic that has not previously been studied thoroughly can both 

be a challenge and an opportunity.  

A third strength with the chosen approach is that it includes both a quantitative and a 

qualitative approach. Even though it is time-consuming both approaches will enhance the 

chances of having findings that are both reliable and accurate. Besides the time and possibly 

the financial concerns that come with a combined approach it gives a chance to reduce or 

even eliminate the individual weaknesses of using a quantitative or qualitative approach.  

4.9 Weaknesses of the method 

There are also some weaknesses linked to the approach which has been chosen in this study. 

Earlier mentioned is that the quantitative and the qualitative approaches are still relying on 
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having proper responses and that a combined approach can be time- and cost-consuming. 

An additional weakness is that the study can contain social desirability bias which is created 

when the participating actors are withholding some information or even shares incorrect 

facts to ensure that no secrets or inappropriate details are shared. These are often thoughts 

and facts that do not match with the vision and policies of the company they are working 

for. Actors can therefore feel pushed to not answer some of the questions or even give false 

information. In this study that could be banks that do not want to express some developers 

on the market as easier to work with and that these are favored through partnerships. These 

biases could falsely underestimate the importance of partnerships. A last potential weakness 

with the method of the study is that there is a risk that the importance and existence of 

partnerships are overestimated and therefore expectations are built. These expectations can 

later on lead to a hasty conclusion which does not take rival explanations into consideration, 

other explanations why the observed phenomenon is happening. An objective view on the 

on the whole topic has to be made and it could be necessary to identify and deal with rival 

explanations. 
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5. Results 
This section is presenting the results from the questionnaires and interviews respectively. 

Initially the results from the questionnaire will be presented, followed by the results from 

the individual interviews that were applied to the questionnaires and planned to strengthen 

the answers. Just the results that were important and interesting for the context of the work 

which could be helpful to get better explanations and insight in the field of relationship 

between banks and developers are picked out. However the comprehensive questionnaires 

and the questions of the interviews from the studies can be found in the appendices.  

5.1 Questionnaire 
The initial questions are providing an overview of the respondents and their opinions on the 

current construction and development situation in Stockholm and weather they think 

partnerships could be useful or not. The various positions among the respondents are 

displayed in appendix III. Some respondents have decided to not mention their position but 

the ones who did show that in general they were people working with the financing of 

development projects or have a position as CEO. There were also some participants who 

skipped some of the questions so the amount of responds per question differs through the 

results of the questionnaire.  

Figure 13 shows that a distinct majority of the respondents have perceived an increasing 

interest in development projects in the Stockholm region during the last years; almost three 

quarters of the respondents agree that these is an increased interest in development 

projects lately.  

 
Figure 13. The view on the recent activity among development projects among all respondents. 

73% 

27% 

Have you experienced any increasing interest 
in development projects lately? 

Yes

No



78 
 
 

The questionnaire also reveals that the respondents think that strategic partnerships are 

useful, which is shown in figure 14 below. Among the respondents 72 percent agrees or 

totally agree that strategic partnerships are useful in certain situations. Only six percent of 

the inquired disagree or totally disagree that strategic partnerships are useful.  

 
Figure 14. Distribution of opinions about strategic partnerships among all respondents. 
 

Below are a couple of questions specifically chosen for the developers shown. Half of them 

consider it easier to make business with some banks. There is only a small portion of the 

respondents, 12 percent, that do not believe that there is easier to work with one or some of 

the commercial banks compared to the rest. Figure 15 below shows the distribution of 

answers from the respondents among developers.   

 
Figure 15. The opinions of whether some commercial banks are easier to make business with than others. 
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perceived that their company usually negotiates with two to five banks, neither less or more 

than that.  

 
Figure 16. The amount of banks a developer usually negotiates with before finding an agreement. 

Moreover the developers were asked in what situation a bank has a more powerful position 

in negotiation compared to the developer. A few alternatives were given and the 

distribution of the answers is shown below in figure 17. The answers were roughly even 

among all the alternatives except the situation where the developer in significantly smaller 

compared to other developers on the market. A considerable amount also reasoned that a 

larger construction project also could put the financier in a more favorable position.  

 

Figure 17: A banks' power in negotiations based on various conditions according to the developers. 
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The developers were also asked what kind of financier they usually use for their 

development projects. The results in figure 18 show that a vast majority get its funding from 

a commercial bank while only one actor uses pension funds or external equity respectively. 

Notable is that none of the developers are using international investors to finance their 

development projects in the Stockholm area.   

 

Figure 18: Where developers get funding for their development projects. 
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Figure 19. The benefit people from the banking sector would be willing to give to a developer in case of smoother 
negotiations. 

The following questions were used both for developers and banking people, the results are 

sometimes presented separately and in a few cases in the same chart. Figure 20 illustrates 

the distribution of the perception of how difficult negotiations are today. The developers are 

leaning towards that the negotiations are difficult rather than easy even though many rated 

them as neutral. The individuals from the banking sector are balancing their perception 
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but most of them would rate it neutral. None of the participants rated the negotiations as 

very difficult or very easy.  

 
Figure 20:  Perception of negotiations among the participants 
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All participants were asked whether they thought there is room for improvements of the 

relationship between banks and developers or not. All 24 persons that decided to answer 

this question agreed that there is some room for improvements; which can be seen in figure 

21.  

 
Figure 21: Room for improvements of the relationship between banks and developers 

Figure 22 is presenting the thoughts among all the respondents on what a more efficient 

relationship between a commercial bank and a developer could lead to. The most chosen 

consequence according to the respondents is a more time efficient process followed by 

lowered costs and a reduced overall risk. When comparing the results from both the banks 

and the developers, it seems like they fairly well agree on the potential outcomes of a 

strategic partnership, even though there are some differences. The developers seem to 

strongly believe that a strategic partnership can lead to a more time efficient process. The 

banks are somewhat more confident that one of these partnerships can lead to quality 

improvements of the end products and improve the competitiveness of the involved actors. 

The perception of strategic partnerships having any expected value when it comes to tax 

benefits was only picked by one banking employee.  
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Figure 22. Expected improvements due to a more efficient relationship between a bank and a developer. 

Figure 23 and 24 are illustrating the perceptions from people working in banking or 

construction whether their employer is interested to enter a strategic partnership or not. 
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Figure 23. The interest among the banks to enter a 
partnership with a developer. 

 
Figure 24. The interest among the developers to enter a 
partnership with a bank. 

 

The following two questions were asked to both developers and banks and are concerning 

the loan structures of loans used within construction. Figure 25 presents the distribution of 

answers on how the participants are using different types of loans in their organization when 

working with development projects. The most commonly used loan type is a construction 
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Figure 25: Loan types used in development projects according to developers and actors from the banking sector. 
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respondents, were not sure whether it would be better or not to use a simpler structure by 

merging loans. 20 percent of the respondents thought that merging loans would not result in 

a better structure compared to what is used now.   

 
Figure 26: The respondent’s thoughts on merging multiple loans into one. 
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On the question if there were any partnerships with developers or subcontractors the banks 

answered that is not any partnership at the moment. But also stated there would be closer 

and long-term relationships with many developers, especially with the large actors on the 

market.  

The banks would be interested in better relationships but not in full partnerships, since they 

are happy with their role as financier. It would be against the policy of commercial banks to 

invest in development projects; they just want to take on credit risk, not project risk. They 

do not want to act as developers, because they are convinced that developers do a good job. 

The negotiations usually take two to four weeks; four weeks are standard. The banks also 

mentioned that in terms of longer relationships with a developer it is easier to come to an 

agreement, because the counterparts know each other. Right now the banks perceive that 

there is a lot of cheap money out there so currently it is a developer’s market, which 

therefore has the stronger negotiation position.  

The bank has some main investment criteria as a focus on the cash flows of the property and 

an investigation of the developers’ track record to see if they are suitable to borrow a certain 

amount of money; each developer is rated with a certain number depending on their overall 

risk. In a development project in Stockholm the loan-to-value ratio is usually between 65 and 

70 percent.  

The general process of financing for a development project starts with a developer’s 

presentation showing the plans and visions of the construction. After that both parties visit 

the plot since the location is important for future valuation. Then they go through the 

financial information in detail such as LTV, tenants, construction time and so on. 

According to the banks the loan structure is usually implemented as a building credit 

“byggnadskreditiv” where payments are paid out after specific project milestones such as 

construction phases. At the end of the construction phase for housing, a housing association 

gets a permanent loan (Ø 10 years). In the context of finance, the banks also emphasized 

that the equity of the developers is first used and after that the money of the banks as a sort 

of senior loan.  
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In order to estimate the risk of a development project, banks use an internal model. If the 

risk is high it is common that a 10% guarantee is paid in the initial part of the project to limit 

the risk for the financier, but this can be negotiated. One of their main attempts to avoid risk 

is to make sure that the borrower is experienced in the particular field and suspicious with 

new actors. The banks also evaluate the particular construction project and its surroundings. 

An overall risk rating is often created for each of the interested developers.  

5.2.2 Developers 
 
On the question whether the developers use debt for their construction projects, most 

answered that they often use to some extent external capital for project financing. Only in 

smaller constructions and in short-time projects it can be the case that just equity is used. In 

the field of project finance, three of four developers have so called treasury department (in-

house bank) which negotiate with various banks for loans, bonds and other securities. Its 

focus is to consider the balance sheet of the own company and ratios that should not be 

exceeded (e.g. debt-to-equity ratio ≤ 1.5). One company founds small companies for a 

construction and sells this company after completing. Most of the companies have not used 

joint ventures or partnerships, but one has a lot of projects with joint ventures which 

conform to the IFRS.  

On the regard if negotiations for loans between banks and developers might be too 

complicated, all developers have the opinion that they are not too complicated but that it is 

very important to build trust and get confident with banks as well as to maintain the 

relationships. Only concerning the banks’ time for decision making (2-4 weeks) there is some 

improvement potential. 

All the developers agree that is very important to have good relationships to banks, a good 

track-record with them and to take much effort into it, because it can make the negotiations 

in new projects much easier. Although in the financing phase several (3-4) different banks 

are asked for a good financing offer.  

In connection to this, one could derive that in a good relationship, it would make sense to 

use more debt for a construction project, but actually it is not. All developers state that it is 

not reasonable to use more external capital due to adequate leverage calculations for all the 
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construction projects that are not based on external money as a limiting factor. The 

developers have to fulfil financial targets as equity and debt ratios, the liquidity and a certain 

amount of cash. Just one developer thinks to raise the debt ratio can bring benefits for them.   

In this regard, most of the developers also do not think to increase their number of projects 

by having a partnership with a bank that provides cheap external capital. The developers say 

that money is not a limiting source. It is the market and the demand that affect the decision 

to build more or less and to find the right and desirable projects. But again, one company is 

an exception and assumes to run more projects by using the same amount of equity or 

better say using a higher amount of leverage.  

Having a look on the topic of partnerships within a project development, most developers 

say that that they do not have any partnerships or joint ventures with banks at all, this is 

related to the Swedish banks, that only act as lenders not as investors and are not interested 

in any type of new partnerships. The annual report of various developers however showed 

that there are close partnerships with international suppliers which enable the developers to 

raise the reliability and efficiency of its supplier chain. Especially one company has a lot of 

projects in the Stockholm area that are organised as joint ventures, either huge construction 

projects or sometimes also residential projects.  

The financing of a project is an important part of a developer’s management duties. Most 

interviewed companies have a special “Treasury Department” within the company which 

consists of various finance specialists who decide about the feasibility and the worthiness of 

a project, but the final decision is made by the managing board. However in one company 

the treasury department is divided in several departments, assorted by the real estate 

segment residential, commercial, logistic, etc. They estimate project outcomes and decide 

about the finance and its structure. In joint ventures developers often require certain 

returns that can be found in the different annual report according to the developers. (An 

annual return on capital employed (ROCE) for a combined project development operation 

amounts approximately 10-15% (Skanska, annual report 2014)). 

Concerning partnerships to banks, the developers do not seem to be that interested in 

those. There are two main reasons. One is that every project has its unique risks and 
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attitudes and has to be considered and calculated differently. The other is that in the 

impression of developers the Swedish banks are not interested in any type of partnerships 

due to the fact that they do not act as investors in C&D projects, just as lenders of capital. 

Asking the developers for the current situation on the capital markets, having low interest 

rates, more of them said that they feel being in a better position in a negotiation for a loan 

due to the chunk full of money on the market and the competition between local and 

foreign investors. But one developer also says that it does not matter how low the interest 

rate is; the main focus is on the investment itself. 
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6. Discussion and analysis 

In this section we will discuss and analyze the findings of our questionnaire and interviews. It 

will cover the most important results where we give out thoughts on why the specific 

findings were gotten and what they could mean. Aspects that could have had an impact of 

the results are also discussed.    

The initial part of the questionnaire and the interviews are suggesting that a majority of 

actors both from the construction and the banking sector perceive an increasing interest in 

development projects in the Stockholm region, see Figure 13. This gave us a strengthening 

view of Stockholm as a growing city where developers want to continue to invest. The 

increased amount of projects should lead to more and/or larger financial decisions where 

the developers and banks have to agree on terms looking at both a short and long 

perspective.    

One of our initial thoughts was if actors on the market today are using any collaborations or 

partnerships due to performance strategies in order to outperform the market and their 

view on them in the construction sector. On the one hand they believe that partnerships and 

close relationships are very important to not say essential but on the other hand they 

seldom use partnerships and are not sure if they would benefit from them. The contradiction 

is a bit confusing and the underlying reason is hard to decide. They believe that strategic 

partnerships are useful, that the relationship between banks and developers can be 

improved and that negotiations today are fairly long and sometimes complicated which 

should lead to a more positive attitude towards partnerships. Through the results actors 

conclude that a tight relationship with a bank or developer is important and has to remain 

that way. It is also shown that the perception of the actors is that some developers or banks 

are significantly easier to work with than other on the market today. Let’s first look deeper 

into why we believe that the banking sector seldom or never use partnerships to facilitate 

the financing process of a development project. 

Like previously mentioned banks have a clear opinion on maintaining a good relationship 

with construction actors on the market which could lead to benefits. They also emphasize 

that it is often easier to work with experienced actors where track records could be analyzed 
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to estimate the riskiness of the individual actor. Moreover several people from the banking 

sector were sure they would be able to prioritize some actors if the negotiations with those 

actors were smoother than today. We believe that the opinions from the banks 

strengthening the importance of partnerships are honest but that there are some previously 

mentioned factors that keep them away from using them. 

The main factor according to us is that the banks active in Sweden are old-fashioned and 

decide to stick to policies that have been used for many years. Even though they have 

employees that have great knowledge about the construction market and its actors they still 

decide to limit their involvement and risk. It feels like old traditions and conservative 

thoughts are holding the banks back from expanding their participation in these questions. 

The banks see and understand the potential gains but are held back. One of the interviewees 

said that the Swedish banks are not interested in getting more return or earn more money, 

they are happy with the interest payments. But of course we ask ourselves why they do not 

use this option to earn more money. We believe that a more liberal view on a bank’s role 

and contribution could create new opportunities as for example Goldman Sachs which 

invested even in a non-course project development with very high returns as presented in 

the introduction.  

A bank willing to take on project risk, additional to the credit risk, could take advantage of a 

closer relationship with developers. Even though every project is different and needs to be 

looked at individually, we as well as most of the questionnaire participants believe that a 

partnership could facilitate several parts of the financing process. A bank working closer to 

one or more of the developers on the market would make the negotiations more predictable 

and standardized. The bank could therefore foresee the expectations and claims from the 

developer. It would surely also reduce or completely erase the risk of having unexpected 

requirements in the negotiations. A partnership or a closer collaboration would also give 

more insight in the thought process of the developers and their expectations. The bank 

would no longer have to speculate about how the developer would act in a certain situation; 

the answers are more often shared early in the project.  

Looking at the situation from the perspective of developers we see that they are interested 

in having a closer relationship with banks and that the current situation certainly can be 
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improved. It could be seen as the banks would be responsible for the prevention of closer 

collaborations between banks and developers but developers agree that it is both parties’ 

responsibility to enhance the efficiency and relationship between the two. Even though 

developers in general are pessimistic looking at partnerships we believe that a changed 

attitude from the banks could make the developers realize that they could benefit even 

more from a closer relationship for example by sharing project risk. They point out that all 

projects are unique and that they should be looked at individually which we agree on but we 

do not think that uniqueness is a barrier from working closer to the banks. A partnership or 

closer collaboration would simplify the negotiation with the banks and routines could be 

created. It would both save time for the developer by not having to negotiate with 

numerous banks prior to each project and the negotiation itself would be more predictable. 

The time argument also counts for the banks, because in a mutual construction project it is 

often the developer who is very active in pre-sale to generate early cash flows.  

It has to be mentioned that working closer to another actor on the market could have 

negative consequences as well. The actors could feel locked in and therefore limit their 

chance to take advantage of the competition on the market. Our perception is that the 

advantages of knowing your partners prior to each project would outweigh the advantages 

of always contacting several actors. The questionnaire revealed that developers and people 

working within banking seem to agree that an improved relationship should result in a more 

time efficient process but also that it would reduce risk and costs. As long as none of the 

partners feel squeezed by the other part the advantages should compensate for the benefits 

of competition. If the parties can reach an agreement faster than before it facilitates the 

situation for the developer who can easier predict the market situation at both the start and 

ending of a development project.   

An additional reason why we do not see that many partnerships between banks and 

developers, other than conservative thoughts and uniqueness of projects, are the possibility 

that no actors want to be first to take the initiative to try it out. If it would be successful it is 

fairly easy for other actors to copy the method and without much risk mimic the partnership. 

A failure however could upset the already existing relationship between the two actors while 

also damaging the involved projects. A herd behavior would seldom be confessed by the 
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actors and there is also a possibility that they are not aware of it. It is easier to go with the 

flow and do what others are doing instead of taking the initiative to take action and aim for 

the better.    

It has through the literature review been pointed out that the use of partnerships within 

construction has increased lately. There is a risk that companies within construction and 

banking overestimate the risks and disadvantages or underestimate the potential gains 

associated with partnerships. We think that as long as the attitude from both involved actors 

is positive and open-minded the overall effect of partnerships is positive. We also believe 

that the use of them is not as different from what they are doing now. The actors are today 

stressing that they strive to build and maintain relationships with actors on the market and 

to work in a long-term perspective which is according to us exactly what partnerships 

represent. In addition to that partnerships also reduce conflicts and enables knowledge 

spillover. If two established actors on the market come together and share their methods 

and experiences for example the financing of a construction, it could improve the process 

even further. In a long-term perspective it should also generate lower costs due to the 

resource efficiency.  

Talking about the resource efficiency we should also consider the current market for lending 

money and the benefit in a partnership to borrow money with a low interest rate. Actually 

we thought that it might be one of the main factors for a developer to have a partnership 

because the likelihood of a positive leverage effect of the project increases so that also the 

return and the profit rise. But according to our results and the answers of the developers, 

interest rates or respectively money is not a limiting factor of their development projects 

and numbers of new projects. It is just the market and the demand that affect the decision 

to build more or less and to find the right and desirable projects. This also shows that in 

regard to financial benefits it would especially be the bank that profits in a partnership 

within a development project.  

However, developers seem to have at least some possibilities to enhance their profits. Of 

course it is questionable why only one questionnaire’s participant answered to hope for tax 

deduction benefits in a partnership. Probably some of the developers are not aware of the 

field of taxation but there was at least one company that uses subsidiaries which own the 
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plot and the new construction and after completion sells the subsidiaries to interested 

purchasers, so that those do not have to pay the land transfer taxes.  

Another significant result that might not be the focus of this work, but is still very important 

for the Swedish SMEs in the construction business, is the limitation for SMEs to get a loan. It 

was shown that it is more difficult for smaller developers to get capital or lend money from 

banks. As displayed in the results, the smaller developers have a weaker position in 

negotiations with banks and it is also remarkable that they are verified more extensively by 

the banks for example investigation of their track-record very detailed and often there is not 

a high degree of trust towards them. A solution to that could be a partnership where the 

smaller developer can get into a better negotiation position and the bank gets better insight 

into the developer. As mentioned earlier Mehmet Kaplan, the Swedish Minister of Housing 

said that SMEs should get more trust and be supported with more financial opportunities, 

the banks are still reluctant. Probably a law like in Denmark, where banks are obliged to lend 

money to developers for a project that brings along a LTV less than 80 % and has no other 

significant risks.  

The fact that a significant number of actors decided to not take part in the questionnaire and 

that the search for interviewees was fairly complicated could mean that many actors on the 

market are not fully aware of partnerships and its meaning. The policies stated by the actors 

could in a too early stage preclude partnerships and a negative association is created to it 

even though it is not fully discussed. We suspect that partnerships have not been discussed 

among developers and banks and their employees are therefore not fully informed what 

partnerships could do for their organization. There might be a risk that only the executive 

board raises these alternatives where conservative opinions quickly reject the idea of 

partnerships.    
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7. Conclusion 

The thesis main objective was to investigate the opportunities and relationships between 

Swedish banks and developers in regards to the current boom in construction and 

development projects worldwide that use to give high yields but at the same time appear 

very risky. The purpose was to find out the attitudes of both parties towards partnerships 

and how they could benefit from them. Primarily the aim was to get more familiar with the 

investment decision making of banks and developers and to what extent it would make 

sense for them to enter a partnership regarding the financial perspective. Secondarily the 

main reasons for a bank and a developer to get into a loan agreement were looked into. This 

section will connect the purposes with the findings and conclude what has been shown 

through the study. It will also reflect upon the limitations of the work, a comment about 

future actions related to the topic and implications of the study for future research.  

The empirical findings of this thesis related to the primary purpose suggest that the decision 

making part between a bank and a developer is carefully considered by each participant. On 

this regards, it seems to be very essential for both parties and the success of their business. 

The participants representing the construction and the banking industry highly value a close 

relationship and fully agree that the current situation can be improved. They also reveal that 

these partnerships are not very common today and they are fairly pessimistic when looking 

at the option to create them in the near future. Their reasons for not implementing 

partnerships are often linked to a lack of willingness to increase their overall risk or their 

participation in projects.  

The thesis also provides an extensive look into how loan agreements are constructed and 

agreed upon. The process often involves several steps with a lot of paper work and time-

consuming negotiations. The negotiation process from the perspective of the developer 

always involves more than one bank to be able to find the best offer. The overall perception 

of the participants is that the process is fairly complicated and that there is definite room for 

improvement. The use of leverage seems to be of high importance for the developers which 

creates incentives to maintain or improve the relationship with financiers in order to lend 

money for better conditions – even though most developers stated that interest rates and 
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loan fees do not play a crucial role in their decision making process. The literature and this 

study showed that partnerships have various benefits for both partners. For example risk 

can decrease for the developers, whereas the banks can yield more money. And both would 

profit from a shorter negotiation and planning time.  

Based on the findings, we are convinced that the actors on the Swedish construction and 

development market are well aware of the importance of keeping a close relationship with 

actors that they work with together. Especially financial institutes are making sure to leave 

no stone unturned meaning that current but also potential customers are investigated 

carefully by looking at track records and cash flows. However, outdated policies are currently 

holding especially the banks back from taking the next step where they get involved in a 

larger part of the C&D projects. Even though they perceive partnerships to be both useful 

and effective they are sure that they do not need them and that it is not an option. 

Consequently, a more innovative structure and attitude from both sides could bring banks 

and developers closer to each other in order to strengthen a more trustworthy and loyal 

business relationship from which both sides could benefit in the long run.  

The limitations of the work have been to only look at the largest commercial banks and 

developers established on Stockholm’s construction and banking market. However, the 

literature review used for this thesis goes beyond the Swedish market while empirical data 

has only been collected from research of study participants working in Stockholm. The 

limitation was chosen to ensure that the actors could be compared and to make the 

overview of their opinions as extensive as possible. 

We believe that the actors in the future will realize the importance of closer partnerships to 

get a better insight of how an entire project evolves. Partnerships abroad have been proven 

to be effective and useful which should influence Swedish actors sooner or later. This could 

happen either through an international actor bringing the usage of partnerships to Sweden 

while establishing here or by an already established actor to dare to be different by entering 

a strategic partnership.  

In general, research in regards to strategic partnerships on the Swedish market could be 

developed even further. However, it would most likely require that the stakeholders agreed 
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on testing a partnership where a bank and a developer would open up and start to work 

closer to each other than they are today. A case study of an actual partnership would give an 

even better picture of how effective these partnerships would be here in Sweden. Further 

studies could also try to take an existing structure of a partnership from abroad and adapt it 

to the Swedish market. Having a concrete structure would definitely facilitate the 

discussions with both parties and could possibly persuade banks and developers to use 

strategic partnerships also in Sweden. Additionally there could be a further study on 

partnerships between developers, investment banks, pension funds or other investment 

groups.   
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Appendices  

Appendix I Questionnaire questions 

Below is the structure of the questionnaire presented. The questions are bold followed by 
the answer alternatives. 

General questions and statements 
What language do you like to answer the questions in? 
Swedish, English 
Our main business is….. 

Banking, Construction & Development 

My current position is... 

Text box 

What loans do you typically use in development projects? 

Construction loan, Bridge loan, Constant/operation loan 

Would it be better to merge multiple loans into one loan in partnerships? 

Yes, No, I don’t know 

Strategic partnerships between banks and developers is useful 

Totally agree, Agree, Perhaps, Disagree, Totally disagree 

There has been an increasing interest in development projects lately 

Strongly agree, Agree, No difference, Disagree, Strongly disagree 

Is your company interested in these types of partnerships? 

Yes, No, I don’t know 

Do you think there is room for improvements of the relationship between banks and 
developers? 

Yes, No 

Which part would you say is responsible for implementing these improvements? 

Bank, Developer, Both parties 

What do you think could be improved by making this relationship more efficient? 
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Cost reduction, Time efficiency, Risk reduction, Increased revenues, Tax benefits, Quality 
improvements, Competitiveness 

Would you say that there is a dominant part when a bank and a developer are discussing 
the financing of a new development project? 

Developer dominance, No dominance, Bank dominance 

How complex do you feel that these types of negotiations are today? 

Complicated, Slightly complicated, Neutral, Somewhat easy, Easy 

For banks 
Does your bank have a closer relationship to any of the construction developers on the 
market today? 

Yes, No, I don’t know 

Some developers are easier to cooperate with compared to others. Why? 

Strongly agree, Agree, No difference, Disagree, Strongly disagree 

What would you be willing to offer if the negotiations between you and the specific 
developer would be smoother than today? 

Lower interest rate, Priority in a tender, Longer loan period, Higher loan-to-value ration 

What is your preferred finance structure? 

Interest-only loan, Constant amortization mortgage, Constant payment mortgage, 
Participating mortgage 

For developers 
Where do you usually get your funding for development projects? 

Commercial banking, Pension funds, External equity, International investors 

Which of these loans is the most difficult to negotiate about? 

Construction loan, Bridge loan, Constant/operation loan 

How much do you trust your counterpart that there are no inappropriate suggestions in 
the offer? 

Trust, Neutral, Don’t trust 

How many banks do you negotiate with before finding an agreement? 
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1, 2-5, 6-10, more than 10 

Are some banks easier than others to make business with? 

Yes, No, I don’t know 

A bank has a more powerful position in negotiations in times of… 

Booming construction market, Large construction project, Small developer, New 
construction project, Refurbishment project 

How predictable are the negotiations with banks today? 

Predictable, Partially predictable, As usual, Partially unpredictable, Unpredictable 

Appendix II Interview questions  

Pre-determined questions for banks 

1. What is your position and how do you participate in the construction lending 
process? 

2. There is an increase in C&D investments. Would you agree? If yes, why do you think 
so? 

3. Has your company increased its investment in C&D in recent months in Sweden? 
4. Which sectors (residential, commercial, retail, shopping centers…) do you prefer to 

invest in at the moment? Are there different return expectations for different 
projects?  

5. Do you have any partnerships? (all kind of markets) Or a closer relationship to a 
construction company?  

6. Are you interested in some kind of partnership and why? 
7. What would or what is SEB willing to offer in a partnership with a construction 

company? 
8. How are the negotiations with construction companies and how long do they usually 

take? 
9. What are the general steps of a development project that is looking for funding? 
10. How does a loan structure usually look like in construction lending? 
11. How do you calculate or estimate the risk involved in development project? 
12. From the perspective of SEB, could there be any disadvantages in a partnership? 
13. If you calculate on a development project do you have any exemplary 

models/template or do you use figures of similar projects? 

Pre-determined questions for developers 

1. Are the negotiations with banks too time consuming or too complicated? 
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2. What do you think about maintaining relationships to banks? Is it important and does 
it make negotiations easier? 

3. Would it not be reasonable to use more external capital? Regarding risk and finance 
advantages. On what is it dependent? 

4. Do you think your company could increase their number of projects and investment 
by having a partnership with a bank that provides capital?  

5. Is there or was there any connection or project with a bank in the region of 
Stockholm? 

6. Do you have any other partnerships? With subcontractors? 
7. How does the financing process works within the company? 
8. Would it not be the right timing to enter a partnership at the current low interest 

rates? 
9. Which party has the better position in a negotiation for loans at the moment? Banks 

or developers? And why? 

Appendix III Positions of the participants  

Below are the positions of the participants from the questionnaire and the interviews. Note 
that not all the respondents decided to mention their position. The interviewees asked to be 
anonymous. 

Questionnaire 

Banking: 

CFO: 1 

Head of Loan Origination and Syndications: 1 

Chief of Real Estate and Construction financing: 1 

Manager: 1 

Senior Analyst: 1 

Risk Manager: 1 

Risk Advisor: 1 

Senior Sales Manager: 1 

Head of Risk and Credit: 1 

Developers: 

CEO: 3 

CFO: 3 
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Senior Advisor: 1 

Project Manager: 2 

Vice President: 1 

Developing Manager within Construction: 1 

Interviews 

Head of Credit: 1 

Head of Corporate Center: 1 

Finance Director: 2 

Head of Structured Finance: 1 

Financial Manager: 1 
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