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In response to pressure to simplify the short 
sale and deed-in-lieu of foreclosure processes, 
in August of this year the Federal Housing Fi-

nance Authority [FHFA] announced a new set of 
short sale guidelines1 that will be standardized 
across both the Fannie Mae (FNMA.OB) and Fred-
die Mac (FMCC.OB) platforms designed to assist 
struggling homeowners.2 Effective November 1, 
2012, Fannie Mae’s and Freddie Mac’s new and 
improved preforeclosure sales program will of-
ficially be known as “Standard Short Sale/HAFA 
II.” It is hoped that this amended short sale pro-
gram, which will consolidate the existing short 
sale programs into a single uniform program, 
will provide servicers with more clear and consis-

tent guidelines with the goal of making it easier 
to process and execute short sales and provide 
a much needed alternative to borrowers facing 
foreclosure. 

Under the prior guidelines, Fannie Mae and 
Freddie Mac did not allow a borrower facing im-
minent default of their mortgage obligation to 
qualify for preforeclosure relief.3 In fact, to qualify 
for assistance a borrower had to be seriously de-
linquent; this meant that the borrower had to 
have at least two payments that were 31 days or 
more in arrears. Unfortunately this rule resulted 
in some homeowners, who were meeting their 

The leaky “pay-if-paid” clause: A fluid story of 
the “if’s” and “when’s” of contingent payments
By Nicholas J. Johnson

Ideally, payments in a construction project are 
intended to resemble the flow of a diverging 
river. Payments are designed to originate from 

the owner, and then flow through the general 
contractor to the various subcontractors, and 
ultimately trickle down to the various suppliers 
and laborers. In reality, however, the process is 
rife with opportunities for the payment stream 
to become disrupted, slowed, or simply run dry.

In an effort to lessen the impact of any such 
disruptions, it is common practice in the con-
struction industry for contractors to include 
conditions in their contracts that will protect 
them from having to pay third parties until they 
themselves have been paid. These provisions are 
commonly referred to as “pay-if-paid” clauses. 

If implemented throughout the length of the 
payment stream, such provisions constitute an 
effective risk management tool that distributes 
any potential loss associated with non-payment 
amongst numerous parties. In practice, however, 
the application of “pay-if-paid” clauses can be 
devastating to down-stream parties.

In most projects, a subcontractor has no 
choice but to agree to a contractor’s contingent 
payment provision, but due to lack of negotiat-
ing leverage, the subcontractor is frequently 
incapable of securing similar protection from 
its suppliers. Thus, if any upstream party on the 
project becomes insolvent, this partial imple-
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mortgage obligations even though they 
were upside down and in financial distress, 
making ill-advised decisions to voluntarily 
default on their payments in a desperate at-
tempt to qualify for relief. Regrettably, such 
actions typically only exasperated the bor-
rower’s financial distress buy forcing them 
to incur additional late fees and penalties, 
damaging their credit, and adding the addi-
tional stress and uncertainty associated with 
a foreclosure action; all without any certainty 
that a short sale would be approved by their 
servicer.

In addition, every borrower was required 
to submit a completed Borrower Response 
Package in which the borrower provided a 
thorough and detailed financial disclosure of 
all of the borrower’s assets, complete a Hard-
ship Affidavit,4 and supply an array of docu-
ments supporting the borrower’s claims.5 
The gathering and reviewing of these docu-
ments took time which resulted in typical 
delays of several months before the servicer 
would be in a position to approve of the sale. 

Further adding to the uncertainty of com-
pleting a short sale were the additional road 
blocks created by second lien holders who 
refused to release their lien claim unless they 
received amounts that were much higher 
than what the servicer would approve. And 
when junior lien holders held out for more 
money, the short sale was often jeopardized.

Under the new guidelines the Federal 
Housing Financing Agency attempts to ad-
dress many of these shortcomings by con-
solidated existing short sales programs into 
one streamlined standard short sale program 
intended to enable lenders and servicers to 
quickly and easily qualify eligible borrowers 
for a short sale.6

Perhaps the two most significant changes 
contained in the new guidelines are that they 
now permit servicers of Fannie Mae or Fred-
die Mac loans to allow homeowners who are 
current on their mortgage obligation, but 
deemed to be in a position where default is 
imminent, to sell their home in a short sale 
before they become delinquent; as long 
as they have an eligible hardship.7 And the 
adoption of a streamlined short sale process 
for borrowers deemed most in need, which 
permits servicers to approve of a short sale 
without obtaining any additional approval 

from Fannie Mae or Freddie Mac.8 A principal 
component of the streamline process is that 
it abolishes the need for a qualifying bor-
rower to make a financial contribution to the 
short sale. This in turn eliminates the obliga-
tion for the borrower to provide a Borrower 
Response Package; reducing the time neces-
sary to approve a short sale by eliminating 
the time expended on gathering, submitting, 
reviewing and ultimately qualifying the bor-
rower. 

Qualifying borrowers who are  
current on their mortgage  
obligations 

As of November 1, 2012 there will now 
be a mechanism in place for Fannie Mae and 
Freddie Mac servicers to offer relief to mort-
gagors who are current on their payments 
but are otherwise facing financial hardships. 
Under the new guidelines as long as the 
homeowner can demonstrate that they are 
suffering a recognized “hardship,”9 servicers 
can expedite the short sale process without 
any additional approval from Fannie Mae or 
Freddie Mac. The hardships enumerated by 
FHFA are as follows:

•	 Death of a borrower or death of the pri-
mary or secondary wage earner in the 
household.

•	 Unemployment.
•	 Increased housing expenses (i.e. ARM 

loan rate adjustment).
•	 Disaster (natural or man-made).
•	 Business failure.
•	 Long-term or permanent illness or dis-

ability of borrower, co-borrower or de-
pendent family member.

•	 Divorce or legal separation of a borrower 
or co-borrower.

•	 Employment transfer / relocation (in-
cluding Permanent Change of Station 
order for military personnel) greater 
than 50 miles from current primary resi-
dence.

•	 NOTE: If a borrower faces a hardship not 
listed above and provides relevant doc-
umentation to the servicer, the servicer 
must review the Borrower Response 
Package and make a determination if 
the short sale request is legitimate. It 
must then submit that recommendation 
to Fannie Mae / Freddie Mac for approv-

al.10

Streamlined short sale approach for 
borrowers most in need

For borrowers that are 90 days or more de-
linquent in their mortgage payments, have 
credit scores of less than 620, and have seri-
ous financial hardships, the documentation 
previously required to demonstrate need; 
that is, the Borrower’s Response Package, 
has been all but eliminated. These borrowers 
are deemed to have qualified for a short sale 
and are exempt from the requirements to 
make any cash contribution or sign a promis-
sory note as part of the short sale process. For 
borrowers that qualify these changes should 
significantly cut the delays associated with 
getting a short sale approved. In addition 
these borrowers will qualify for a “relocation” 
incentive of up to $3,000 from Fannie Mae to 
be paid following the successful completion 
of a short sale.11

Military personnel with Permanent 
Change of Station (PCS) orders

The new guidelines provide special treat-
ment for service members who are being 
relocated. Now military personnel with PCS 
orders are automatically eligible for short 
sales, even if they are current on their exist-
ing mortgage obligations. In addition, these 
personnel will be under “no obligation to 
contribute funds to cover the shortfall be-
tween the outstanding loan balance and 
the sales price on their homes.”12 Likewise, 
non-military borrowers who need to relocate 
more than 50 miles from their current home 
for a job transfer or new employment op-
portunity, qualify for a short sale even if the 
borrower is current on their mortgage pay-
ments.13

Dealing with second mortgages
In addressing the log jam that has been 

created by junior lien holders refusing to 
release their lien claims in deals that have 
otherwise been approved for a short sale by 
the servicer, Fannie Mae and Freddie Mac are 
now requiring subordinate lienholders to ac-
cept from the proceeds of the short sale the 
sum of $6,000 in exchange for a release of 
their lien claims and a full release of liability 
for the borrower.14 (Note: it doesn’t matter 
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how many subordinate lien holders there are, 
the $6,000 amount is an aggregate amount). 

Waiving the right to pursue  
deficiencies

Unless the borrower qualifies for the 
streamlined documentation short sale pro-
cess, is active military personnel with PCS 
orders, or the collection of a deficiency is 
otherwise exempt by applicable law, the 
guidelines require the borrower to be evalu-
ated to determine if they will be required to 
make what FHFA refers to as a “reasonable 
contribution”15 or be asked to execute a 
promissory note as a condition of approving 
the short sale.

When determining whether or not a bor-
rower who is delinquent on their mortgage 
payments or in imminent default will have 
to make a cash contribution, the servicer is 
required to examine the borrower’s financial 
health; and they do so by examining the dis-
closures the Borrower made on the Uniform 
Borrower Assistance Form.16

[I]f the borrower has cash reserves, 
including assets such as cash, savings, 
money market funds, marketable 
stocks or bonds (excluding retirement 
accounts), . . . are:

•	 in excess of the greater of 
$10,000; or

•	 six times the contractual month-
ly mortgage loan payment in-
cluding principal, interest, and 
tax and insurance escrows (PITI). 
(If the servicer does not escrow 
for taxes and insurance, it must 
estimate the borrower’s month-
ly tax and insurance premium 
amounts).

If a borrower has cash reserves of 
more than $50,000, the servicer must 
request written approval from Fannie 
Mae for the contribution amount.

If the servicer determines that the 
borrower has the capacity to make a 
cash contribution, the servicer must 
initially request a contribution of 20% 
of the borrower’s cash reserves, not to 
exceed the deficiency.17

 It is of interest to note that the contem-
plated 20% contribution to the shortage is 
not written in stone and if a borrower who 
is more than 30 days delinquent on their 
payment is either unwilling or unable to 
pay 20% of their cash reserves, the servicer 

is given the ability to negotiate a lower cash 
contribution, “but must provide an explana-
tion in the mortgage loan servicing file of the 
specific circumstances that limited the bor-
rower’s ability to make a full contribution.”18 
Likewise, where the borrower 

is offered a short sale under the ‘im-
minent default’ standard and is either 
unwilling or unable to contribute 20% 
of their cash reserves, the servicer must 
request approval from Fannie Mae to 
accept less than the 20% contribution. 
However, if the borrower’s hardship is 
death of the primary wage earner, the 
servicer may negotiate a borrower’s 
cash contribution for less than 20% of 
the cash reserve, but must provide an 
explanation in the mortgage loan ser-
vicing file of the specific circumstances 
that limited the borrower’s ability to 
make a contribution.19

In situations where cash reserves are un-
available the servicer must then evaluate the 
borrower to see if a contribution can be se-
cured through the use of a promissory note.20 
To determine whether or not a borrower is an 
appropriate candidate for a promissory note 
the servicer is required to examine the bor-
rower’s future debt-to-income ratio of the 
borrower (i.e. “back-end-ratio”). If the bor-
rower’s total monthly debt is less than 55% 
then there is an initial determination that the 
borrower has the capacity to make a promis-
sory note contribution. The borrower’s total 
monthly debt is to include the borrower’s fu-
ture housing expenses,21 monthly payments 
on all installment debts with more than 10 
months remaining, credit card payments, ali-
mony, child support, separate maintenance 
payments if more than 10 months remaining, 
car lease payments, as well as any negative 
rental income from other investment proper-
ties owned.22

Once this determination is made, the ser-
vicer as part of the short sale package must 
initially request the borrower to execute a 
five- to 10-year promissory note, at zero in-
terest, with a monthly payment that does not 
exceed one-half of the difference between 
the borrower’s future monthly housing ex-
penses and 55%. The actual promissory 
note balance is the final monthly amount 
negotiated between the borrower and the 
servicer multiplied by the negotiated term 
(60 or 120 months) not to exceed the defi-
ciency amount. (NOTE: promissory notes are 
NOT required if the note balance is less than 
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$5,000).
So if we were to assume that a borrower 

had a future total monthly debt ratio of 49% 
with a Gross Monthly Income of $4,000 his 
initial monthly payments under the formula 
would be $120.23 Assuming a five year pay-
back, the total amount contributed by the 
borrower would be $7,200. Again, as we 
saw with borrowers making cash contribu-
tions, if the borrower is unwilling or unable 
to agree to a monthly promissory note pay-
ment based on the prescribed calculation, 
the servicer is given the authority to nego-
tiate a lower payment, but must provide an 
explanation in the mortgage loan servicing 
file of the specific circumstances that limited 
the borrower’s ability to make the payment.

Upon the completion of the short sale, 
the borrower will be released from any liabil-
ity for deficiency and will be in a position to 
qualify for another Fannie Mae / Freddie Mac 
guaranteed mortgage within two years.

Conclusion
With 4.63 million loans in Fannie’s and 

Freddie’s combined portfolios underwater 
and approximately four out of five of those 
loans being current,24 FHFA needed to modi-
fy their policies to address the situation faced 
by homeowners who are upside down on 
their property and in imminent danger of 
defaulting on their mortgage obligations. By 
streamlining the short sale approval process 
and providing servicers with the ability to 
make decision without going back to Fannie 
Mae or Freddie Mac for final approval, FHFA 
has taken major strides toward providing 
borrowers with new options for avoiding 
foreclosure.25

Combining these changes with the FHFA 
announced guidelines earlier in June of this 
year “that established strict timelines for ser-
vicers considering short sales[.]”,26 it appears 
that the lengthy delays now associated with 
short sales may actually become a thing of 
the past. 

For transactional attorneys handling 
short sales these changes should assist in 
lessening the amount of time we will have to 
commit to gathering and transmitting finan-
cial information to the servicer, especially for 
delinquent borrowers and military personnel 
who qualify for the streamlined procedure; 
but more importantly, they provide us with 
an additional remedy that we can now offer 
our ailing clients who are struggling to keep 
their mortgage current payments. ■
__________
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mentation of “pay-if-paid” clauses results in 
a subcontractor being squeezed from both 
sides, with no recourse against the upstream 
contractor, and no defense to its downstream 
suppliers’ demand for payment.

In such instances, subcontractors are 
left scrambling to find any means of secur-
ing payment in an effort to satisfy their own 
creditors. Fortunately for subcontractors, 
and to the chagrin of contractors, the seem-
ingly impenetrable protection afforded by a 
“pay-if-paid” clause is not always so resolute. 
Accordingly, subcontractors and contractors 
would both be well served in making them-
selves aware of the proper means of creating 
a “pay-if-paid” clause, and the various ways it 
might be circumvented.

I. Condition Precedent (“Pay-if-
Paid”) or Payment Schedule (“Pay-
when-Paid”)

In Illinois, as in most states, conditions 
precedent that result in a forfeiture of pay-
ment are disfavored.1 Accordingly, while a 
provision that makes payment by a general 
contractor contingent upon its receipt of 
funds from the owner is valid and enforce-
able,2 the intent to create such a condition 
precedent must be established through 
clear, unambiguous language, otherwise 
it will not be enforced.3 Based on this stan-
dard, courts throughout the country have 
interpreted provisions expressing a clear, 
unambiguous intent to create a contingent 
payment, and those that lack such a clear 
expression, as creating two distinct types of 
protection.4 These two distinct provisions are 
commonly referred to as “pay-if-paid” and 
“pay-when-paid” clauses, respectively.5

a. Payment Schedule (“Pay-When-Paid”)
A “pay-when-paid” clause establishes that 

a contractor will make payment to its sub-
contractors after funds are received from the 
owner. A typical example of such a provision 
is set forth as forth in 7th Circuit’s decision 
BMD Contractors, as follows: “’Contractor 
shall pay subcontractor within seven days 
of contractor’s receipt of payment from the 
owner.’”6

Because these provisions do not include 
language conveying an express and unam-
biguous intent to create a condition prec-
edent, courts interpret such clauses as cre-

ating merely a timing mechanism aimed at 
protecting against minor delays in payment.7 
Such a provision provides a contractor with a 
“reasonable” amount of time to collect pay-
ment, but it does not allow the contractor to 
avoid its payment obligations to subcontrac-
tors in the event it fails to collect payment 
for itself. If a general contractor fails to make 
payment to its subcontractors within a “rea-
sonable” time, regardless of whether funds 
are ever received from the owner, the sub-
contractor can freely pursue a breach of con-
tract claim against the general contractor.

The frequently cited rationale behind 
such rulings is the universal disfavor of con-
ditions precedent that result in the forfeiture 
of payment. Hence, a “pay-when-paid” pro-
vision only offers protection against minor 
delays in payment, but it will not protect a 
contractor against an upstream party’s insol-
vency or failure to pay.8

b. Condition Precedent (“Pay-if-Paid”)
In stark contrast, a “pay-if-paid” clause 

reflects a clear and unambiguous intent to 
create a condition precedent, whereby a 
contractor’s obligation to pay its subcontrac-
tors will not arise unless and until it receives 
payment itself. There are two frequently cited 
cases in Illinois that discuss what language is 
sufficient to create a condition precedent. 
The first case is a First District decision in 
A.A. Conte, which holds that the following 
language is sufficient to create a condition 
precedent:

. . .invoices submitted before the 25th 
of the current month will be paid by the 
28th of the following month, provided 
the material so delivered is acceptable, 
and if payment for invoiced materi-
als has been received by [the general 
contractor] under its general contract. 
[Emphasis added by Court].9

In its decision, the Court in A.A. Conte re-
iterated that conditions precedent are disfa-
vored, and that they will not be construed as 
allowing a contractor to avoid its payment 
obligations unless such intent is supported 
by clear and unambiguous language. In a 
majority opinion, the Court in A.A. Conte 
went on to rule that the language in the 
above quoted provision clearly established 
that payment to the subcontractors was con-
tingent upon the general contractor first be-

ing paid. The Court provides little analysis or 
insight into its finding, but based upon the 
emphasis that it placed on the phrase start-
ing with the term “if”, it can only be presumed 
that the word “if” was essential to the Court’s 
decision that the language was clear and un-
ambiguous.10

In addition to a lack of a detailed analysis, 
the decision in A.A. Conte also failed to ad-
dress, or even acknowledge, the apparent 
conflict between its ruling and the current 
rule in the vast majority of jurisdictions as 
well as the guidance of the Restatement (Sec-
ond) of Contracts.11 The failure of the major-
ity’s opinion to offer an in-depth analysis or 
address the apparent conflict with other 
jurisdictions was identified in the dissenting 
response, which made a point to cite a series 
of jurisdictions and various other authority, 
all of which held that language similar to that 
at issue was insufficient to create a condition 
precedent.12 The rationale of the dissenting 
opinion in A.A. Conte was subsequently ad-
opted by the Northern District of Illinois in its 
decision of Brown & Kerr, Inc. v. St. Paul Fire and 
Marine Insurance Co.

In Brown & Kerr, the Court found the fol-
lowing language failed to create a condition 
precedent:

. . . the entire unpaid balance of the 
Subcontract Sum, shall be made by 
the Contractor to the Subcontractor 
when . . . the Contractor has received 
final payment from the [owner]. . . [Em-
phasis added].13

In support of its decision, the Court cited 
to the dissent’s analysis in A.A. Conte, and 
further acknowledged that since the rul-
ing in A.A. Conte, the Illinois Legislature had 
codified the universal dislike of such con-
ditions precedent by making such clauses 
unenforceable with respect to relief sought 
under the Illinois Mechanics Lien Act.14 While 
the Court acknowledged that the statutory 
prohibition against “pay-if-paid” clauses did 
not apply to contract claims, it construed the 
Legislature’s enactment of this prohibition as 
additional support for the strict interpreta-
tion promoted by the dissent in A.A. Conte 
and adopted by a majority of other jurisdic-
tions.

Absent the Northern District’s apparent 
inclination to follow the more strict approach 

The leaky “pay-if-paid” clause: A fluid story of the “if’s” and “when’s” of contingent payments

Continued from page 1



6  

Commercial Banking, Collections & Bankruptcy Law | January 2013, Vol. 57, No. 4

followed by other jurisdictions, the only dif-
ference between the clauses in Brown & Kerr 
and A.A. Conte is the use of the term “when” 
instead of “if’. Because the First District’s de-
cision in A.A. Conte remains uncontroverted 
in Illinois State Court, it would appear that 
beyond the venue of the case, the difference 
between whether a clause will be construed 
as either a “pay-when-paid” or “pay-if-paid” 
provision may turn on as little as the words 
if or when.

The astute practitioner, however, will 
be justified in treating any payment clause 
that relies solely on the term “if” as suspect. 
The lack of analysis contained in the court’s 
decision in A.A. Conte, the Illinois Legisla-
ture’s subsequent codification of the policy 
disfavoring conditions precedent, the First 
District’s subsequent reaffirmation of the 
universal dislike for conditions precedent,15 
and the recent 7th Circuit decision adopt-
ing the majority view,16 all suggest that sim-
ply including the term “if” may no longer be 
enough. Accordingly, any attempt to create 
a “pay-if-paid” clause should include one or 
more of the following phrases: “condition,” 
“unless and until,” “if and only if,” or other simi-
lar language.17

II. Prevention Doctrine
The mere existence of a “pay-if-paid” 

clause does not protect a contractor from all 
instances of non-payment. As with all con-
ditions precedent, a Court will construe the 
condition as being satisfied or waived if the 
party to whose benefit the condition runs 
contributes to its non-occurrence.18 Stated 
more plainly, if the contractor was a contrib-
uting cause to the owner’s non-payment, the 
“pay-if-paid” clause will not be enforced to 
protect the contractor from his own wrong.

This doctrine is commonly referred to as 
the “prevention doctrine” or “wrongful pre-
vention doctrine.”19 As applied in Illinois, it 
has been used to prevent contractors from 
relying on a “pay-if-paid” clause in instances 
in which the contractor failed to properly 
submit payment applications,20 or when 
the contractor improperly agreed to accept 
a lesser amount from the owner without the 
subcontractors’ authority.21 Other jurisdic-
tions have applied the doctrine to instances 
in which a contractor convinced the owner 
not to pay a subcontractor,22 when a con-
tractor contributed to the owner’s decision 
not to secure additional financing to pay 
subcontractors,23 or when a contractor failed 
to timely submit change order requests.24 A 

more common application of the “preven-
tion doctrine” is likely to occur when the 
owner withholds payment due to deficien-
cies in the contractor’s work, or because of 
deficiencies in the work of the contractor’s 
other subcontractors.25

Importantly, it is not necessary that a sub-
contractor demonstrate that the upstream 
contractor acted willfully or intentionally in 
causing the condition precedent not to oc-
cur.26 Rather, the subcontractor need only 
show that the contractor acted unreasonably 
or unjustly.27 Based upon the view of juris-
dictions with more extensive case law on the 
topic, a “pay-if-paid” clause might be waived 
even though the contractor was not the sole 
cause of the non-payment. Rather, it may 
be enough to avoid a “pay-if-paid” clause 
if the contractor “materially contributed or 
hindered” the owner’s ability or decision to 
pay.28

III. Mechanics Lien and Bond Claims
Lastly, if a conditional payment clause is 

found to create an enforceable condition 
precedent, and the condition was not ren-
dered unenforceable by the conduct of the 
contractor, the subcontractor still has re-
course under the Illinois Mechanics Lien Act, 
and may also have a claim against any appli-
cable payment bond.

The Mechanics Lien Act expressly states 
that liability under the act cannot be avoided 
by a contractual clause that conditions pay-
ment on the receipt of funds from a third 
party.29 Thus, the importance of properly 
protecting and securing a subcontractor’s 
mechanics lien claim cannot be overstated.

In addition, the judiciary has ruled that 
a surety on a payment bond cannot rely 
upon a “pay-if-paid” clause in the construc-
tion contract as a defense to a bond claim.30 
This is an exception to the common law rule 
that a surety is entitled to assert any defense 
that its principal would be able to claim, but 
the exception may not apply if the bond it-
self expressly incorporates the “pay-if-paid” 
clause.31

The application of “pay-if-paid” versus a 
“pay-when-paid” clause can have drastic and 
far reaching implications. It is thus essential 
that these disparate clauses are fully under-
stood, because the impact of such clauses 
might be the difference between a contrac-
tor floating to safety or drowning in debt. ■
__________

Nicholas J. Johnson is an associate attorney 
with Lyman & Nielsen, LLC. He has experience rep-

resenting entities involved in all aspects of com-
mercial real estate construction. He has served as 
co-adjunct professor of construction law at Oak-
ton Community College, and has authored or co-
authored multiple articles relating to real estate 
construction and mechanics lien law.
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