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Introduction

Buying Homes in Foreclosure is written for real estate licensees,
equity purchase (EP) investors and attorneys. The course material is
designed to be an educational tool for use in the classroom and in
correspondence studies as well as a technical research and reference
tool.

The objective of this study is to fully provide experienced licensees
with complete knowledge of the statutory scheme governing home
sales transactions between sellers-in-foreclosure and EP investors.
Importantly, EP investors and their agents need to know and apply
all the unique EP rules when negotiating and preparing purchase
agreements and escrow instructions to acquire an owner-occupied
residencein foreclosure.The material in this bookis based on California
law and controlling federal law existing on the date of this printing.

On completion of this study, agents and EP investors, whether they
are licensed or unlicensed individuals acting as principals, will be
prepared to handle all aspects of the sale and acquisition of owner-
occupied, one-to-four unit residential property in foreclosure.

Included in each chapter is a summary of issues reviewed in the
chapter with definitions of the key terms essential to the reader’s
comprehension of the topic. Unless a form cited in the book says,
“See Form XXX accompanying this chapter” [emphasis added],
it is not in the book. However, the reader has access to a fillable
and savable version of all goo+ first tuesday forms online at
firsttuesdayjournal.com.

All materials are also accessible online from the reader’s Student
Homepage at www.firsttuesday.us during their one-year enrollment
period.

Future errata, supplemental material and recent developments specific
to Buying Homes in Foreclosure are available for further research
within the Online Reading section of the reader’s Student Homepage
at firsttuesday.us.
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Equity purchase
investments

After reading this chapter, you will be able to:

+ document an equity purchase (EP) transaction between an
owner-occupant seller of a one-to-four unit residential property
in foreclosure and an EP investor who acquires the property for
dealer, investment or security purposes;

+ apply the specific rules controlling an EP investor acquisition;

+ advise on a seller-in-foreclosure’s five-business-day right to cancel
an EP transaction; and

+ explain to EP investors a seller-in-foreclosure’s two-year right to
rescind a closed purchase transaction.

equity purchase investor five-business-day right to
equity purchase transaction cancel

An equity purchase (EP) transaction takes place when the seller-
occupant of a one-to-four unit residential property in foreclosure enters
into an agreement and conveys title to the property, for any purpose, to any
person who acquires title for:

+ dealer purposes; or
+ investment or security purposes.
The non-occupying person acquiring title to the residence of a seller-in-

foreclosure is called an EP investor. Specific rules for rights and remedies
apply to all EP transactions.

Chapter

Learning
Objectives

Key Terms

The equity
purchase investor
scheme

equity purchase
transaction

A property transaction
in which a one-to-
four unit residential
property in foreclosure,
occupied by the owner
as their principal
residence, is acquired
for dealer, investment
or security purposes
by an investor. [See ft
Form 156]
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equity purchase
investor

A person who acquires
title to a seller-
occupied, one-to-four
unit residential
property in foreclosure
for dealer, investment
or security purposes.

The Equity
Purchase (EP)
agreement

Cancellation
within five
business days

Conversely, an EP transaction does not occur and the EP rules do not apply if:

+ thebuyer whoacquires title to the property occupies it as their personal
residence, such as the classic buyer-occupant of a home; or

+ alender originates a trust deed loan for the acquisition of the property.

The EP codesdistinguish principalresidence from personaluse of aresidence.

The seller of a principal residence comes under the protection of EP codes.
Exempt buyers avoid application of the EP code. To be exempt from EP rules,
the buyer only needs to meet the test of using the property as their personal
residence.

Thus, a buyer’s acquisition of a second home or vacation home for personal
use is legislatively exempt from the EP laws, as is their use of the property
acquired astheirprincipal residence. All otherusesare considered investment
purposes.

Equity purchase rules and remedies apply to all buyers who are classified
by conduct as EP investors, regardless of the number of EP transactions the
buyer completes as an investor. A buyer, to be designated as an EP investor,
is not limited to being in the business of buying homes in foreclosure for EP
law to apply.!

Both the EP investor and their agent need to comply with EP law or be subject
to penalties.

Initially, EP law controls the content of forms used to document an EP sale.
The EP agreement signed by an EP investor will:

+ Dbe printed in bold type, ranging from 10-point to 14-point font size;
+ contain EP right-to-cancel notices to the buyer; and

+ be in the same language used during negotiations with the seller-in-
foreclosure.? [See first tuesday Form 156]

Failure to use the correct forms subjects the EP investor and the transaction
agents to liability for all losses incurred by the seller-in-foreclosure, plus
further penalties.? [See Chapter 2]

Editor's note — first tuesday’s Equity Purchase Agreement, Form 156,
complies with all statutory requirements imposed on an EP investor and
sets forth the requisite notice to the seller-in-foreclosure of their right to
cancel [See first tuesday Form 156]

After entering into an agreement to sell their principal residence while
in foreclosure, the seller-in-foreclosure has a five-business-day right
to cancel the agreement. This period commences on acceptance of an EP

1 Segura v. McBride (1992) 5 CA4th 102
2 Calif. Civil Code §§1695.2, 1695.3, 1695.5
3 Segura, supra
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agreement containing the notice of the seller’s cancellation rights. During
this time period, the seller is permitted to cancel the sale, with or without
cause.

The statutory right to cancel within five-business-days after the seller accepts
is set out in boilerplate language contained in equity purchase agreements.
If the seller cancels before the period expires, the sale under the purchase
agreement may not close. English language EP agreements include proper
font throughout and notice to the seller of their five-business-day right to
cancel, as they are designed to comply with all aspects of EP law.

The seller’'s cancellation period expires at:

+ midnight (12:00 a.m.) of the fifth business day following the day
the seller accepts an EP agreement submitted by an investor which
contains the right to cancel notice; or

+ 8:00 a.m. of the day scheduled for the trustee’s sale, if it is to occur first.4
The seller-in-foreclosure’s five-business-day period during which they have

the right to cancel the transaction does not begin to run until proper notice of
the cancellation period is given to the seller.s

Occasionally, a purchase agreement is used which fails to contain the
requisite notice of right to cancel. Here, the seller may cancel the sales
agreement and escrow at any time prior to service of proper notice and the
passing of the five-business-days for cancellation.

Further, the seller is permitted to rescind the sale even after conveying
title when the notice of right to cancel was not delivered more than five
business days before the conveyance. The seller’s right to rescind the closed
sales transaction and recover ownership of the property remains until the
running of five business days after notice is actually received by the seller.

A business day is any day except Sunday and the following business
holidays:
*+ New Year's Day;
+ Washington’s Birthday;
+ Memorial Day;
+ Independence Day;
+ Labor Day;
+ Columbus Day;
+ Veterans’ Day;
+ Thanksgiving Day; and
+ Christmas Day.

4 CC81695.4(a)
5 CC81695.4(b)

five-business-day
right to cancel

An owner-occupant
seller of a one-to-

four unit residential
property in foreclosure
on entering into a
purchase agreement
with an investor is
entitled to cancel the
agreement during

a five-business-day
period commencing
on receipt of notice of
the right to cancel. [See
ft Form 156, page 6]

Business days
under EP law
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Prohibited
activities
during the
right to cancel
period

False
representations
prohibited

Saturday is considered a business day under EP law, unless it falls on an
enumerated holiday. Many state holidays are not included as holidays.®

Until expiration of the right of the seller-in-foreclosure to cancel the
transaction, the EP investor may not:

+ acceptor induce a conveyance of any interest in the property from the
seller;

+ record any documentwith the county recorder regarding the residence
signed by the seller;

« transferan interest acquired in the property to a third party;

« encumber any interest acquired in the residence; or

« handthe seller a “good-faith” deposit or other consideration.”
However, esccow may be opened on acceptance of the EP investor's offer
for deposit of deeds and funds with escrow. Escrow’s involvement does not

violate the right to cancel since the seller-in-foreclosure does not convey the
property to the buyer and does not receive funds until the close of escrow.

Cancellation of the purchase agreement by the seller-in-foreclosure is
effective on delivery of the signed written notice of cancellation to the EP
investor's address in the EP agreement, part of the right to cancel notice.®

When the EP investor receives the seller-in-foreclosure’s written notice of
cancellation, the EP investor is to return all original documents to the seller
within ten days of receipt. Returned documents include the original EP
agreement bearing the seller’s signature.®

When the cancellation period expires without the seller canceling, the
purchase agreement becomes enforceable and escrow may close, unless
other contingencies remain to be eliminated.

In negotiations with the seller-in-foreclosure, the EP investor is prohibited
from misrepresenting or making misleading statements about:
+ the value of the property in foreclosure;

+ thenetproceedsthesellerreceives on closing escrow [See first tuesday
Form 310];

+ the terms of the purchase agreement or any other document the EP
investor uses to induce the seller to sign; or

+ therights of the seller in the EP transaction.*

These rules also apply to the EP investor's agent.

CC 8§1695.1(d)
CC §1695.6(b)
CC §1695.4(b)
CC §1695.6(c)
0 CC §1695.6(d)

B O N O
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When an EP investor locates a property in foreclosure and begins an investigation of Sidebar
ownership, mortgage conditions and market value, their agent’s due diligence effort i
includes gathering recorded data regarding: Locatmg
«  Notice of Defaults (NODs); properties in
* Notice of Trustee’s Sales (NOTS); foreclosure

e rescission of a NOD and trustee’s deed; and

* the content of these documents.

Services exist which gather and publish the daily recording of foreclosure-related documents,
their contents, and ancillary information on the properties available from public records and
title companies. The reporting is available primarily online, and is updated daily.

The foreclosure data is obtained directly from recorded documents or from providers of the
data who collect and enter the data directly from the county recorder’s records.

Companies that provide these online services are available at:

e www.retran.net;

e www.countyrecordsresearch.com;
* www.foreclosureradar.com;

* www.foreclosures.com; and

The buyer’s agent is able to filter search results by factors such as:

* address (ZIP code/city/county);
e type of property;
¢ recording dates of the trust deed/NOD/NOTS; or

e original loan amount or delinquency amount.

After escrow closes on a properly documented EP transaction, and while the Post-closing
EP investor remains the owner, the EP investor’s title is subject to the seller- . .
in-foreclosure’s right of rescission for two years. rescission

To be effective, the seller’s rescission of a closed sales transaction needs to be rights,
based on evidence of unconscionable conduct the EP investor engaged .

in with regards to the transaction. Any attempt to get around this right to penaltles
rescind by waiver of the seller's two-year right to rescind and recover the

property is void and unenforceable.”” [See Chapter 4]

Also, any provision in an EP agreement or escrow instructions that purports
to limit the liability of the EP investor for money losses claimed by the seller
due to misrepresentations of the EP investor or their broker is void. [See first
tuesday Form 150 §10.8]

Further, the EP investor is liable for all losses incurred by the seller-in-
foreclosure due to misrepresentations made by the EP investor or their
agent.*?

The EP investor is liable for any of the seller's money losses caused by
failure of the EP investor or their agent to comply with EP law. The seller-
in-foreclosure has four years from the date of the EP investor's violation to
recover their money losses and penalties.

11 CC8§81695.10, 1965.14
12 CC8§1695.15
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Cancellation
within five
business days

Chapter 1
Summary

If the EP investor acquires title and transfers or encumbers the property
before the cancellation period expires after notice, the EP investor is further
subject to:

+ a statutory penalty of three times the amount of the seller's monetary
losses; or
+ aminimum $2,500 civil penalty.'3 [See Chapter 2]
An EP investor who violates the five-day cancellation period or takes

unconscionable advantage of the seller-in-foreclosure is subject to
imprisonment and a fine no greater than $25,000 or both for each violation.*

13 CC8§1695.7
14 CC8§1695.8

An equity purchase (EP) transaction takes place when the seller-
occupant of a one-to-four unit residential property in foreclosure enters
into an agreement and conveys title to the property, for any purpose, to
any person who acquires title for:

+ dealer purposes; or

+ investment or security purposes.

The non-occupying person acquiring title to the residence of a seller-
in-foreclosure is called an EP investor. Specific rules for rights and
remedies apply to all EP transactions.

Failure to use the correct forms subjects the EP investor and the
transaction agents to liability for all losses incurred by the seller-in-
foreclosure, plus further penalties.

After entering into an agreement to sell their principal residence while
in foreclosure, the seller-in-foreclosure has a five-business-day right
to cancel the agreement. This period commences on acceptance of an
EP agreement containing the notice of the seller's cancellation rights.
During this time period, the seller is permitted to cancel the sale, with
or without cause.

After escrow closes on a properly documented EP transaction, and
while the EP investor remains the owner, the EP investor's title is
subject to the seller-in-foreclosure’s right of rescission for two years. To
be effective, the seller’s rescission of a closed sales transaction needs
to be based on evidence of unconscionable conduct the EP investor
engaged in with regards to the transaction.

Further, the EP investor is liable for all losses incurred by the seller-in-
foreclosure due to misrepresentations made by the EP investor or their
broker.
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equity purchase investor Pg.2 Chapter 1
equity purchase transaction Pg. 1

five-business-day right to cancel Pg.3 Key Terms
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The equity purchase
agreement

After reading this chapter, you will be able to:

+ apply the guidelines for an equity purchase (EP) investor's
acquisition of a seller’s principal residence in foreclosure;

« prepare an EP offer using an EP agreement; and

+ advise on the penalties for an investor violating EP laws.

bona fide purchaser (BFP) two-yearright of rescission
equity purchase transaction

Consider a seller who defaults on a note secured by a trust deed lien on their
principal residence, a one-to-four unit residential property. A Notice of
Default (NOD) is recorded as agreed under the power-of-sale provision in
the trust deed, placing the property in foreclosure. [See first tuesday Form

471]

An EP investor, having good credit and no knowledge of equity purchase
(EP) laws, orally agrees to use their creditworthiness for the benefit of the
seller-in-foreclosure. The EP investor agrees to refinance the property in
exchange for a fee to be paid monthly by the seller, until fully paid. The seller
conveys title to the investor for purposes of recording the refinancing and as
security for the seller's deferred payment of the extension-of-credit fee due
the EP investor.

It is additionally agreed the seller will remain in possession, pay all the
costs of ownership and make monthly payments to the EP investor to cover
payments on the refinancing and the fee due the EP investor. Title will be
reconveyed to the seller when the fee due to the EP investor is fully paid and
the seller assumes the refinancing debt.

Chapter

Learning
Objectives

Key Terms

An EP
investor’s
proper
documentation
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Seller-in-
foreclosure
recovers value
of lost equity

bona fide purchaser
(BFP)

A buyer other than the
mortgage holder who
purchases a property
for value at a trustee’s
sale without notice of
title or trustee’s sale
defects.

No written agreement or escrow instructions are entered into to document
the transfer of title or the terms of the extension-of-credit and refinancing.
The seller conveys title to the investor by handing the EP investor a signed
grant deed. The EP investor records the deed.

Concurrent with the delivery of the grant deed, the seller enters into a written
lease agreement and option to purchase with the EP investor. The agreement
calls for the payment of monthly rent and includes a purchase option. The
option allows the seller to recover title to their property on payment of an
unspecified sum of money. The lease option agreement to purchase also
states the EP investor reserves the right to sell the property on the seller’s
default on the lease agreement.

The seller receives no funds for the conveyance of their equity to the EP
investor.

Continuing our example, the EP investor on taking title from the seller-in-
foreclosure transfers title to themselves and their spouse as joint tenants. A
first trust deed loan is originated which funds the payoff of the existing loan.
The new loan is sufficient in amount for the EP investor to recover all the
funds advanced to pay off the loan in foreclosure and the costs of the new
loan, including:

+ title insurance premiums;
« escrow fees; and

+ loan charges.

Later, when interest rates drop, the investor again refinances the property.
The refinancing reduces the EP investor's monthly loan payments, thus
increasing their net cash flow from the rent they receive under the seller’s
leaseback. Prepayment penalties are incurred on the payoff, as well as
origination costs for the new loan, all of which are covered by inclusion in
the new loan amount.

The seller defaults on the lease agreement. A 3-day notice to pay rent or quit
is served on the seller due to their default on the lease agreement. The seller
does not pay and is evicted. [See first tuesday Form 575 and 575-1]

The EP investor sells the property, conveying title to a buyer. The buyer is
a bona fide purchaser (BEP), unaware of the seller's unrecorded option
rights to repurchase the property. No sales proceeds remain after the loan
payoff due to a decline in the property’s value after the investor first took
title.

The seller now makes a demand on the EP investor for the dollar value of
their lost equity in the property, claiming the transfer violated the state’s EP
laws.The amount demanded is based on the value of the seller’s equity at the
time the investor took title.

1 Boquilon v. Beckwith (1996) 49 CA4th 1697
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Is the seller who was in foreclosure at the time the EP investor acquired title
entitled to recover the value of their equity from the EP investor?

Yes! The seller conveying title to their principal residence to an EP investor
when in foreclosure is entitled to recover money losses equal to four times
the sum of the fair market value (FMV) of their equity at the time they
conveyed title to the EP investor, minus any funds they may have received
from the EP investor.

Recovery of the seller’s lost equity is allowed since the EP investor violated
EP law on each of the following events:

+ failure to document in writing the terms for repayment of the funds
the EP investor was owed3;

+ acquiring title to the seller’s principal residence without first entering
into a written purchase agreement that conforms to EP law4 and

« further transferring title to the property (to their spouse and again to
the BFP) without the written consent of the seller.s

Editor’s note — The EP investor in our facts was actually acting as a lender.
All this chaos is avoided when the loan transaction is structured as a note
and trust deed loan. As a loan, their advance of payoff funds is evidenced
by a note signed by the seller in their favor and secured by a trust deed on
the property. Then, if the EP investor/lender needs to recover their advance
of funds, they either collaterally assign or sell the note and trust deed to
another EP investor interested in holding a trust deed note. Note and trust
deed documentation of the advance of funds complies with EP law and
avoids penalties for failure to comply due to a transfer of title when the
property is the seller’s residence and a trust deed on it is in foreclosure.

Title to real estate is not transferred when a trust deed lien is created to
encumber the property as security for the loan.’

An EP transaction occurs on the sale of a one-to-four unit residential
property when a trust deed encumbrance on the property is in foreclosure
and the property is occupied as the seller’s principal residence, if the buyer
acquires title for:

« dealer purposes (resale on a flip, whether or not rented in the interim);
or

+ investment (to hold as a rental income property) or security purposes.

Now consider the sale of a one-to-four unit residential property that
is occupied by the seller as their principal residence. The property is in
foreclosure under a trust deed. The seller’s agent locates a buyer who does

Segura v. McBride (1992) 5 CA4th 1028

Calif. Civil Code §1695.3(d)

CC §1695.6(a)

Boquilon, supra; CC §1695.6(e)

Monterey S.P. Partnership v. W.L. Bangham, Inc. (1989) 49 C3d 454

o un b~ w N

equity purchase
transaction

A property transaction
in which a one-to-

four unit residential
property in foreclosure,
occupied by the owner
as their principal
residence, is acquired
for dealer, investment
or security purposes by
an EP investor. [See ft
Form 156]

The EP
transaction

Documenting
EP sales
transaction
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Right of
rescission,
recovery of

residence

two-year right of
recission

A seller-in-foreclosure’s
right torescind a
closed equity purchase
transaction when

the equity purchase
investor exploits

an unconscionable
advantage during
negotiations to acquire
the property.

Buying Homes in Foreclosure, Seventh Edition

not intend to occupy the property as their principal residence. Thus, as an EP
investor, the buyer is acquiring the property for either dealer or investment
purposes. The EP investor is not represented by a broker.

A preprinted form EP agreement in compliance with EP law is used by the
EP investor to document the sales transaction. [See Figure 1, first tuesday
Form 156]

Escrow is immediately opened, conditioned on the expiration of the five-
business-day right of the seller to cancel following acceptance. Escrow
instructions are prepared and deeds are deposited in escrow, but the investor
will not place any funds in escrow until escrow makes a demand for funds
on closing. [See Chapter 1]

The seller-in-foreclosure’s five-business-day right to cancel expires without
the seller exercising the right. Thus, the EP agreement is now enforceable
since no contingencies remain to be eliminated before escrow may use
the seller’s grant deed. The EP investor on a demand for funds from escrow
deposits funds and the transaction closes.

However, once the period for the notice of right to cancel in the EP agreement
runs and the transfer occurs, the EP investor has an additional EP risk to
consider: their title is subject to the seller-in-foreclosure’s two-year right of
rescission, which commences upon closing.

The two-year right of rescission is based on the existence of any
unconscionable advantage the EP investor may have introduced into
the negotiations that brought about the sale. The two-year right of rescission
cannot be waived by the seller in an effort by the EP investor to eliminate the
EP risk imposed on an EP investor after closing.” [See Chapter 4]

However, the seller-in-foreclosure cannot rescind a closed sale and recover
the property by exercising this right if the EP investor has:
+ resold the property to a buyer who is classified as a BFP; or
+ further encumbered the property with a loan originated by a lender
classified as a BFP.

Abuyer orlender’s knowledge that the investor acquired the property from a
seller-in-foreclosure does not affect their BFP status.

However, buyers and lenders acquiring their interest in the property from an
EP investor do not qualify as a BFP if:

« arecorded lis pendens notifies them of the seller’s claim; or

« the seller is still in possession of the property and, upon inquiry,
they would have discovered their claim to recover title based on
unconscionability or under some repurchase agreement.?

7 (CC881695.10, 1695.14
8 CC81695.14(c)
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Instead of recovering title when the EP investor has resold the property to
a BFP, the recovery by the seller-in-foreclosure is converted to a recovery of
money loses.?

Although the EP investor in the opening scenario violated three separate
aspects of EP law, it is the date of the first violation that sets the valuation
date of the seller’s equity for recovery of money - lost value in the property’s
equity.

Regardless of whether the EP investor still holds title to the property, the
amount of money the seller-in-foreclosure can recover as their loss is:

+ the FMV value of the property on the valuation date;
less

+ the unpaid principal and accrued interest on the existing loan at the
time of the violation;

less

+ any money advances received by the seller-in-foreclosure from the EP
investor."

More importantly, the seller automatically recovers punitive money losses
not less than three times their actual money losses for their equity, known as
treble damages.**

The seller-in-foreclosure is also entitled to a statutory 10% annual rate of
interest on the value of the equity they lost from the valuation date — the
day they were separated from their equity by a transfer of title.’s

Conversely, the EP investor is not entitled to any offsets against the dollar
amount of the seller’s equity.

Disallowed offsets the EP investor cannot claim include:

*  eSCrOWwW costs;

+ prepayment penalties;

+ carrying costs of the property;

+ maintenance and improvement costs; or

+ any post-violation decline in the property’s value due to adverse
market conditions.*

However, the seller-in-foreclosure is not entitled to a refund of rental
payments paid to the investor since they may not occupy property rent-free,
regardless of the illegality of the circumstances.*s

9 Segura, supra

10 Segura, supra

11 Boquilon, supra

12 CC8§1695.7

13 Segura, supra; CC §3288

14 Boquilon, supra; CC §1695.7
15 Boquilon, supra

Money
recovered

on an EP law
violation

Disallowed
offsets
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Structuring
the EP
agreement

Terms of the
purchase

Any recovery of money by the seller-in-foreclosure needs to be settled or an
action filed within four years of the valuation date since a later filing of an
action is barred.’

Further, the seller, due to the conveyance in violation of EP laws, has an
alternative to seeking money during the four year statute of limitations
period. Instead, the seller may seek equitable relief, such asrescission and
restoration of their ownership if the investor still holds title — in addition to
the two-year restoration of title based on unconscionable advantage claims.””

An EP investor seeking an investment in single family residences (SFRs)
contacts their real estate sales agent.

The agent locates a seller-occupied SFR encumbered by a trust deed lien
which is in foreclosure since an NOD has been recorded. The EP investor is
advised they need to comply with California’s EP laws when preparing and
submitting an offer to purchase the property. [See Figure 1, first tuesday
Form 156]

The EP investor is willing to purchase the SER by:
« paying $10,000 cash to the seller-in-foreclosure for their equity in the
property;
+ taking over the existing loan with a total of $316,000 due to the lender

in unpaid principal, delinquent installments of principal, interest,
taxes and insurance (PITI), and foreclosure costs.

An EP agreement is then prepared, calling for a $10,000 cash down payment.

The EP investor will take title to the property subject to the existing first trust
deed note with a 28-year amortization period remaining, in spite of the due-
on clause in the lender’s trust deed.

The conditions of the trust deed note are:
+ $300,000remaining principal on closing (after the delinquent payments
have been brought current);
*  6.5% fixed rate of interest;
+ $1,896 monthly principal and interest payments;
+ $360 monthly taxes/insurance (TI) impounds payments;
+ five months of delinquent payments on PITI of $12,280; and
+ foreclosure costs of $2,900.
The first trust deed is a loan insured by the Federal Housing Administration

(FHA) subject to the Department of Housing and Urban Development (HUD)
due-on-sale rules controlling investor purchases.

16 CC8§1695.7
17 CC8§1695.7
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However, only HUD, not the lender, hastheright to calla HUD-insured loan.
The likelihood of HUD calling any loan that is kept current is remote. Thus,
the EP investor may take over the loan “subject to” the due-on-sale rules with
minimal interference from the lender. In this way, assumption fees and a
loan modification (to current higher interest rates) are avoided. [See Chapter
14]

The seller-in-foreclosure will not be carrying back a portion of the purchase
price since this is a cash-to-loan transaction. As an alternative, negotiations
might have arranged for the seller to carryback paper in the EP transaction.

Tax-wise, the payment of the delinquent principal and interest (PI) payments
— not the taxes and impounds (TI) — is reported as part of the EP investor’s
original costs of acquisition. The interest paid by the investor that accrued
before acquiring the property is an expense of the seller-in-foreclosure, not
the investor. Thus, the payment of the seller's debts assumed/taken over by
the investor must be capitalized as part of their cost basis in the property.:®

Continuing our previous example, the investor's cost basis on acquisition
of the property will be the purchase price of approximately $325,000, which
includes:

+ the down payment;

« the seller's delinquent (PI) installments;

+ foreclosure costs;

+ the principal balance on the loan; and

+ transactional costs, less the impound account balance assigned to the

investor.

A prudent EP investor will determine the total cash funds needed to close
escrow before making an offer. Cash expenditures of the EP investor on
closing include:

+ adown payment of $10,000;

« delinquent principal, interest, taxes, and impounds of $12,280;

+ foreclosure costs of $2,900; and

+ escrow fees and charges of $1,000.

Thus, the EP investor's total cash investment is $25,200. [See first tuesday
Form 311]

The Equity Purchase Agreement, first tuesday Form 156, is used by an
agent to prepare a written offer to be entered into by an investor or dealer
to purchase a one-to-four unit residential property which is occupied by the
seller as their principal residence and is in foreclosure.

18 Internal Revenue Code §1012

Cost basis on
acquisition

Analyzing the
EP agreement



16 Buying Homes in Foreclosure, Seventh Edition

Figure 1 | . s B ot e s
el m:;ul_-m-u-:_-hvmﬁ
iy byt |= TIE A g, B tal

Form 156

i

L Ty - e

— frifussruy an i of eguiiieny

] o e o i i A AR
e

= =
e T T e

B ey e B pg— e i 8 e Ry St
— T el el 2—..,..':......-.'..'..".‘?_:..:._.--.._:
. et I i 3 s sty e [l B 100
it W vt s i 1 st 8 i gy = et e s Rarvrrs
Equity Purchase P ————— T T TR T s
pevass i e et sy o
Agreement r v = - T iy = e et s s e e e e
- ST WS T~ Eatae g et ket by it ot e gt e e 8
1A b e et — S ———
o N ey i e SR sl ety ey Then £ T R e
IR Bt oy B et et o b
Page1l-4 I i poptet gt e, i . e i e oan—
o Mooy e et e o et st s e s o 4

[rte—
=— - B w e b ] e by e e b o vy P e

U Tk ke e e g Bt ot e b e et

—— Ty Sk e T p—— % g e ey ey Py

B, Pt —— ol

[T B S— T F—a— ] —— F—a Fy o a—

B e e i i e b e i g
e T T 48 vl by § bainsms pem ey ey el s i s
h g et Akt ity P et g bty e by

e L A | § el vy 4 e el W S P S ey B Ry

e o
§ Tkl e b i e e sty R e Lol = L e

T - PR oyl ey =yl =yl S p—————

A, sy - —_—

B T e m— i ki i
I — o i — A s T e oo o
s iy S—— Sy R oy oo g gy

o "“':'._"F"‘-""_—'.—‘ = bk ied e ey o i e By e S s e el
Ty RN DM RS R ferhes s sme me = i e e 1 s B oS s M Py A s 1 B
R 8 Ml il gty et pasmmns pond v 1 oy e i e [y B Ao

— i eopu, ephann o

. el vy rE— i :\— B By it 1 S 5 Dt e S smes 15 PO R B

1 i ] B 0 Bl e et o i i b s s e e o g

——y e i s . #

e e T i

e e ey e i —

TV ot . vt ot o Y S Gl o et 1.1 el o A i i e i At o Ao
Epm— parly w iy - [ bpnms ae 4 mmmeesbor Fr =

i Eh—.—_-—--—_hll— el — P

g S s B Bele .y ey el e iy o o e
e I S g s S
o i & e 54 - — o e+ e i e e e e e
= P e s s o7 e i by b e e T i o m——
— T o e o T & e o o e . -
R ks s G i St e, i
T e e e e e e e o e e e
e s e -

TRF by R Mo Bt S48 Bt Pl B P 1) s e e T e A e
1 -q:.'h-qml-—-._w—-uu.p.uh.-_::.‘ GO e g o e i R vl il s P il
S s b ot e 1 e e s A e 8 Pt K o gk e

b i YT . M3 oyt e I e i e e e i et
P B e o Poamir e e i o B o o TR i e e

o 1l e
ek e L T T e L T J e = e s £ o e

AT T gy . s i il oy 8 iy o i P e s g i b 44 (8 ey o o
I i i e iy e bpate e et it e it sk, Sty g i s i e 1. At e
R s B P = o i ety

e L T —1 — e e
ity e R e 1 R ], . omrn
s e Vg 1. sl Wagas i s B g Breel i s il e L L

sl o e ey sh—— 18 B i a4 e o i i s o ey

e et i & e’ a0} by The Bt o — ——— i

Sram e i L nda o [l @ T ax -
e TRE. e . i et Wl il
B i i By v e 'y vy r— " T = —
N o e e 0§ M e e 1 B i T T R 5, e B i e ey el e ey o ey st
1810 B, gt Resty i e i # o 117 B b v -
g = i el L
v e s - i
T [ e— e .. it oS B i - B
ity e g — AL D § S A T Ay = b
sttty dm

L el LT T TR Ry

AR F . sy = e
ey ot LW 5 e e e o i i e
e e
o e by s 2 i . Ry s (e ol o g b By
gy g e g e polebii 4
——p— [

e i I e e o o T TR = WOTICE OF YOUR SUPPLEMENTAL PRCSERTY TAN BILL:

s Eshtana o W it i e b -

TH i e Py = s syl = ol -—-ﬂmnp-rm-—_

[T - P o o it T e B
P e, ey s GaMAN M. SERE-an RS, BN SN i o = e b B o e e
ot R flemcn Rl et e ey .aﬁ.r E

LT Ly N S S A ————— L 44 Ll P —

e i e i b e i e . e - s s it il e o iy
it s mptali i e iy o3 o S (e ke W s i S AR

Asrequired by EP law, the form contains bold print, minimum size type and
the statutory notice of the five-business-day right of cancellation, as well as
the actual Notice of Cancellation for use by the seller who chooses to cancel
the agreement.

A purchase of the seller-occupied residence in foreclosure by a buyer who
will occupy the property as their residence does not require the use of an EP
agreement since the purchase is not subject to EP law.
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However, an EP transaction requiring the use of an EP agreement does occur
when a buyer acquires the seller-occupant’s one-to-four unit property for:

+ dealer resale purposes, being a business; or
+ rental, a buy-to-let investment program.

The terms for payment of the price are structured to include a lump sum
amount of cash to be paid to the seller for their equity in the property. Thus,
the seller will receive thislump sum amount unchanged by any adjustments,
prorations, credits and offsets. The EP investor will pay all closing costs
and delinquencies based on the seller’s representations of sums owing on
encumbrances affecting title to the property.

Each section in Form 156 has a separate purpose and need for enforcement.
The sections include:

1. Identification:The date of preparation, thereal estate and any personal
property to be purchased, and the number of pages comprising the
entire agreement including addenda are set forth in Sections 1 and 2.

2. Price and terms of payment: All the typical variations for payment
of the price are set out in Sections 3 through 10 as a “checklist of
provisions.” The EP investor selects the terms of purchase by checking
boxes and filling blanks in the desired provisions. While the subject
matter of the various provisions is typical, the terms each contains
are not. All financial aspects are biased in favor of the buyer, such as
prorates and adjustments, since EP transactions are structured as the
payment of a lump sum for the conveyance.

Figure 1
Form 156

Equity Purchase
Agreement

Page 5 - 6

Components
of the EP
agreement
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Acceptance and performance: Aspects of the formation of a contract,
justification for nonperformance and termination of the agreement
are provided for in Section 11, such as the time period for acceptance of
the offer, the broker’s authorization to extend performance deadlines,
the financing of the price as a closing contingency, procedures for
cancellation of the agreement, a sale of other property as a closing
contingency, cooperation to effect a §1031 transaction and limitations
on monetary liability for breach of contract.

Property conditions: The EP investor's confirmation of the physical
condition of the property as disclosed prior to acceptance is provided
for in Section 12. This is accomplished by the seller’s delivery of:

+ reports;

+ warranty policies;

+ certifications;

+ disclosures statements;

+ anenvironmental lead-based paint and earthquake safety booklet;
+ any operating cost and income statements; and

+ any homeowners’ association (HOA) documents not handed to
the EP investor prior to entry into the purchase agreement, as well
as by the EP investor's initial inspection, personally or by a home
inspector, and final inspection at closing to confirm the seller has
eliminated defects known, but not disclosed, prior to acceptance.

Closing conditions: The escrow holder, escrow instruction
arrangements and the date of closing are established in Section 13,
as are title conditions, title insurance, hazard insurance, prorates and
loan adjustments.

Brokerage and agency: The release of sales data on the transaction
to trade associations is authorized, the brokerage fee is set, and the
delivery of the agency law disclosure to both the EP investor and seller
and the disclosure of compliance with proof oflicensure and any future
bonding requirements is provided for as set forth in Sections 14 and 18,
as well as the confirmation of the agency undertaken by the brokers
and their agents on behalf of one or both parties to the agreement.

Notice of supplemental property tax: Notifies the EP investor they
will receive one or two supplemental property tax bills they are to
pay when the county assessor revalues the property after a change in
ownership, as set forth in Section 16.

Seller’s right to cancel: A requisite by EP rules and remedies, the notice
to the seller-occupant whose home is in foreclosure is set forth in
Section 19, disclosing the seller’ right to cancel the entire transaction
within five business days after they enter into this agreement. The
notice is one of two major additions imposed on standard purchase
agreements by EP law. The other is the Notice of Cancellation used by
the seller to implement the right to cancel during the five-business-
day period following the seller’s acceptance.
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9. Noticeof Hazardous Liquid Pipelines: Notifies buyer thatthe locations
of gas and hazardousliquid transmission pipelines are available to the
public via the Department of Transportation website, as set forth in
Section 17.

10. Signatures: The seller and EP investor bind each other to perform
as agreed in the purchase agreement by signing and dating their
signatures to establish the date of offer and acceptance.

11. Cancellation notice: Separate from the actual EP purchase agreement
is the form completed by the EP investor, in duplicate, that the seller
will use if they choose to cancel the agreement. By signing and
delivering one of the easily detachable cancellation forms to the EP
investor at any time before midnight of the fifth business day after the
date the seller signs the agreement, the seller effectively cancels the
entire EP purchase agreement, with or without reason.

The following instructions are for the preparation and use of the EP
Agreement, first tuesday Form 156. Form 156 is designed to comply with
EP law when prepared for use by an investor as an offer to purchase a one-to-
four unit, seller-occupied residential property in foreclosure.

Editor’s note — See first tuesday Form 156-1 for an EP Agreement with
short sale provisions.

Each instruction corresponds to the provision in the form bearing the same
number.

Editor’s note — Check and enter items throughout the agreement in each
provision with boxes and blanks, unless the provision is not intended to be
included as part of the final agreement, in which case it is left unchecked or
blank.

Enter the date and name of the city where the offer is prepared. This date is
used when referring to this purchase agreement.

Facts:
1. Buyer, deposit and property: Enter the name of each buyer/EP

investor who will sign the offer.

1.1 Enterthedollaramount of any good-faith, earnest money deposit.
Check the appropriate box to indicate the form of the good-faith
deposit. Enter the name of the payee (escrow, title company, or
broker).

1.3 Enter the name of the city and county in which the property is
located.

1.4 Enter the legal description or common address of the property, or
the assessor’s parcel number (APN).

1.5 Check the box to indicate personal property will be included in

Preparing the
EP agreement

Document
identification:



20 Buying Homes in Foreclosure, Seventh Edition

Terms for
payment of
the purchase
price:

N

the sale. The seller’s trade fixtures to be purchased by the buyer
must be listed as inventory if they are to be acquired by the buyer.
[See first tuesday Form 256]

Entire agreement: Enter the number of pages comprising all of
the addenda, disclosures, etc., which are attached to the purchase
agreement.

Cash down payment: Enter the dollar amount of the buyer's cash
down payment toward the purchase price. The down payment
represents the amount of cash the seller-in-foreclosure will receive
on closing, less any adjustments, escrow charges and fees.

New trust deed loan: Check the appropriate box to indicate whether
any new financing will be a first or second trust deed loan. Enter the
amount of the loan, the monthly PI payment, the term of the loan
and therate of interest. Check the box to indicate whether the interest
will be adjustable (ARM), and if so, enter the index name. Enter any
limitations on loan points.

First trust deed note: Check the appropriate box to indicate whether
the transfer of title is to be “subject to” an existing loan or by an
“assumption” of the loan if the buyer is to take over an existing
first trust deed loan. Enter the lender's name. Enter the remaining
balance, the monthly principal and interest (PI) payment and the
interest rate on the loan. Check the box to indicate whether the
interest is adjustable (ARM), and if so, enter the index name. Enter
any monthly impound payment made in addition to the PI payment.
Enter any due date or other terms unique to the loan.

5.1 Delinquencies: Enter the dollar amount required to cure all
defaults on the loan. Enter the date the loan payments became
delinquent.

5.2 Impound balances: Authorizes the impound account to be
transferred without charge to the EP investor.

Second trust deed note: Check the appropriate box to indicate
whether the transfer of title is to be “subject to” an existing loan or
by an “assumption” of the loan if the buyer is to take over an existing
second trust deed loan. Enter the lender'sname. Enter the remaining
balance, the monthly PI payment and the interest rate on the loan.
Check the box to indicate whether the interest is adjustable (ARM),
and if so, enter the index name.

6.1 Delinquencies: Enter the dollar amount required to cure all
defaults on the loan. Enter the date the loan payments became
delinquent.

Loan balance adjustments: Authorizes any adjustments due to
differences between the loan balances stated in the agreement and
actually existing at the time of closing to be made into the purchase
price. However, if the balance on the loans exceeds the amount stated
in the purchase agreement, the difference is subtracted from the cash
down payment.
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8. Improvement bond lien: Enter the amount of the principal balance
remaining unpaid on improvement bond liens which will remain
unpaid and become the responsibility of the buyer on closing.

Editor’'s note — Improvement bonds are obligations of the seller which
may be assumed by the EP investor in lieu of their payoff by the seller. If
assumed, the bonded indebtedness becomes part of the consideration paid
forthe property. Some purchase agreements erroneously place these bonds
under “property tax” as though they were ad valorem taxes, and then fail
to prorate and charge the unpaid amount to the seller.

9. Seller carryback note: Enter the amount of the carryback note to be
executed by the EP investor as partial payment of the price. Enter the
amount of the note’s monthly PI payment, the interest rate and the
due date for the final/balloon payment.

9.1 Special carryback provisions: No transfer restrictions or charges
for early payoff or late payment will be included in the carryback
note and trust deed.

9.2 Financial Disclosure: Fill out and attach a Financial Disclosure
Statement as an addendum. [See first tuesday Form 300]

Editor’s note — Further approval of the disclosure statement in escrow
creates by statute a buyer’s contingency allowing for cancellation until time
of closing on any purchase of one-to-four unit residential property.

10. Purchase price: Enter the total amount of the purchase price as the
sum of lines 3, 4, 5,6, 8 and 9.

11.1 Delivery of acceptance: Check the appropriate box to indicate
the time period for acceptance of the offer. If applicable, enter
the number of days in which the seller may accept this offer and
form a binding contract.

Editor's note — If “on presentation” is used, the seller still has a statutory
period of five business days to cancel the agreement after the seller’s
acceptance.

11.2 Extension of performance dates: Authorizes the brokers to
extend the performance dates up to one month to meet the
objectivesoftheagreement—timebeingofareasonableduration
and not the essence of this agreement as a matter of policy. This
extension authority does not extend to the acceptance period.

11.3 Loan contingency: Authorizes the EP investor to cancel the
transaction at the time scheduled for closing if the financing for
payment of the price is not obtainable or assumable.

11.4 Sale of other property: If the closing of this transaction is to be
contingent on the EP investor's receipt of net proceeds from a
sale of other property, enter the address of the property to be sold
by the EP investor.

11.5 Cancellation procedures: Provides the method of cancellation
required to terminate the agreement when the right to cancel
is triggered by other provisions in the agreement, such as

Acceptance
and
performance
periods
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contingency or performance provisions.

11.6 Exchange cooperation: Requires the parties to cooperate in
an IRS §1031 transaction on further written notice by either
party. Provides for the parties to assign their interests in this
agreement.

11.7 Mediation provision: Provides for the parties to enter into non-
binding mediations to resolve a dispute remaining unsolved
after 30 days of informal settlement negotiations.

11.8 Liability limitations: Provides for a dollar limit on the EP
investor’s liability for the EP investor's breach of the agreement.
Enter the maximum dollar amount of money losses the seller
may recover from the EP investor for breach of the EP agreement.

Editor's note — Liability limitation provisions avoid the misleading
and unenforceable forfeiture called for under liquidated damage clauses
included in most purchase agreement forms provided by other publishers

of forms.
Property 12.1 Seller to furnish: Check the appropriate box(es) within the
e following subsections to indicate the items the seller is to furnish
conditions prior to closing.

a. Pestcontrol: Check the box to indicate the seller is to furnish
a structural pest control report and clearance.

b. Home inspection report: Check the box to indicate the seller
is to employ a home inspection company and furnish the
buyer with the company’s home inspection report.

c. Home warranty: Check the box to indicate the seller is to
furnish an insurance policy for home repairs. Enter the name
of the insurer and the type of coverage, such as for the air
conditioning unit, etc.

d. Local ordinance compliance: Check the box to indicate the
seller is to furnish a certificate of occupancy or other clearance
required by local ordinance.

e. Sewer or septic certificate: Check the box to indicate the
seller is to furnish a certificate of the condition of the sewage
disposal system stating it is functioning properly.

f.  Potable well water: Check the box to indicate the seller is
to furnish a certificate stating the well supply meets water
standards.

g. Well water capacities: Check the box to indicate the seller is
to furnish a certificate stating the amount of water the well
supplies. Enter the number of gallons per minute the well is
expected to produce.

h. Energy Audit Report: Stating maximum rating for the
property’s improvements.

i. Other terms: Check the box and enter any other report,
certification or clearance the seller is to furnish.
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12.2 Property condition(s): Check the appropriate box within the
following subsections to indicate the status of the Transfer
Disclosure Statement (TDS).

a. Attached TDS: Check the box to indicate the seller’s TDS has
been prepared and handed to the buyer, and if so, attach it to
this agreement. Thus, the property’s condition is accepted by
the EP investor upon entering into the purchase agreement
offer.

Editor's note — Use of the TDS form is mandated on one-to-four unit
residential property. [See first tuesday Form 304]

b. Laterdelivered TDS: Check the box to indicate the TDS is to be
delivered later to the EP investor to confirm the condition
of the property is as disclosed prior to entry into the purchase
agreement. On receipt of the TDS, the EP investor may either
cancel the transaction for failure of the seller or the seller’s
agent to disclose known property defects prior to acceptance
of the purchase agreement (or counteroffer), or give notice
to the seller of the defects known and not disclosed prior to
acceptance and make a demand on the seller to correct them
prior to closing.

c. Repairofdefects: Authorizes the EP investor to either cancel
the transaction or adjust the price if the seller fails to correct
the defects noticed under Sections 12.2b or 12.4a.

12.3 Transfer Fee Disclosure Statement: Check the appropriate
box within the following subsections to indicate the status of
the seller’'s Transfer Fee Disclosure Statement (TFDS). [See first
tuesday Form 304-2]

a. Attached TEDS: Check the box to indicate the seller’s Transfer
Fee Disclosure Statement has been prepared and handed to
the buyer, and if so, attach it to this agreement.

b. Later delivered TEDS: Check the box to indicate the TFDS is
to be delivered later to the buyer to confirm the existence
of a transfer fee as disclosed prior to entry into the purchase
agreement. On receipt of the TFDS, the buyer may terminate
this agreement based on a reasonable disapproval of the TFDS.

c. Transfer fee: Requires the seller to pay any transfer fees arising
out of this transaction.

12.4 EP investor’s inspection: Authorizes the EP investor to inspect
the property twice during the escrow period to verify its condition
is as disclosed by the seller prior to the time of acceptance.

a. Initial property inspection: Requires the EP investor to
inspect the property immediately after acceptance to put the
seller on notice of material defects to be corrected by the seller
prior to closing. [See first tuesday Form 269]

b. Final walk-through inspection: Requires the EP investor
to inspect the property again within five days before closing
to confirm repairs and maintenance of the property have

23
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occurred. [See first tuesday Form 270]

12.5 Seller’s Natural Hazard Disclosure (NHD) Statement: Check
the appropriate box to indicate whether the NHD statement
disclosing the seller's knowledge about the hazards listed on the
form has been prepared and handed to the EP investor. If it has
been received by the EP investor, attach a copy to the purchase
agreement. If the NHD will be handed to the EP investor after
acceptance, the EP investor has ten days after the EP investor's
receipt of the NHD statement in which to approve it or cancel.

Editor's note — Disclosure by the seller is mandated on one-to-four unit
residential property.*

12.6 Hazard disclosure booklets: Check the appropriate box(es) to
indicate which hazard booklets have been received by the
EP investor, together with the seller's prepared and signed
disclosures accompanying each booklet. [See first tuesday
Form 316-1]

12.7 Other property disclosures: Check the appropriate box(es) to
indicate other disclosures made by the seller regarding the
location of the property. Enter a reference to any local (option)
ordinance disclosure statement attached as an addendum to the
purchase agreement and attach it. [See first tuesday Form 307]

12.8 Property Expense Report: Check the appropriate box(es) to
indicate the information the seller is to disclose regarding the
operating expenses of ownership. [See first tuesday Form 306]

a. Disclosure approval: Authorizes the EP investor to cancel
the purchase agreement and escrow if the operating expense
disclosure is unacceptable within 10 days of receipt.

12.9 The Homeowners’ Association (HOA) Addendum: Check the
appropriate box to indicate whether the HOA Addendum is
attached or will be delivered on acceptance to the EP investor for
their review. [See first tuesday Form 309]

a. Attached disclosure: Check the box to indicate the HOA
Addendum has been prepared and handed to the buyer, and
if so, attach it to this agreement.

b. Laterdelivereddisclosure: Check the box to indicate the HOA
Addendum is to be delivered later to the buyer.

c. Disapprovalof HOA documents: Authorizes the EP investor
to terminate this purchase agreement within ten days
after their receipt of HOA documents based on reasonable
disapproval of the documents.

12.10Seller's Neighborhood Security Disclosure: Check the
appropriate box within the following subsections to indicate the
status of the seller’'s Criminal Activity and Security Disclosure
Statement. [See first tuesday Form 321]

19 CC§1103
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a. Attached disclosure: Check the box to indicate the seller’s
Criminal Activity and Security Disclosure Statement has been
prepared and handed to the buyer, and if so, attach it to this
agreement.

b. Later delivered disclosure: Check the box to indicate the
Criminal Activity and Security Disclosure Statement is to be
delivered later to the buyer. On receipt of the disclosure, the
buyer may terminate this agreement based on a reasonable
disapproval.

12.11 Safety compliance: Requires smoke detectors and water heater
bracing to exist or be installed by the seller.

12.12 Solar Collector Notice: States the seller will hand a copy of the
notice received from any neighbor to the buyer. If the seller sent
neighbors a notice, a list of everyone who was sent a notice is
to be handed to the buyer. The buyer is authorized to terminate
this purchase agreement for cause within ten days after receipt.

12.13 Buyer’s possession: Check the appropriate box to indicate when
possession of the property will be delivered to the EP investor,
whether at closing or under an attached buyer's interim
occupancy or seller's holdover agreement. [See first tuesday
Forms 271 and 272]

12.14 Property maintenance: Requires the seller to maintain the
present condition of the property until the close of escrow.

Editor’s note — See Section 12.4b for the buyer’s final inspection to confirm
maintenance at closing.

12.15 Fixtures and fittings: Confirms this agreement includes real
estate fixtures and fittings as part of the property purchased.

Editor's note — Trade fixtures are personal property to be listed as items on
an attached inventory. [See first tuesday Form 256]

12.16 Sex offender disclosure: Complies with requirements that the
seller disclose the existence of a sex offender database on the
sale (or lease) of one-to-four residential units.

Editor’s note — By the existence of the disclosure in the form, the seller
and brokers are relieved of any duty to make further disclosures regarding
registered sex offenders.

13.1 Escrow closing agent: Enter the name of the escrow company
handling the closing.

a. Purchaseagreementasescrow instructions: Check the box to
indicate the purchase agreement is to also serve as the mutual
instructions to escrow from the parties. The escrow company
will typically prepare supplemental instructions they will

Closing
conditions
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need to handle and close the transaction.

b. Separate escrow instructions: Check the box to indicate
signed escrow instructions are attached and are to be handed
to escrow on closing. [See first tuesday Form 401]

13.2 Closing date: Check the appropriate box to indicate the method
to be used to set the date on which escrow is scheduled to close.
Following the checked box, enter the specific date for closing
or the number of days anticipated as necessary for the parties
to perform and close escrow. Also, prior to seven days before
closing, the parties are to deliver all documents needed by
third parties to perform their services by the date scheduled for
closing.

a. Escrow charges: Requires each party to pay their customary
escrow closing charges, amounts any competent escrow officer
can provide on inquiry.

13.3 Undisclosed lien adjustments: At the EP investor's option,
adjustments for liens not disclosed in the agreement will be
made first into the down payment and then into any carryback
note for any amounts remaining.

13.4 Title conditions: Enter wording for any further-approval
contingency provision the EP investor may need to confirm
that title conditions set forth in the preliminary title report
will not interfere with the EP investor's intended use of the
property, such as “closing contingent on EP investor’s approval
of preliminary title report.”

13.5 Title insurance: Provides for title to be vested in the name of
the EP investor or their assignee. Enter the name of the title
insurance company which is to provide a preliminary title
report in anticipation of issuing title insurance. Check the
appropriate box to indicate the type of title insurance policy to
be issued on closing.

a. Policy endorsements: Enter any endorsements to be issued
with the policy.

b. Payment of premium: Check the appropriate box to indicate
whether the EP investor or seller is to pay the title insurance
premium.

13.6 Fire insurance: Requires the EP investor to provide a new
policy of hazard insurance.

13.7 Prorates and adjustments: Authorizes prorations and
adjustments on the close of escrow for taxes, insurance
premiums, rents, interest, loan balances, service contracts and
other property operating expenses, prepaid or accrued.

13.8 Personal property: Requires the seller to execute a bill of sale
for any personal property being transferred in this transaction
at Section 1.
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13.9 Property destruction: Provides for the seller to bear the risk
of loss for any casualty losses suffered by the property prior to
the close of escrow. Thus, the EP investor may terminate the
agreement if the seller is unable to provide a marketable title or
if the property improvements suffer major damage.

Licensing disclosure: Check the boxes to indicate the EP investor is
represented by a BRE licensed broker, exclusively or as a dual agent,
and the broker has provided proof of their licensure to the seller-in-
foreclosure.

Other terms: Enter any special provision to be included in the
purchase agreement.

Supplemental property tax bill: Notifies the buyer they will receive
one or two supplemental property tax bills they are to pay when the
county assessor revalues the property after a change in ownership.

Gas and Hazardous Liquid Pipelines: Notifies the buyer they may
use the Department of Transportation website or contact their local
gas utility or pipeline operators to obtain information about the
general location of gas and hazardous liquid transmission pipelines.

18.1 Fee amount: Enter the total amount of the fee due all brokers to
be paid by the seller. The amount may be stated as a fixed dollar
amount or a percentage of the price.

Editor's note — The defaulting party pays all brokerage fees and the
brokerage fee can only be altered or cancelled by mutual instructions from
the EP investor and seller.

18.2 Fee sharing: Enter the percentage share of the fee each broker
is to receive.

Editor’'s note — The percentage share may be set based on an oral agreement
between the brokers, by acceptance of the seller’s broker’s MLS offer to a
selling office to share a fee, or unilaterally by an agent when preparing the
buyer’s offer.

18.3 Agency law disclosures: Attach a copy of the Agency Law
Disclosure addendum for all parties to sign. The disclosure is
mandated to be acknowledged by the EP investor with the offer
and acknowledged by the seller on acceptance as a prerequisite
to the brokers enforcing collection of the fee on the sale of any
type of real estate. [See first tuesday Form 305]

18.4 Disclosure of sales data: Authorizes the brokers to report the
transaction to trade associations or listing services.

Brokerage fee
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Cancellation
period

Notice of
right to
cancel

Agency
confirmation:

Signatures:

Notice of
Cancellation:

19.1 Statutory cancellation period: The seller has the right to
cancel the EP agreement until midnight (12 a.m.) of the fifth
business day (Monday through Saturday, excluding specified
holidays) following the day the EP agreement is accepted or
until 8 a.m. on the day scheduled for a trustee’s foreclosure sale
of the property, whichever occurs first.

Enter the EP investor's name and the appropriate time and date for the
expiration of the seller's cancellation period of five business days after
acceptance.

Editor’s note — See explanations for time and date given in Section 19.1
above.

Buyer’sbroker identification: Enter the name of the buyer’s broker and their
Bureau of Real Estate (BRE) license number. Enter the name of the broker’s
buyer’s agent and their BRE license number. Obtain the signature of the
buyer’s broker or the selling agent acting on behalf of the buyer’s broker.
Check the appropriate box to indicate the agency which was created by
the broker’s (and their agents’) conduct with the parties. Enter the broker's
address, phone, cell, fax and email information.

Seller’s broker identification: Enter the name of the seller’s broker and their
BRE license number. Enter the name of the seller's agent and their BRE
license number. Obtain the signature of the seller's broker or the seller’s
agent acting on behalf of the seller’'s broker. Check the appropriate box to
indicate the agency which was created by the broker's (and their agents’)
conduct with the parties. Enter the broker's address, phone, cell, fax and
email information.

Buyer’s signature: Enter the date the buyer signs the purchase agreement
and each buyer's name. Obtain each buyer's signature on the purchase
agreement and on each attachment which requires their signature. Enter
the buyer’s address, telephone and fax numbers, and email address.

Seller’s signature: Enter the date the seller signs the purchase agreement
and each seller's name. Obtain each seller's signature on the purchase
agreement and on each attachment which requires their signature. Enter
the seller’s address, telephone and fax numbers, and email address.

Editor's note — The Notice of Cancellation is not part of the actual EP
agreement. It is the notice the seller-in-foreclosure signs and delivers to
cancel the transaction. It must be filled out, in duplicate, by the buyer and
handed to the seller with the EP agreement.

20 CC8§1695.4(a)
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Enter the date the seller signs their acceptance of the EP agreement. Enter
the time (12 a.m. or 8 a.m.) and the date on or before which the seller may
cancel the agreement (five business days after acceptance or the date set for
the trustee’s sale, if earlier).

Enter the EP investor's name and the address where the Notice of
Cancellation is to be delivered if the seller-in-foreclosure chooses to cancel
the EP agreement by signing it. Enter the time (12 a.m. or 8 am.) and the
date by which the seller may cancel the agreement (five business days after
acceptance or the date set for the trustee’s sale, if earlier).

The EP investor is to also complete the second, duplicate Notice of
Cancellation which follows.

Editor’s note — The Notices of Cancellation at the end of the EP agreement
are not dated or signed by the seller on acceptance. The seller will later sign
and deliver a Notice of Cancellation to the EP investor only when the seller
decides to cancel the transaction.

Asapolicy of the publisher, this EP agreement does not contain clauses which
tend to increase the risk of litigation or work against generally accepted best
interests of the buyer, seller and broker. Excluded provisions include:

+ an attorney fee provision, which tends to promote litigation and
inhibit resolution;

+ a time-essence clause, since future performance dates are, at best,
estimates by the broker and their agents of the time needed to close
and are too often improperly used by sellers in rising markets to cancel
the transaction before the buyer or broker can reasonably comply with
the terms of the purchase agreement;

* a liquidated damages provision, since they create wrongful
expectations of windfall profits for sellers and are nearly always
forfeitures and unenforceable; and

« an arbitration provision, since arbitration decisions are final and
unappealable, without any judicial oversight to assure the arbitrator’s
award will be fair and correct.

Observations
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Chapter 2
Summary

Chapter 2
Key Terms

An equity purchase (EP) transaction occurs on the sale of a one-to-
four unit residential property when a trust deed encumbrance on the
property is in foreclosure and the property is occupied as the seller’s
principal residence, if the buyer acquires title for:

+ dealer purposes (resale on a flip, whether or not rented in the
interim); or

+ investment (to hold as a rental income property) or security
purposes.

The Equity Purchase Agreement, first tuesday Form 156, is used by
an agent to prepare a written offer to be entered into by an investor
or dealer to purchase a one-to-four unit residential property which is
occupied by the seller as their principal residence and is in foreclosure.

Asrequired by EP law, the form contains bold print, minimum size type
and the statutory notice of the five-business-day right of cancellation,
as well as the actual Notice of Cancellation for use by the seller who
chooses to cancel the agreement.

bona fide purchaser (BFP) Pg. 10
equity purchase transaction Pg. 31
two-yearright of rescission Pg. 12
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The EP investor operates
with or without an agent

ki W“ i M

After reading this chapter, you will be able to:

+ analyze the risks involved for a real estate broker to represent a
seller-in-foreclosure;

« discern the role of a foreclosure consultant and determine when a
California Bureau of Real Estate (CalBRE) licensee is considered a
foreclosure consultant; and

+ understand the prohibition against collecting advance fees from
a seller-in-foreclosure.

foreclosure consultant put option

Home Equity Sales Contract
Act (HESCA)

Equity purchase (EP) law in California regulates all parties in an equity
purchase transaction. Collectively, equity purchase laws are known as the
Home Equity Sales Contract Act (HESCA). Brokers and agents licensed
by the Bureau of Real Estate (CalBRE) who take part in EP transactions are
also bound by HESCA.

An EP transaction occurs when an EP investor, whether or not represented
by a real estate broker, enters negotiations to acquire a one-to-four unit
residential property which is in foreclosure and occupied in whole or in part
by the seller as their principal residence.

Until 2007, brokers were largely prevented from representing EP investors
in EP transactions due to vague and suppressive surety bond legislation. To
participate in an EP transaction, legislation previously enforced required
a broker to be bonded by a surety insurer to guarantee fulfillment of their
employment if the broker failed to fulfill their duties.

Chapter

3

Learning
Objectives

Key Terms

The evolution
of EP law

Home Equity
Sales Contract Act
(HESCA)

An equity purchase
(EP) scheme
established to
protect homeowners
whose residence is
in foreclosure from
deception and unfair
dealing by investors.
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The EP law
otherwise
remains
enforceable

Brokers who chose to negotiate EP transactions were left to guess at how
to comply with the vague language or to ignore it, leaving them open to
liability.

Considera buyer's broker representing an EP investor prior to 2007. The broker
isnot bonded, and makes no disclosure to the seller-in-foreclosure regarding
bonding.

After the sale closes, the seller-in-foreclosure claims the purchase agreement
is void and demands the EP investor return the property to the seller since
the buyer’s broker representing the EP investor did not provide proof they
were bonded — as required by legislation.*

However, the legislation requiring the surety bond is void due to its lack of
certainty - vagueness. As a result, the seller-in-foreclosure may not rescind
the sale based on a void code and the EP investor retains ownership of the

property.

Today, a broker representing an investor on purchases controlled by EP laws
no long needs to obtain a surety bond.?

While a buyer’s broker or their agent representing an investor in an EP
transaction is no longer concerned with a bond, they do need to:

+ hand the seller-in-foreclosure evidence they have a valid, CalBRE
license; and

+ provide a statement to all the parties, that:
+ they have a valid California CalBRE license; and

+ they have provided proof of licensing to the seller-in-foreclosure.?
[See Chapter 2; see first tuesday Form 156 §14]

The license disclosure code does not state what evidence constitutes proof of
licensure. However, a print-out from the CalBRE's License Lookup at http://
wwwz2.dre.ca.gov/PublicASP/pplinfo.asp will suffice. A photocopy of
the official license issued to the licensee, both front and back, will also work.

If the seller-in-foreclosure wants something more official looking, the
CalBRE's Current License Status Request Form RE 291 may be filled out and
submitted to the CalBRE. The CalBRE will then send an official print-out to
the seller-in-foreclosure via mail.

Failing to provide both the evidence of licensure and the written licensing
declaration may result in the seller-in-foreclosure voiding the EP agreement
and leave the EP investor liable for all losses caused by their broker’s failure
to provide proof of their licensure.*

However, the EP investor may not be at fault for the broker’s failure to comply
with the EP disclosures, but they areliable to pay for the seller-in-foreclosure’s

Calif. Civil Code §1695.17(a)

Schweitzer v. Westminster Investments (2007) 157 CA4th 1195; CC §§1695 et seq.
CC §1695.17; CC §1695.15(b)

CC §1695.17(b)

Bw N e
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losses created by their broker’'s nondisclosure. Thus the EP investor is entitled
toindemnity from their broker for any judgment against them resulting from
licensure disclosure failures, plus attorney fees.s

A licensed real estate broker or agent may themselves be the EP investor. A
licensee, when acting solely as a principal purchasing property for their own
account in an EP transaction, eliminates the use of the agency law addenda
and licensee disclosure provisions in the EP agreement. When acting as a
principal, the licensee is not acting as an agent for anyone in the transaction.

The licensee acting solely as an EP investor is a buyer who merely happens
to hold a real estate license - a coincidental set of circumstances. This is an
unrelated fact and it need not be disclosed to the seller-in-foreclosure as no
conflict of interest exists with others.

Conversely, a CalBRE licensee, while employed as the seller's broker by a
seller-in-foreclosure to locate a buyer, may decide to directly or indirectly
buy their client’s property. This is not prohibited for brokers in any type of
market. However, a broker needs to disclose to their seller-client that the
broker is also acting as a principal in the transaction, in addition to being, or
having been, the seller’s agent.® [See Form 527 accompanying this chapter]

Brokers who consider the risks of litigation are less inclined to solicit and
accept a listing from a seller-in-foreclosure than from a seller of comparable
property not in foreclosure. However, short sales reentered the sales volume
in 2008 becoming by 2011 a significant part of the sales transactions handled
by agents working in single family residence (SFR) sales. More germane to
the EP laws, by 2013 investors had become predominate as short sale buyers
of SFRs in foreclosure.

The 2008 recession left one-half of mortgaged homes in California with price
drops to below the mortgage amounts. Short sales with lenders discounting
the mortgage balance for a payoff before the foreclosure sale became the norm
for EP investor acquisitions. But EP transactions they were, even though the
owner occupant had no equity to sell and thus no EP losses for recovery if EP
law violations occurred.

The recovery will eventually bring permanent price increases from the
rebalanced post-boom prices of 2008 returning to historical trendline prices.
With a sufficient price increase and time for amortization of principle
mortgage debt to work its magic, seller-in-foreclosure sales will again have
positive equity positions and generate net sales proceeds for the seller if not
lost due to EP violations.

The broker'sreluctance to lista homein foreclosure arises from the facta home
with a positive equity, unless sold and escrow closed before the date of the
trustee’s foreclosure sale, will be lost by their client to foreclosure. Without

5 Francisco Examiner Division, Hearst Publishing Company v. Sweat (1967) 248 CA2d 493
6 Calif. Business and Professions Code §§10176(d), 10176(g) and 10176(h)

A licensee
as the EP
investor

Representing
the seller
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EP agents
in MLS
submissions

locating a buyer - one who will occupy or is an investor - and closing a sale,
the broker has failed to meet their seller’s expectations under the listing, i.e.,
to salvage their equity before it is lost to foreclosure.

The difficulty for the seller’s agent is that foreclosure periods are roughly four
months in length following the recording of an NOD. Some sell quickly if
aggressively priced; others go to foreclosure sales.

Further, the seller has known solvency issues. Their home will be sold at a
trustee’s sale under a recorded NOD unless the delinquent loan is either:

« brought current (or a forbearance agreement/loan modification is
entered into) prior to five business days before the trustee’s sale, called
reinstatement; or

« paid in full before the trustee’s sales, called redemption.

The typical seller-in-foreclosure can do neither unless a buyer comes to the
rescue with cash.

Also at issue is the seller’s lack of funds to maintain the property to provide
the necessary “curb appeal” to draw homebuyers (rather than investors).”

If the insolvent seller loses their property by foreclosure, the seller might
make a demand on the broker for the amount of the seller’s lost equity. Their
claim: a lack of due diligence or unprofessional conduct on the part of the
broker — a risk brokers do not lightly undertake when listing any property.

A seller of their residence which is in foreclosure first lists the home in one
or many Multiple Listing Services (MLS) to publically announce it is for
sale.To alertinterested agents and investors of the EP exposure, the published
MLS information provided by the seller's agent needs to note the property is
a seller-occupied residence in foreclosure. It is most helpful for prospective
investors when mortgage information is included. This tactic also avoids
agent liability for nondisclosure of material facts.®

With information on the seller’s occupancy and the foreclosure status on the
property, buyers who are investors and buyer’s agents representing investors
know they need to use an EP-compliant purchase agreement form to submit
an offer to buy.

While buyers who intend to occupy the property are exempt from EP law,
they often have no interest in the property, since it is:

+ improperly encumbered — a buyer-occupant may not want to
assume the existing loan, or the property cannot be financed for an
amount sufficient to pay off the existing loan requiring loan discount
negotiations with the lender to avoid foreclosure; and

+ physically unattractive — due to deferred maintenance by a financially
impaired seller.

7 (CC8§82903
8 Holmes v.Summer (2010) 188 CA4th 1510
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Thus, a property in foreclosure is attractive primarily to investors. Investors
are willing to buy property and take risks presented by delinquencies
and maintenance requirements during what is usually a recessionary
sales market, prior to a price resurgence. Further for investors, the price is
calculated to be sufficiently “back-of-market” to cover the market risks of a
resale on a flip at a profit.

The property needs to be rehabilitated, and financing and operating costs
carried until the property is resold or rented — at a profit or a loss.

To further complicate the seller-in-foreclosure’s plight, the legislature
set up marketplace restrictions on the sale of a residence-in-foreclosure.
The legislation reduced the flexibility of the seller's broker to locate a
buyer through advanced fee restrictions and foreclosure consultant rules
controlling the conduct of brokers and agents.®

Typically, a seller-in-foreclosure will do everything in their power to prevent
their residence from being lost to a foreclosure sale.

Faced with foreclosure, sellers-in-foreclosure often prudently seek the
services of a financial advisor or investment counselor, called a foreclosure
consultant.

Editor's note — While this discussion deals with the paid foreclosure
consultants, free foreclosure consulting services are available through the
Department of Housing and Urban Development’'s HOPE NOW alliance.

A foreclosure consultant is any person who, for a fee from the seller-in-
foreclosure, agrees to:

« stop or postpone the foreclosure sale;

« prevent lienholders from enforcing or accelerating their note;

* help the seller reinstate the loan or negotiate an extension of the
reinstatement period;

» advance funds to the seller; or

« arrange a loan for the seller.”

The dramatic increase in foreclosures during the Great Recession of 2008
provoked additional legislation regulating foreclosure consultants. To be a
foreclosure consultant an individual needs to:

+ obtain a surety bond of $100,000 in favor of the state of California for
the benefit of homeowners for damages caused by the foreclosure
consultant’s violation of any applicable laws. One copy needs to be
filed with the Secretary of State, and a second copy needs to be provided
to the Department of Justice (DOJ); and,

« register with the DOJ by submitting the required fees and a completed
registration form, which includes:

9 (CC82945.4(a)
10 CC§2945.1(a)
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DOJ authority

The licensee
exemption

+ all names, addresses, telephone numbers, web sites, and email
addresses which will be used in connection with foreclosure
consultant activities;

+ astatement thatthe person has not been convicted of any crime, or
subject to a criminal judgment for misrepresentation, dishonesty,
or a violation of the requirements;

« copies of all print and electronic advertising material and scripts
of all telephone or broadcast advertising to be used in connection
foreclosure consultant activities; and

+ acopy of the required surety bond.
The DOJ has the power to deny or revoke a certificate of registration if:

+ there is any misstatement on the registration form;

+ the consultant has violated any state laws; or

+ the consultant has failed to maintain the required bond.
Any individual who acts as a foreclosure consultant without meeting the
above requirements will be punished for each violation by:

+ afine between $1,000 and $25,000;

+ imprisonment in the county jail for up to a year; or

+ both the fine and imprisonment.**
Contracts entered into by a seller-in-foreclosure and foreclosure consultant

are to be translated into the language used in negotiation between the two
parties.’?

Additionally, the seller-in-foreclosure is given five days after the date of
signing the contract to cancel the contract with the foreclosure consultant.
The seller-in-foreclosure may cancel the contract by mailing, faxing, or
emailing their cancellation request to the foreclosure consultant.’

A CalBRElicensed broker or agent acting on behalf of an owner-in-foreclosure
avoids being labeled a foreclosure consultant when they:

+ receive only a contingency fee (paid on closing) from the owner for
negotiating the sale of their residence in foreclosure;

+ receive no advance fees or costs from the owner, an activity which
will convert the broker into a foreclosure consultant;

+ makea RegZconsumermortgage asa principal foran amountsufficient
to cure defaults, or arrange a Reg Z consumer mortgage as an mortgage
loan originator (MLO)-endorsed broker employed by the owner; and

+ receive no ownership interest in the property from the owner, except
a security interest under a trust deed when acting solely as a principal
(lender) making a MLO loan.*

11 CC82945.45

12 CC §2945.45(c)

13 CC§82945.3,2945.2
14 CC§2945.1(b)(3)
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Consider a CalBRE licensed broker (MLO endorsed) who arrangesa consumer
mortgage for an owner-occupant of a one-to-four unit residential property
in foreclosure. The loan is funded by a trust deed investor and secured by a
trust deed lien on the owner's residence - all in compliance with the MLO
licensing and consumer mortgage rules.

The broker discloses to the owner they are the spouse of the trust deed
investor, and that the money lent is the spouse’s sole and separate property.
The loan’s closing statement notes the broker is acting solely as a CalBRE
licensee arranging the loan transaction for a fee.

Later, the trust deed investor forecloses on the trust deed by a trustee’s sale.
The successful bidder at the trustee’s sale is the investor under a credit bid.
However, the trustee’s deed vests title jointly, as spouses, in the names of the
trust deed investor and the broker. Thus, the trustee’s deed conveys title to
both the broker and the trust deed investor.

The owner-in-foreclosure claims the broker’s actions constituted those of a
foreclosure consultant since the broker took title at the trustee’s foreclosure
sale on the mortgage arranged by the broker, which constitutes a breach of
their fiduciary duties as a foreclosure consultant.

The broker claims they are exempt from being classified as a foreclosure
consultant since:

+ the broker was acting in the capacity of a CalBRE licensed broker when
the mortgage was arranged for the owner; and

+ the trustee’s sale was a public auction at which anyone may bid and
buy the property.

Did the broker breach their fiduciary duties to the owner?

Yes! The broker breached their duties both as a foreclosure consultant and as
a CalBRE licensee when they acquired an ownership interest at the trustee’s
sale on a loan they arranged for an owner-in-foreclose of a one-to-four
unit residential property. Here, the broker participated only to arrange the
mortgage; they were not the foreclosing lender.

To properly acquire ownership of the property at a trustee’s sale, the broker
needs to lend their own funds and be named as the beneficiary in the trust
deed when the loan is made.

The broker arranged a mortgage for which a CalBRE license was required.
However, the broker became a foreclosure consultant and violated that law
the instant they acquired an ownership interest at the foreclosure sale on the
loan they arranged for a fee.’s

15 Onofrio v. Rice (1997) 55 CA4th 413
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trust deeds which,
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anti-deficiency laws,
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property through
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NFLICT OF INTEREST

Prepared by: Agent
Broker

NOTE: Licensed Brokers and Sales Agents when acting on behall of a cient may nol act in a mannes which might
cause the cienl bo conclude that others, or & position held by the Broker of his Agents, can improperly ifluence or
cause the Broker or his Agents 1o fad 1o propary act i their lduciary capacily as an agent wilhoul first disclosing 1o
the client the facts which might othersise lead lo thal conclusion and oblaining their consent.

DATE: .20 L8l . Cafifornia.
Nems el blank or uwnchecked ane notl applicai,
FACTS:

1. This disclosure s made in connecBion with the following agreemant:
Listing (Employmeant) Agreemant Purchase Apgresmsn]
Escrow Insbructions

11 of iha same dale, or daled .20 L at . California,
1.2 entered inlo by .88 the . and
1.3 ;a5 the

14 regarding real estate refered 1o as ;

2. The client{s) représenied by the undersigned Broker with regard io the above referenced agreement msiane
Identified as . the

DISCLOSURE OF CONFLICT OF INTEREST:

3. Broker provides the following information as a disclosure 1o the chenl of nelationships or positions hold by Broker or
his Agents, and thair family mambaers, in investmants, business aclivities or real astate interssts which prasent

circurmstances thal might, If nol disclosed, appear to be in conflicl with the agency duly owed the client bo care lor
and protect the mlerests of the cliant,

Check the following #ems and ender information on facts which are believed might creale 8 conflct of inderest lor
Broker or his Agents. in performing their agency dufies on behalf of the cliend.

31 Real estals
Property type:
Address,
Interaat  held;

Activity craating confic:

32 Gowernment agency
Agancy nama:
Position  held!
Activity crealing confict:

3a Business posiion
Business nama:

Goods or senices provided:
Position  held:
Aclivily crealing  confict:

34 Business imestment
Company name:
Type of it Of busingss:
Intarest held:

Activily creating confict:
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Normally, a broker may bid and acquire property at a foreclosure sale. Brokers
often do so when the lender is a client. However, the broker may not acquire
the property at the foreclosure sale if they were paid to arrange the mortgage
on the residence of an owner-in-foreclosure.

Such cases make doing EP business risky for brokers and reduce the available
buyers at the trustee’s sale — a voluntary sale contracted for in the trust deed
and initiated by the owner by defaulting, called a put option.
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35 Representation of others in transaction
Name of person also owed agency duties:
Activity creating conflict:
36 Kinship and employes retalionships
Name of indnadualis)
Retationship with Broker or employes:
Activity creating confiict:

4, Other disclosures of direct or indirect compensation of economic benelits may have priviously been made, such
as exists for additional compensation and controlled business arrangements. [Sea it Forms 118 and 518]

BROKER:
5. | certify that the above infoomation is true and comect.
Date: .20 Broker's Hame :
By:
Agenfs Name:

CLIENT: | have recelved a copy of this disclosure and consent to continue the relationship with the brokes
as my agent.

Soo atached Signature Page Addandum [t Form 251]

Date: . 20
Mame: Mame:
Signature: Signature:

ORM 527 03-11 2011 first tueaday, PO

When a broker collects a fee orany marketing costsin advance from an owner-
in-foreclosure, the broker is considered a foreclosure consultant. Thus, the
broker becomes subject to statutory foreclosure consultant restrictions, in
addition to broker licensing laws already in place.

Advance costs include:

« appraisal fees;
+ credit report charges; and
+ property inspection report fee.
However, a foreclosure consultant may never collect an advance fee. This

legal “catch-22" affects the loan broker attempting to be paid a fee or collect
loan costs up front asis typical of a loan broker’s arrangement with borrowers.

If, as a broker, they accept an advance of costs, they are at once classified as
a consultant and violator of that law. Also, a foreclosure consultant may not
secure their contingent fee by a lien on the property.*

16 CC §52945.4(a), 2945.4(c)

Form 527

Conflict of
Interest

Page 2 of 2

Advance fees
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Compounded
risks

Broker for a
foreclosure
consultant

Further,a CalBRElicenseeisforbidden by the CalBRE from collecting advance
fees for offering loan forbearance or loan modification services. They may
not demand a lien on property or any other type of security to guarantee
compensation.”’

A broker taking a listing from a seller-in-foreclosure without an advance fee
arrangement assumes the risk the uncreditworthy seller will be unable to
pay the fee if they refuse a full listing offer (and keep the property), or are
unable or unwilling to close if they enter into a purchase agreement.

EP law overlooks the fact the broker who takes a permitted advance fee is
already heavily regulated by the CalBRE (and outright forbidden when
offering loan forbearance or modifications service). To receive an advance
fee, the broker needs to:

« place any permitted advance fees in a trust account;
+ provide accounting to the client before withdrawing funds; and
+ use a fee agreement approved by the CalBRE.*®

However, to collect an advance fee as authorized by the CalBRE violates a
different law when the homeowner is in foreclosure — the broker, due to
the recorded NOD on an SFR, becomes a foreclosure consultant controlled by
more stringent rules of conduct.

By prohibiting advance fee arrangements, EP law works to the detriment
of the seller-in-foreclosure by barring access to one segment of the broker
community.

When a broker arranges for an owner-in-foreclosure to employ a foreclosure
consultant, or pay a fee or transfer title to a foreclosure consultant, the
broker is considered the agent of the foreclosure consultant. Thus, the broker
becomes a sort of agent-once-removed of the owner who has retained the
foreclosure consultant.”

Further, a foreclosure consultant retained by an owner-in-foreclosure is
barred from acquiring any interest in a residence in foreclosure — even if
they hire a broker to represent them to buy the property.>

A foreclosure consultant’s agent or employee may only be a CalBRE licensee
who:

« provides the owner-in-foreclosure with a written statement they are a
CalBRE licensed broker; and

+ isbonded by a surety insurer for an amount equal to twice the value of
the residence in foreclosure.*

17 Business and Professions Code §10085.6
18 Bus &P C §10085

19 CC§2945.9(b)

20 CC §2945.4(e)

21 CC82945.11(a)
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Failure of the foreclosure consultant’s broker to provide the broker's statement
to the owner-in-foreclosure will, at the owner’s option, void the advisory
agreement with the foreclosure consultant.>

Further, an agreement between the foreclosure consultant and the owner-
in-foreclosure may not contain provisions attempting to limit the liability
of the foreclosure consultant for money damages caused by the foreclosure
consultant’s broker.>

22 CC 8§2945.11(b)
23 CC82945.10

Equity purchase (EP) law in California regulates all parties in an equity
purchase transaction. Collectively, equity purchase laws are known
as the Home Equity Sales Contract Act (HESCA). Brokers and agents
licensed by the Bureau of Real Estate (CalBRE) who take part in EP
transactions are also bound by HESCA.

An EP transaction occurs when an EP investor, whether or not
represented by a real estate broker, enters negotiations to acquire a one-
to-four unit residential property which is in foreclosure and occupied
in whole or in part by the seller as their principal residence.

Brokers are less inclined to solicit and accept a listing from a seller-in-
foreclosure than from a seller of comparable property not in foreclosure.
The broker's reluctance arises from the fact that the property must be
sold and escrow closed before the date of the trustee’s foreclosure sale.
Foranythingless, the broker has failed to fully perform the employment
by meeting the seller’s expectations under the listing.

Further, the seller has known solvency issues. The typical seller-in-
foreclosure cannot exercise reinstatement or redemption unless a buyer
comes to the rescue with cash.

A foreclosure consultant is any person who, for a fee from the seller-in-
foreclosure, agrees to:

« stop or postpone the foreclosure sale;

« prevent lienholders from enforcing or accelerating their note;

+ help the seller reinstate the loan or negotiate an extension of the
reinstatement period;

+ advance funds to the seller; or
+ arrange a loan for the seller.

Chapter 3
Summary

41
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A CalBRE licensed broker or agent acting on behalf of an owner-in-
foreclosure avoids being labeled a foreclosure consultant when they:

+ receive only a contingency fee (paid on closing) from the owner
for negotiating the sale of their residence in foreclosure;

+ receive no advance fees or costs from the owner, an activity
which will convert the broker into a foreclosure consultant;

+ make a Reg Z consumer mortgage as a principal for an amount
sufficient to cure defaults, or arrange a Reg Z consumer mortgage
as an mortgage loan originator (MLO)-endorsed broker employed
by the owner; and

+ receive no ownership interest in the property from the owner,
except a security interest under a trust deed when acting solely
as a principal (lender) making a MLO loan.

Chapter 3 foreclosure consultant Pg. 35
K ey Terms Home Equity Sales Contract Act (HESCA) Pg-31

put option Pg. 38
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AR A “-:. TR TR Y ﬂ :
The unconscionable
advantage some

investors create
I ‘, 4

After reading this chapter, you will be able to:

+ advise investors on a seller-in-foreclosure’s right to rescind a sale
within two years after closing when an equity purchase (EP)
investor takes unconscionable advantage of the seller;

+ instruct an EP investor how to avoid exploiting an element of
oppression or surprise to exact unreasonably favorable terms from
the seller; and

+ understand the remedies a seller-in-foreclosure has to rescind a
closed EP transaction.

bona fide purchaser (BFP) oppression
comparable market analysis Post-closing surprise
(CMA)

c Qo unconscionable advantage
notice of rescission

Consider an EP investor who begins acquisition efforts by seeking out a
suitable property in a distressed seller-in-foreclosure market. The investor
senses owners do not have much ability to maneuver to avoid loss of their
property to foreclosure.

In a recessionary economic climate preceding a rise in prices, EP
investors with cash seize the opportunity to acquire real estate with low-ball
offers submitted to financially down-and-out homeowners. By providing an
owner with cash - liquidity - the EP investor has the ability to suppress an
owner's effort to further market their property and locate a better match for
themselves than the one offered by the EP investor.

Chapter

4

Learning
Objectives

Key Terms

Suppression
of the seller’s
continued
marketing
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Risky
friskiness
of an EP
investor

In this market’s emotional environment of colliding fear and greed, the EP
investor is buoyed by their negotiations for setting prices. Conversely, the
seller-in-foreclosure is often mentally impaired by the emotions generated
by their financial failure to retain homeownership for their family. These
conditions occasionally drive dominating EP investors to suppress any
further or competitive marketing of the property by the seller-in-foreclosure
- shopping the EP investor's offer — as a condition of entering into a purchase
agreement with the EP investor.

Consideran EP investor who views a cash EP transaction as providing instant
liquidity for the financially strapped seller-in-foreclosure. The EP investor
delivers cash to an anxious seller in exchange for their property. This activity
usually occurs in a cash-starved market suffering from a liquidity failure of
no sufficient demand by end users of property, tight credit conditions and
high interest rates.

On taking the risk of investing, the EP investor believes they have an
opportunity to profit on their cash investment by:

+ a short-term resale of the real estate as a speculator pursuing a quick
profit — a one-time flip; or

+ long-term ownership of thereal estate asarental, a store of theinvestor’s
net worth which generates cash flow known as spendable income.

Purchasing a single family residence (SFR) from a seller-in-foreclosure places
a heavier burden on the EP investor to protect the seller’s interests than
when purchasing an SFR from a seller who is not in foreclosure. The burden
is imposed by the risk of claims made by the seller simply because their
residence is in foreclosure and is the subject matter of negotiations.

The liability exposure of an EP investor for EP violations is reduced greatly
when the seller-in-foreclosure has a negative equity rather than a positive
equity. With a negative equity, a discounted short payoff of the mortgage is
involved to buy the property. On a short sale, the seller has no equity in the
property to lose and thus no claim for money lost if the EP investor acts in
violation of EP laws.

The seller-in-foreclosure needs to suffer a loss of a positive equity before there
is a monetary recovery in the equity purchase environment. However, the
right to rescind is unaffected by the lack of a monetary loss.

When the lender is discounting the payoff of their mortgage, it is the lender
who ultimately approves (read: sets) a price as the fair market value (FMV)
of the property supporting their mortgage. The seller is under burden to be
concerned abiut the property’s value and the EP investor takes advantage of
the void.

The value of the mortgage holder’s security interest in the real estate under
negative equity conditions is tantamount to its price. With a negative equity
property, the owner has no economic interest in the property - essentially
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they are a tenant in a home they hold title to - since they receive none of the
benefits of ownership until the mortgage balance drops (or the price rises ) to
a loan-to-value ratio (LTV) of 94% or less.

The EP investor's risk lies in a seller-in-foreclosure’s two-year right of
rescission. This right gives the seller-in-foreclosure the ability to rescind the
sale and recover the property for the price the investor paid within two years
after closing based on a claim of unconscionable advantage.

To prove an EP investor took unconscionable advantage, the seller needs to
provide evidence of both:

+ the purchase price or method of payment was unreasonably favorable
to the EP investor, legally called substantive unconscionability;
and

« the lack of a meaningful choice of action for the seller-in-foreclosure
when negotiating to sell to the EP investor, legally called procedural
unconscionability.

Itis critical for both elements to be present in order to prove unconscionable
advantage.

To protect themselves from an unconscionable advantage claim, the EP
investor purchases the property of a seller-in-foreclosure using reasonable
pricing and payment. To this end, the investor's agent has a duty to advise
and assist in meeting this objective.

The price paid, like any other component of a sale, may later be challenged by
the seller asbeing unconscionable. When determining the unconscionability
of the purchase price, justification for the price at the time of the sale and the
terms of payment of that price are examined.

A fair price calls for an analysis of:

+ the property’s condition;
+ the price trend in the resale market for like property;
+ the costs of carrying the ownership; and

« a discount on FMV to cover a reasonable profit for the risk taken to
provide liquidity for the seller by investing cash then flipping it at a
profit.

To set a purchase price for a property, the EP investor is best served by their
agent’s completion of a valuation spread sheet, called a comparable market
analysis (CMA). Using the CMA, the EP investor and their agent evaluate
the amenities of nearby, comparable properties which have sold within the
past six months. When a short sale is involved, it is the lender who approves,
if not sets the price to be paid by an investor.

45

unconscionable
advantage

When an equity
purchase investor or
a mortgage holder
exploits an element
of oppression,
helplessness or
surprise to exact
unreasonably
favorable terms from
a property owner or
tenant.

Unreasonable
pricing and
payment

comparable market
analysis (CMA)

A worksheet used by
an agent to prepare

an estimate for review
with an equity
purchase (EP) investor
of the value of property
for sale based on the
price recently paid for
similar properties.
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Form 318
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From the value determined using the CMA, the price the EP investor will
offer to pay is calculated based on the lump-sum profit or annual rate of
return the EP investor seeks from their investment on resale or rental. [See
Form 318 accompanying this chapter]

Unconscionable methods of payment include:

carryback paper with an interest below the applicable federal rate rate
(AFR) when the price is low and a long amortization or remote due
date bears no relationship to current market conditions;
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+ an equity exchange of overpriced land, stock, gems, metals, annuity
policies or zero coupon bonds with a long maturity; or

+ any form of payment which is uncollectible, unredeemable or having
little present worth.

However, the existence of unreasonable pricing and payment is only the
first component of two the seller-in-foreclosure needs to present to support
an unconscionable advantage claim. Pricing alone is not enough to show
the unconscionable advantage needed to rescind a closed sales transaction.
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Un-American

activity coupled
with a low price

oppression

When negotiations
between an equity
purchase (EP) investor
and a seller-in-
foreclosure are not
realisticduetoa

“take it or leave it”
environment created
by the EP investor's
abuse of inequality in
bargaining power.

post-closing surprise
The post-closing
discovery of
detrimental conditions
hidden in the wording
of an equity purchase
(EP) agreement or
escrow instructions.

Prudent
investor
conduct
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The second component of the unconscionable advantage arises when the
investor deprives the seller of a reasonable choice of action. Conditions of
unconscionable advantage exist when the EP investor exercises oppression
or post-closing surprise, while at the same time exacting an unreasonably
low purchase price or onerous terms for payment.

To deprive the seller-in-foreclosure of a meaningful choice between the
EP investor's offer and offers from other buyers, a misrepresentation or
fraudulent activity from threats, undue influence or deceit needs to exist.

Oppression by the EP investor exists when the inequality in bargaining
powerresultsinnogenuine negotiations —a “take it orleaveit” environment.
A foreclosure in progress in an illiquid market environment presents a one-
sided bargaining advantage for an aggressive EP investor to exploit. This
power is improperly used by the EP investor when they insist that their offer
isnot “shopped around” in a marketing effort by the seller or the seller’'s agent
to solicit a better deal during the five-business-day cancellation period.

Post-closing surprise is the post-closing discovery of terms which are
essentially hidden in the lengthy provisions of the agreement or escrow
instructions. Typically the price and how it is to be paid is not the surprise as
it is well known to the seller-in-foreclosure. However, on a later rescission,
it is the price that is likely the only provision in the agreement contested by
the seller.

The greater the marketplace oppression or post-closing surprise in the
transaction, the less an unreasonably favorable price paid by an EP investor
is tolerated.*

Thus, to mitigate the risk of the seller having evidence an unconscionable
advantage existed in the EP investor's conduct, the EP investor begins
negotiations by entering into an EP agreement on a form that meets all
statutory requirements. [See first tuesday Form 156; see Chapter 2]

The EP investor may be called upon to further defend their actions by
demonstrating the EP agreement was not entered into through:

« misrepresentation of facts or law in deceitful conduct by the investor
or the investor's agent;

« undue influence arising out of a prior or special relationship with the
seller; or

+ duress applied in the negotiations by the investor to obtain the seller’s
acceptance and close the transaction.

The EP investor's defense against any future attempt by the seller to show an
unconscionable advantage is enhanced by:

+ representation of the seller-in-foreclosure by a seller’s broker; and

+ evidence a counteroffer was prepared and submitted by the seller-in-
foreclosure.

1 Carboniv. Arrospide (1991) 2 CA4th 76
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The seller’s broker is a middle man whose presence signifies the seller was
represented by a knowledgeable gatekeeper. The counteroffer is proof the EP
investor and seller (or seller’s broker) actually competitively negotiated.

To understand the role of the two-year right of rescission period, consider a
Notice of Default (NOD) recorded on a homeowner’s personal residence
after several months of delinquencies.

The homeowner, now in foreclosure on recording the NOD, is willing to sell
on almost any terms to salvage their remaining equity in the property from
loss to a foreclosure sale. The property is listed and the seller’s broker markets
the property primarily to buyers who desire to occupy the property as their
personal residence.

Avoiding the seller’s broker, an offer is submitted directly to the seller-in-
foreclosure by an EP investor. The EP investor is not represented by a broker.
Under the EP offer, the seller-in-foreclosure is to receive cash for their equity.
Additionally, the EP investor is to cure the seller's loan delinquencies and
take over the loan, a classic EP arrangement except in short sale conditions.

On review of the offer, the seller’s broker recommends the seller accept the EP
investor's offer. The broker further recommends that if an acceptable backup
offer is received within the five-business-day cancellation period, the seller
is to accept the backup offer and cancel the EP agreement.

The seller-in-foreclosure accepts the EP investor's offer. The five-day
cancellation period expires without receiving a backup offer. The EP
transaction is later closed and the property conveyed.

Does the EP investor receive good title when they accept the grant deed?

No! The EP investor’s title remains subject to the seller-in-foreclosure’s right
of rescission for two years after closing. If at any time during the two years
following the close of escrow and the recording of the grant deed the seller
believes the EP investor's conduct and the price paid gave the EP investor
an unconscionable advantage, the seller has the option to attempt to rescind
the transaction and recover the property they sold, called restoration. >

These rescission risks for an investor are more prevalent during periods of
swift upward price movement. The market conditions which favor speculator
activity are precisely the same conditions that cause a seller of a property to
demand their home be returned. A profit has come about within two years
which is now sought by both the investor, who speculated and gained by a
flip, and the seller, who believes they were ripped off of the profit taken by
the investor.

2 Calif. Civil Code §1695.14

Two-year
right of
rescission
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Seller’s steps
to exercise
rescission
rights

notice of rescission
Notice given by a
seller-in-foreclosure

to an equity purchase
(EP) investor to
exercise the seller’s
two-year right to
rescind the sale and be
restored to title of the
property sold.

bona fide purchaser
(BFP)

A buyer other than the
mortgage holder who
purchases a property
for value at a trustee’s
sale without notice of
title or trustee’s sale
defects.
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The seller-in-foreclosure rescinds the completed EP transaction by:

« notifying the EP investor of their decision to rescind the transaction,
called a notice of rescissions3; and

+ returning all funds and items of value received from the EP investor
under the EP agreement (restoration).*

To perfect their claim for restoration of the property to their ownership, the
seller-in-foreclosure also records the notice of rescission in the county in
which the real estate is located.

The notice of rescission describes the real estate and contains the names of
the:

+ rescinding seller;
« EPinvestor; and

« any successor-in-interest of the investor who is not a bona fide
purchaser (BFP).

Once served with a notice of rescission, the EP investor (or their non-bona
fide successor) has 20 days to reconvey title to the rescinding seller, free of
any encumbrances the EP investor or their non-bona fide successor placed
on title after acquiring the property.s

Often an investor on acquiring ownership to a homeowner’s residence
further invests money and effort rehabilitating and carrying the expenses of
property ownership. However, a rescinding seller has no obligation under
EP law to reimburse the investor for these expenditures. The EP investor's
improvements during the two-year rescission period are not considered good
faith improvements. The expenditures are made while the investor holds a
voidable ownership interest in the property.

The EP investor's conduct, which created the unconscionable advantage over
the seller-in-foreclosure, charges them with knowledge of their defective
title. EP law then acts to sanction the EP investor, if the seller establishes an
unconscionable advantage in conduct and pricing.

If the EP investor fails to timely reconvey title to the seller on notice of
rescission, the seller is allowed to sue the investor to enforce the rescission
and recover the residence.

The prevailing party in the rescission action is entitled to attorney fees. Here,
the seller-in-foreclosure is basically insolvent, but has reason to believe the
return of the property will be financially rewarding.

CC §81695.14(b)
CC §81691

CC §81695.14(b)
CC §81695.14(d)

o u oA W
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Showing the existence of and defending against the components of an
unconscionable advantage, evidenced by the investor’'s conduct and pricing,
is problematic for both the seller-in-foreclosure and the EP investor.

The legislature has not clearly defined what exactly constitutes an act of
unconscionable advantage by an EP investor. It is difficult for the seller-in-
foreclosure to prove — and for the EP investor to refute.

A reasonable sales price under the circumstances at the time the EP
transaction was entered into may possibly appear to be unconscionable to
the seller in the future. Thus, an EP investor assumes not only the risk that
a rising economy may provide a profit on a flip, but that it will provoke the
seller into attempting to rescind the sale to capture that profit as part of their
original sale.

However, the test of unconscionable advantage is not based on events
occurring after the seller-in-foreclosure enters into the purchase agreement.
Thus, any increase in the value of the property after acceptance of the EP
investor’s offer is not considered. It is the FMV of the property at the time of
the EP investor's acquisition that is critical.

The evaluation of a seller’s assertion of unconscionable advantage is based
on market circumstances existing at the time negotiations were conducted,
or when the parties entered into the EP agreement.

Title insurance companies have few qualms about insuring property
purchased during the foreclosure period. The reason: title insurance does not
defend or cover the insured EP investor against the seller’s rescission claims.
By definition, the seller’s claim is based on the conduct of the buyer, which is
an exclusion from coverage.

Some title companies insist the seller-in-foreclosure sign an estoppel
affidavit declaring the seller:

+ fully understands the nature of the EP transaction;

+ appreciates the finality of the consequences of the sale;

« agreesthepurchasepriceisreasonableand fairunderthe circumstances;
and

+ the transaction is not merely financing that allows the seller to
reacquire title to the property.

The signed affidavit makes it more difficult for the seller-in-foreclosure to
later decide to rescind the transaction and recover their property, since it
increases the seller’'s burden of proving unconscionable advantage.

However, the affidavit does not and cannot waive the seller-in-foreclosure’s
two-year right of rescission if unconscionable pricing and an oppressive

The burden

of proving
unconscionable
advantage

Title
insurance
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The BFP on
a flip of the

property

The BFP’s
title
insurance

negotiating environment on the part of the buyer actually existed. Any
waiver of the seller’s rescission rights is void as a violation of the home equity
sales law.”

Consider an investor who acquires ownership in an EP transaction. The
investor then resells (flips) the property for a fair market price to a BFP before
the seller-in-foreclosure’s two-year right of rescission expires and before the
seller records a notice of rescission.

The seller seeks to recover title to the residence and follows the necessary
steps to rescind the transaction.

However, rescission is not available to the seller-in-foreclosure against the
BEP if the property is purchased or encumbered prior to the seller recording
a notice of rescission.?

Despite the BFP status preventing the seller from recovering the property, the
seller is permitted to recover money from the EP investor. The dollar amount
of the recovery is based on the value of the lost equity at the time of the sale
to EP investor, not the resale value. The money recovery claim is to be filed
within four years of the investor’s violation of the EP statutes.

Further,and more menacing for the EP investor, is the automatic entitlement
of the seller to additionally recover three times their actual loss as punitive
damages mandated by statute, known as treble damages.®

Obtaining title insurance poses no problem for the BFP. A title insurance
company is to insure over the seller-in-foreclosure’s two-year right of
rescission, unlessanotice of rescission hasbeen recorded (or thetitle company
has other knowledge of the seller’s claim).

Title insurance only insures against what is not known by the buyer at the
time the insurance is obtained or not listed as an exclusion from coverage.

Yet, the title insurance company has a duty to defend the BFP against any
later rescission claim made by the seller-in-foreclosure against the BFP.

What if the insured buyer is not a BEP, but a successor-in-interest involved in
a title flipping scheme with the EP investor for the purpose of avoiding the
seller-in-foreclosure’s right of rescission? Here, the title insurance company
may refuse to defend the insured buyer against the seller's enforcement of
their right of rescission.°

7 CC81695.10

8 (CC81695.14(c)

9 CC81695.7

10 Calif. Insurance Code §330 et seq.
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Abuyer who chooses to acquire a property from an EP investor is obligated to
inquire about the property rights of any person in possession of the property
before they can qualify as a BFP.*

Consider an EP transaction in which the seller-in-foreclosure occupies the
property under a sale-leaseback arrangement. Here, the buyer is charged
with inquiring of the occupant as to their rights in the property (as also is the
title company to inquire when issuing a American Land Title Association
ALTA policy).

If the seller-in-foreclosure holds an option to purchase under the sale-
leaseback, the sale-leaseback is in law a mortgage, not a sale as structured.
Further, the investor is a lender, not a buyer; the seller is still the owner.

Thus, the lender vested as the title holder has nothing to sell beyond their
right to receive money as holder of a lien on the property for repayment of a
debt since the grant deed is a mortgage-in-fact.'? [See Chapter 21]

Possession of property by any person other than the current vested owner of
record imparts constructive notice to a potential buyer to inquire as to the
right, title, and interest of the person in possession.3

11 CC§1695.14(c)
12 CC8§1695.12
13 Gates Rubber Company v. Ulman (1989) 214 CA3d 356

Purchasing a single family residence (SFR) from a seller-in-foreclosure
places a heavier burden on the equity purchase (EP) investor to protect
the seller's interests than when purchasing an SFR from a seller who is
not in foreclosure. The EP investor’s risk lies in a seller-in-foreclosure’s
two-year right of rescission. This right gives the seller-in-foreclosure
the ability to rescind the sale and recover the property for the price
the investor paid within two years after closing based on a claim of
unconscionable advantage.

To prove an EP investor took unconscionable advantage, the seller
needs to provide evidence of both:

+ the purchase price or method of payment was unreasonably
favorable to the EP investor, legally called substantive
unconscionability; and

+ the lack of a meaningful choice of action for the seller-in-
foreclosure when negotiating to sell to the EP investor, legally
called procedural unconscionability.

Both components need to be present to show unconscionability existed.

Sale-
leaseback to
the insolvent
seller

Chapter 4
Summary



54

Buying Homes in Foreclosure, Seventh Edition

Chapter 4
Key Terms

To protect themselves from an unconscionable advantage claim, the
EP investor purchases the property of a seller-in-foreclosure using
reasonable pricing and payment. To this end, the investor's agent has a
duty to advise and assist in meeting this objective.

The legislature has not clearly defined what exactly constitutes an act
of unconscionable advantage by an EP investor. It is difficult for the
seller-in-foreclosure to prove — and for the EP investor to refute. The
test of unconscionable advantage is not based on events occurring after
the seller-in-foreclosure enters into the purchase agreement. It is the
fair market value (FMV) of the property at the time of the EP investor's
acquisition and the investor’s oppressive conduct that is critical.

bona fide purchaser (BFP) Pg. 50
comparable market analysis (CMA) Pg. 45
notice of rescission Pg. 50
oppression Pg. 48
post-closing surprise Pg. 48

unconscionable advantage Pg- 45
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Reinstatement and
redemption periods
during foreclosure

After reading this chapter, you will be able to:

+ identify the boilerplate power-of-sale and acceleration provisions
in trust deeds;

+ understand how a property owner orjunior lienholder terminates
foreclosure proceedings by reinstating or redeeming a mortgage;

+ distinguish the timeframes an owner has to cure a default and
reinstate the mortgage from periods for trustee’s notices, postings
and advertising periods;

+ advise a client on their financial options when faced with
foreclosure; and

+ recognize defaults curable only by redemption.

acceleration redeem
future advances clause reinstatement
power-of-sale provision

Trust deeds securing a debt obligation contain a boilerplate provision
authorizing lenders to call all amounts remaining unpaid due and payable
on a material default under the trust deed, called an acceleration clause.
Similarly, the trust deed power-of-sale provision authorizes the trustee
to initiate a non-judicial foreclosure sale of the property on a declaration of
default and instructions to foreclose from the mortgage holder.

Exercising the power-of-sale provision, the trustee records a notice of default
(NOD), initiating the trustee’s foreclosure procedures when instructed by the

Chapter

5

Learning
Objectives

Key Terms

Nullifying
the lender’s
call during
foreclosure
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acceleration

A demand on an
owner of property by

a mortgage holder for
immediate payment of
all amounts remaining
unpaid on a mortgage.
Also known as a call.

power-of-sale
provision

A provision contained
in a trust deed or

other security device
granting the holder the
ability to nonjudicially
foreclose by a trustee’s
sale of the secured real
estate.

Itemization of
delinquencies
and charges

mortgage holder to do so. As a result of the tandem effect of the acceleration
clause when an NOD is recorded, all sums remaining to be paid on the note
and trust deed become due and immediately payable, subject to the owner’s
and junior lienholder’s reinstatement rights.

Consider a homeowner who defaults on a trust deed lien on their property
(which includes any default on the note). To enforce collection of all sums
owed, the mortgage holder by a declaration handed to the trustee causes an
NOD to be recorded commencing foreclosure.

An EP investor's agent, aware of the NOD, submits an EP agreement offer to
the homeowner. The homeowner accepts. The terms include the transfer of
ownership to the EP investor, taking title subject to the existing mortgage
in foreclosure. The homeowner is to pay all delinquencies and foreclosure
charges through escrow on closing using funds received on the price paid by
the EP investor.

Escrow is opened on the running of the seller's right to cancel the EP
transaction within five business days of acceptance. The escrow agent sends
arequest for a beneficiary statement to the holder of the note and trust deed,
called the beneficiary. The mortgage holder responds to escrow’s request
for a beneficiary statement by sending a payoff demand, not a beneficiary
statement. The mortgage holder claims they are enforcing the acceleration
clause in the trust deed and will only accept payment in full now that the
NOD has been recorded.

The NOD itemizes the amount of all delinquencies and related charges
separately from the balance due. Thus, escrow is able to determine the
amount due to cure the default. The trustee is contacted and the total of
the foreclosure fees and charges incurred by the date scheduled for close of
escrow are established.

The EP investor deposits closing funds with escrow on escrow’s call for funds.
Escrow is closed, title is conveyed to the EP investor and the delinquencies
and foreclosure costs sufficient to reinstate the mortgage are forwarded
to the trustee, payable to the mortgage holder from funds accruing to the
homeowner on closing.

The mortgage holder rejects the sales proceeds, claiming the entire amount of
their note is due as agreed in the trust deed provisions. Further, the mortgage
holder claims the due-on clause in the trust deed has now been triggered by
the buyer’s failure to obtain the beneficiary’s consent to the sales transaction.
Thus, the mortgage holder now furtherjustifies a full payoff of the debt based
on a violation of the due-on clause.

Does escrow, on tendering only the amount of the delinquencies and
foreclosure costs necessary to cure the default, cause the mortgage to be
reinstated as though a default had never occurred?
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Periods for Notices and Reinstatement
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Yes! After an NOD is recorded and prior to five business days before the
trustee’s sale, the owner is able to terminate the foreclosure proceedings by

paying:

+ thedelinquent amounts due on the note and trust deed as described in
the NOD and foreclosure charges, called reinstatement;’ or

« the entire amount due on the note and trust deed, plus foreclosure
charges, called redemption.’

In thisinstance, the call triggered by a violation of the due-on clause based on
the unconsented-to transfer to the EP investor took place after the recording
of the NOD. The default in payment due on the call is not stated as a default
in the NOD. Thus, the due-on call cannot be enforced under this NOD. Here,
the mortgage holder needs to call the loan due if they do not intend to accept
monthly payments from the new owner, and if not paid in full, proceed
anew to foreclose under a later recorded NOD.

1 Calif. Civil Code §2924¢
2 CC8§2903

Figure 1

Periods for
Notice and
Reinstatement

reinstatement

The curing of
monetary defaults
and terminating the
foreclosure process on
amortgage by a
property owner or
junior lienholder
prior to expiration

of the reinstatement
period applicable

to the trustee’s or
judicial foreclosure by
paying the delinquent
amounts and
foreclosure charges.

redeem

The clearing of title to a
parcel of real estate of a
monetary lien, such as
a mortgage, through
payment of the debt

in full as is required
during a redemption
period to avoid loss of
the property either at

a trustee’s foreclosure
sale or following a
judicial foreclosure
sale.
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Monetary
defaults and
reinstatement

After the NOD
is recorded

A trust deed on which a foreclosure has been initiated is reinstated when the
mortgage holder receives:

« all amounts referenced as delinquent in the NOD, including principal,
interest, taxes and insurance (collectively known as PITI), assessments,
and advances;

+ installments that become due and remain unpaid after the recording
of the NOD;

+ any future advances made by the mortgage holder after the recording
ofthe NOD to pay taxes, senior liens, assessments, insurance premiums,
and to eliminate any other impairment of the security; and

+ costs and expenses incurred by the mortgage holder to enforce the trust
deed, including statutorily limited trustees fee’s or attorney fees.3

After an NOD is recorded, an owner or junior lienholder may bring current
any curable monetary default stated in the NOD prior to five business days
before the trustee’s sale, called the reinstatement period. If the sale is
postponed, the reinstatement period is extended, ending the day before the
fifth business day prior to the postponed sale date.4 [See Figure 1]

Until the NOD is recorded by a trustee, the mortgage holder is compelled to
accept the tender of all delinquent amounts noticed in the NOD.

After recording the NOD, the trustee needs to allow three months to pass
before advertising and posting notice of the date of the trustee’s sale.> [See
Figure 1]

The trustee needs to begin advertising and post a Notice of Trustee’s Sale
(NOTS) at least 20 days before the date of the sale. The property may be sold
by the trustee no sooner than the twenty-first day after advertising begins
and the posting of notice occurs.® [See Figure 1]

Additionally, if the billing address for the owner is different than the address
of the residential property in foreclosure, the NOTS needs to be accompanied
by a notice to the occupants regarding their tenant rights during and after
foreclosure.” [See first tuesday Form 573]

The owner in foreclosure is no longer allowed to delay the trustee’s sale by
requesting a postponement.?

Thus, the owner or junior lienholder has approximately 105 days after
recording the NOD to cure the default and reinstate the note and trust deed.
Doing so avoids a full payoff or foreclosure of the property.

CC §2924c(a)(1)
CC §2924c(e)
CC 82924

CC §2924f(b)
CC82924.8

CC 829249

® N O oA W
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To determine the last day for reinstatement of the mortgage, consider a
trustee’s sale scheduled for a Friday. Count back five business days beginning
with the first business day prior to the scheduled Friday sale. Since weekends
are not business days, the fifth day counting backward from the scheduled
trustee’s sale is the previous Friday (if no holidays exist).

Thus, the very last day to reinstate the mortgage is on the Thursday eight
calendar days before the trustee’s sale.

The mortgage holder’s failure to identify or include the dollar amount of
all known defaults in the NOD does not invalidate the NOTS. Further, the
mortgage holder may enforce payment of any omitted defaults by recording
another, separate NOD.?

On reinstatement of the mortgage, the NOD is rescinded by the trustee,
removing the recorded default from the title to the property.*®

Any call due to a default is eliminated when the mortgage have been
reinstated. Upon reinstatement, the owner continues their ownership of the
property as though the mortgage had never been in default.

Failure to cure a default before the reinstatement period expires allows
a mortgage holder to require the owner to redeem the property prior to
completion of the trustee’s sale by:

+ paying all sums due under the note and trust deed; and

« reimbursing the costs of foreclosure.
The owner's right of redemption runs until the trustee completes the bidding
and announces the property has been sold. Any owner, junior lienholder,

or other person with an interest in the property may satisfy the debt and
redeem the property prior to the completion of the trustee’s sale.’

To redeem the property, the owner or junior lienholder is required to pay:

« the principal and all interest charges accrued on the principal;

+ permissible penalties;

+ foreclosure costs; and

+ any future advances made by the foreclosing mortgage holder to
protect its security interest in the property.

Unless all amounts due on the note and trust deed resulting from the
owner's default are paid in full during the redemption period, the owner
loses ownership of the property at the trustee’s foreclosure sale.

An owner's default on a trust deed encumbering their property may arise
under a provision in either the note or trust deed.

9 CC82924
10 CC §2924c(a)(2)
11 CC §2903

Reinstatement
of the note
and trust deed

Redemption
to clear title

Lender
remedies on
a default
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Sidebar

The owner’s
alternatives

Aside from reinstatement and redemption, an owner of property has several other options
when faced with losing their property through foreclosure. These options include:

1. Reflnance — The owner obtains a new loan to pay off the one in default.

2. Foreclosure consultant — The owner seeks the services of a financial advisor or
investment counselor, called a foreclosure consultant. For a fee, a foreclosure
consultant will:

e prevent a lender from enforcing or accelerating the note;

* help the owner reinstate the loan or receive an extension of the
reinstatement period; or

e arrange a loan or an advance of funds for the owner. [CC §2945.1(a)]

However, a property owner grappling with foreclosure can obtain similar
services at no cost from a mortgage counselor subsidized by the federal
government.

3. Deed-Indleu — The owner deeds the property directly to the mortgage holder in
exchange for cancelling the secured debt.

4. Litigate — The owner disputes the validity of the foreclosure by filing an action,
restraining and enjoining the foreclosure.

5. Bankruptcy— The owner files a petition in bankruptcy for protection. The petition
automatically stays the foreclosure until a release of the stay is obtained by
the mortgage holder from the court. [11 United States Code §362(a)]

Unless the owner can make up the default or have the loan amount “crammed
down” as part of any reorganization plan, bankruptcy only delays the inevitable
foreclosure. Once the automatic stay is lifted, the foreclosure sale may take
place no sooner than seven calendar days later. [CC §2924g(d)]

6. Sale — The owner sells the property to a buyer before the trustee’s sale. A
recorded NOD states the owner has the right to sell their property while in
foreclosure. [CC §2924c(b)]

In an effort to protect owners from being unlawfully deprived of the equity in
their property, special requirements exist for purchase agreements between
owners and equlty purchase Investors on owner-occupied, one-to-four unit
residential property in foreclosure. [CC §1695 et seq.]

However, selling property in foreclosure is difficult for the owner. Time
constraints imposed by reinstatement and redemption periods and the
difficulty of locating a buyer-occupant or investor able to meet the financing
needs to assume or pay off existing loans, cure defaults and correct the
deferred maintenance on the property exacerbate any sales effort .

7. Walk away — The owner on a default decides to vacate the property when the
lender completes foreclosure. This is also known as a strategic default.

A strategic default is an economically viable alternative for an owner with little
or no equity remaining in the property. The strategy is particularly useful if
payments saved during continued occupancy (nine months on average from
default) exceed the value of the equity in the property, and specifically when
the mortgage balance exceeds the property’s value.

A default on the note triggers a default on the trust deed, permitting
foreclosure. For example, when the owner fails to pay installments as they
become due under the terms of the note, the owner is in default on the note.
Thus, a default also exists on the trust deed.
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The owner's default prompts the mortgage holder to immediately call
the loan due under the acceleration clause in the trust deed by the act of
recording an NOD.

Additionally, when the owner fails to meet their obligations regarding the
care, use and maintenance of the secured real estate, the owner is in default
under the waste provision in the trust deed. The default on the trust deed
exists even though the owner may be current on all payments called for in
the note.

Other activities are considered a default on the trust deed, such as the owner’s
failure to pay:

* property taxes;

+ hazard insurance premiums;

+ assessments; and

« amounts due on senior trust deed liens.

A mortgage holder may advance funds to cure a default on the trust deed or
preserve the value of the property. The amount of the advance is then added
to the debt owed by authority of the trust deed’s future advances provision.
The mortgage holder may then demand the immediate repayment of the
advance from the owner.

A property owner's ability to reinstate a loan by curing a default depends
on the trust deed provision in default.

For example, an owner of real estate encumbered by a mortgage fails to
pay property taxes. The mortgage holder records an NOD, specifying the
delinquent property taxes as the owner's default.

Is the property owner able to reinstate the loan and retain the property by
eliminating the default?

Yes! The default is monetary, entitling the owner to reinstate the loan by
simply paying the delinquent property taxes, and the trustee’s fees and
charges incurred in the foreclosure proceeding. Monthly payments on the
note, paymentofinsurance premiumsand paymentson seniorencumbrances
are also curable defaults allowing reinstatement of the mortgage.

Some trust deed defaults do not allow debt to be reinstated. Reinstatement
of the note on those defaults is only available if agreed to by the mortgage
holder. Defaults triggering a call and requiring redemption of the property
by a payoff of the entire debt without the ability to reinstate the mortgage
include:

« abreach of a due-on clause;
* awaste provision; or

+ aviolation of law provision in the use of the property.

Trust deed
defaults and
reinstatement

Defaults
cured only by
redemption
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future advances
clause

A trust deed provision
authorizing a mortgage
holder to advance
funds for payment of
conditions impairing
the mortgage holder’s
security interest

in the mortgaged
property, such as
delinquent property
taxes, assessments,
improvement bonds,
mortgage insurance
premiums or
elimination of waste.
[See ft Form 450 §2.5]

Chapter 5
Summary

Consider real estate that is encumbered by a trust deed requiring the owner
to maintain their property in good condition and repair. The owner fails to
maintain the property, and the roof needs replacement.

The mortgage holder becomes concerned as the owner’s activities have
decreased the value of the mortgage holder’s security, called impairment.
Due to the owner’s failure to maintain the property in good condition, the
mortgage holder calls the loan, and on the owner’s failure to fully satisfy the
remaining debt, records an NOD against the property.

In this instance, the owner cannot cure the default in the trust deed (waste)
by tendering less than the entire remaining balance of the debt. Thus, the
owner is unable to reinstate the mortgage. As a result, the entire foreclosure
period becomes the redemption period.

To retain ownership of the property, the owner needs to redeem the property
by tendering full payment of all sums due, including foreclosure costs, prior
to the trustee’s sale.

Alternatively, a trust deed provision gives the holder the authority to cure
the waste and add that cost to the principal balance of the debt under the
future advances clause.

However, when waste by the owneris committed in bad faith, the foreclosing
mortgage holder needs to consider an underbid at the trustee’s sale in an
amount equal to the property’s reduced fair market value attributable to the
waste. With an underbid, the mortgage holder may sue the owner to recover
the deficient property value below the amount due on the debt caused by
the bad faith waste.*

12 Cornelison v. Kornbluth (1975) 15 C3d 590

Trust deeds securing debt obligations contain a boilerplate provision
authorizing mortgage holder to call all amounts remaining unpaid
due and payable on a material default under the trust deed, called an
acceleration clause. Similarly, the trust deed power-of-sale provision
authorizes the trustee to initiate a non-judicial foreclosure sale of the
property on a declaration of default and instructions to foreclose from
the mortgage holder.

After a notice of default (NOD) has been recorded and prior to five
business days before the trustee’s sale, the owner may terminate the
foreclosure proceedings by paying:

+ the delinquent amounts due on the note and trust deed, plus
foreclosure charges, called reinstatement; or

+ theentireamountdue on thenote and trust deed, plus foreclosure
charges, called redemption.
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The owner or junior lienholder has approximately 105 days after
recording the NOD to cure the default and reinstate the note and trust
deed. Doing so avoids a full payoff or foreclosure sale of the property.

On reinstatement of the note and trust deed, the NOD is rescinded by
the trustee, removing the recorded default from the title of the property.
The owner continues their ownership of the property as though the
trust deed had never been in default.

A property owner's ability to reinstate a trust deed by curing a default
depends on the trust deed provision in default.

Failure to cure a default before the reinstatement period expires allows
a trust deed holder to require the owner to redeem the property and
avoid the trustee’s sale by:
+ paying all sums due under the note and trust deed; and
« reimbursing the costs of foreclosure prior to completion of the
trustee’s sale.

The owner's right of redemption exists until the trustee completes the
bidding and announces the property has been sold.

Other activities are considered a default on the trust deed, such as the
owner's failure to maintain the property, called waste, or failure to pay:
+ property taxes;
+ hazard insurance premiums;
» assessments; or
* amounts due on senior trust deed liens.
A trust deed holder may advance funds to cure a default on the trust
deed and then add the advance to the debt owed. The trust deed holder

may then demand the immediate repayment of the advance from the
owner.

acceleration Pg. 56
future advances clause Pg. 62
power-of-sale provision Pg. 56
redeem Pg.57

reinstatement P9.57
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Condition of property:
disclosure by the
seller-m foreclosure

In this chapter, you will learn about:

+ the affirmative duty a seller-in-foreclosure and their agent have
to visually inspect and disclose their observations and knowledge
about the property’s condition to equity purchase (EP) investors
as prospective buyers;

+ the mandated obligation of the seller-in-foreclosure and their
agent owed to prospective EP investors to prepare and deliver a
Transfer Disclosure Statement (TDS) presenting known conditions
of improvements which might adversely affect the price and
terms of an offer a prospective EP investor might submit; and

+ therole of a home inspection report (HIR) to identify and warrant
property conditions as an important risk mitigation activity for
the seller and seller’'s agent in the preparation of a TDS.

“as-is” clause transfer disclosure statement
home inspection report (TDS)

The seller of a one-to-four unit residential property completes and delivers to
a prospective equity purchase (EP) investor a statutory form called a Transfer
Disclosure Statement (TDS), more generically called a Condition of
Property Transfer Disclosure Statement.' [See Figure 1, first tuesday
Form 304]

1 Calif. Civil Code §81102(a), 1102.3

Learning
Objectives

Key Terms

Mandated on
one-to-four
residential
units



66 Buying Homes in Foreclosure, Seventh Edition
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transfer disclosure
statement (TDS)
A mandatory The seller’s use of the TDS form is mandated. The seller is required to prepare

ﬁ;:g‘::ﬁii_‘i’;?pared it with honesty and in good faith, whether or not a seller’s agent is retained

foreclosure and to review its content.?

given to prospective

buyers setting forth When preparing the TDS, the seller sets forth any property defects known or
any property defects d ist by th 1

O GRS G suspected to exist by the seller.

to exist by the seller,

generically called a Any conditions known to the seller which might negatively affect the
condition of property . s . .

disclosure. [See ft Form value and desirability of the property for a prospective EP investor are to be
304]

2 CCS81102.7
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disclosed, even though they may not be an item listed on the TDS. Disclosures
to the EP investor are not limited to conditions preprinted for comment on

“as-is” clause
the form.3

An unenforceable
provision stating the

Also, the EP investor cannot waive delivery of the statutorily-mandated TDS. buyer accept; the all
: Ho o tal . property withouta fu
Any attemp'Fed waiver, suc;h as the use of an “as-is clause in the purchase disclosure of known
agreement, is void as against public policy. The words as is are never to conditions. Properties
be used in the context of real estate transactions. The words “as is” imply a are sold “as-disclosed,”

failure to disclose something adverse known to the seller or the seller’'s agent, never e

a prohibited activity.s

While it is the seller who prepares the TDS, the TDS is delivered to the EP Delivery Of
investor by the agent who is directly handed the purchase agreement offer by i

the EP investor. If the sales transaction is negotiated principal-to-principal, the disclosure
directly between the seller and EP investor without the participation of a statement
transaction agent, the seller is obligated to deliver the TDS to the buyer.s

The failure of the seller or any of the agents involved to deliver the seller’s
TDS to the EP investor will not invalidate a sales transaction once it has
closed. However, the seller and the seller’'s broker are both liable for the
actual monetary losses incurred by the EP investor due to an undisclosed
defect known to them or unknown due to their negligence.®

CC8§1102.8
CC81102.1(a)
CC81102.12
CC8§1102.13

o un A~ w
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EP investor’s
right to
cancel on
delayed
disclosure

home inspection
report

A report prepared
by a home inspector
disclosing defects in
improvements on a
property and used
by the seller’s agent
to assure prospective
buyers about actual
property conditions.
[See ft Form 130]

Further, the TDS is mandated to be handed to the EP investor before the seller
accepts a purchase agreement offer submitted by an EP investor. If the TDS is
delivered to the EP investor after the seller enters into a purchase agreement,
the delivery is untimely in violation of TDS rules, and the EP investor may:

« cancel the purchase agreement on discovery of undisclosed defects
known to the seller or the seller's agent and unknown and unobserved
by the EP investor or the EP investor's agent prior to acceptance;’

« make a demand on the seller to correct the defects or reduce the price
accordingly before escrow closes [See first tuesday Form 150 §11.2]; or

» close escrow and make a demand on the seller for the costs to cure the
defects.?

These EP investor rights are explained below.

The TDS is to be delivered to prospective buyers, including EP investors,
as soon as practicable on commencement of negotiations. Negotiations
commence when an EP investor, after receiving preliminary marketing
information on a property, makes further inquiries by asking questions or
seeking more information relating to the specific property for sale.

Delivery of the seller’s TDS to the EP investor is deemed to have occurred if
the TDS is attached to the purchase agreement offer made by the EP investor
or the counteroffer made by the seller.

As with the delivery of the Natural Hazard Disclosure Statement (NHDS),
which has been dictated by the California Attorney General to be delivered
ASAP, the TDS is to be delivered before the seller enters into a purchase
agreement with a buyer.*

If the TDS is belatedly delivered to the EP investor — after the EP investor
and seller enter into a purchase agreement — the EP investor may, among
other monetary remedies, elect to cancel the purchase agreement under a
statutory three-day right to cancel. The EP investor’s statutory cancellation
right runs for three days following the day the TDS is actually handed to the
EP investor (five days if delivered by mail).*

However, EP investors on their in-escrow receipt of an unacceptable TDS
or home inspection report are not limited to canceling the purchase
agreement and “going away.” They have monetary remedies available to
them.

7 CC81102.3

8 Juev.Smiser (1994) 23 CAgth 312

9 CC81102.3

10 Calif. Attorney General Opinion 01-406 (August 24, 2001)
11 CC§1102.3
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Asan alternative remedy to cancelling the purchase agreement on a delayed Demand
receipt of an unacceptable TDS, the EP investor may make a demand on the

seller to cure any undisclosed material defect affecting value which was 10 CUre an
knovu{n or should have been known to the seller o’r the seller’s agept prior to undisclosed
entering into the purchase agreement. If the seller's agent knew or is charged .

with knowledge of the undisclosed defects at the time the EP investor and material
seller entered into the purchase agreement, the EP investor's demand to cure defect

the material defect may also be made on the seller's agent. [See first tuesday

Form 269]

When the seller will not voluntarily cure the defects on demand, the EP
investor may close escrow and recover the cost incurred (or lost value) to
correct the defect. The buyer is not limited in their recourse by the purchase
agreement contingency provision referencing only the statutory right to
cancel the transaction for failure to timely disclose. Defects known and
undisclosed, or inaccurately disclosed, by the seller or the seller's agent at the
time the seller accepts the EP investor's purchase offer impose liability on
those who knew or are charged with knowledge.*

Another alternative to canceling is for the EP investor to perform on the
purchase agreement by tendering an amount for the price reduced by the
cost to repair or replace the defects known to the seller or the seller'sagent and
untimely disclosed or discovered by the EP investor while under contract.
[See first tuesday Form 150 §11.2]

A competent seller’'s agent will aggressively recommend the seller retain a Include
home inspector before they market the property. The inspector hired will

conduct a physical examination of the property to determine the condition a home

of its component parts. On the home inspector's completion of their inspector
examination, a HIR will be prepared on their observations and findings,

which is forwarded to the seller's agent. [See Chapter 7]

The HIR is used in the preparation of the seller's TDS. Both are presented to EP
investors before the seller accepts an offer to provide maximum mitigation of
risks of claims made by the buyer on the seller and the seller’s agent.

A seller's agent is obligated to personally carry out a competent visual Mandatory
inspection when they list a one-to-four unit residential property for sale. . .
This is not an obligation of the buyer's agent. |n5peCtlon by

y
Following their mandatory visual inspection, the seller’'s agent prepares the the seIIer S
seller's TDS. In addition to observations, they may rely on specific items agent
covered in a home inspector’s report they obtained on the property.

An EP investor, as with any buyer of a 1-to-4 residential unit property, has
two years from the close of escrow to pursue the seller’s broker and agent to
recover losses caused by the broker’s or agent’s negligent failure to disclose
observable and known defects affecting the property’s physical condition

12 Jue, supra
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The illegal
as-is” sale

The “as-is”’
disclaimer

and value. Undisclosed and unknown defects permitting recovery by an EP
investor for the cost to cure the defect or lose of value are those observable by
a reasonably competent broker during a visual on-site inspection. A seller’s
agent is expected to be as competent as their broker in an inspection.3

However, the EP investor is unable to recover their losses from the seller’s
brokerif the seller’'s broker or agent inspected the property and as a reasonable
competent broker did not observe the defect and did not actually know it
existed.

Consider a seller's agent who, on conducting their visual inspection of a
property, has reason to believe the property fails to conform to building and
zoning regulations.

The agent knows a prospective EP investor interested in making an offer is
not aware of the possible violations, and might view the property’s value
differently if they learn the violations may exist.

The EP investor submits a purchase agreement offer. The agent prepares
a counteroffer and includes an “as-is” clause which the seller signs. The
provision states the agent “makes no representations regarding the property
and incurs no liability for any defects, the EP investor agreeing to purchase
the property “as is.” The counteroffer is submitted to the EP investor and
accepted.

After closing, the city refuses to provide utility services to the residence due
to building code and zoning violations.

Continuing our previous example, the EP investor makes a demand on the
seller's broker and agent for the EP investor's money losses due to overpricing
and the cost of corrective repairs. The EP investor claims the seller’s broker
and agent breached their general agency duties owed the EP investor. They
failed to disclose material defects in the property known to the agent, but not
the EP investor.

The agent claims the EP investor waived their right to collect money losses
when they signed the purchase agreement with the “as-is” disclaimer.

Doesuse of an “as-is” disclaimer provision shield a seller's broker from liability
for the EP investor's losses caused by the building and zoning violations
which were suspected to exist by the broker's agent and not known or
suspected by the EP investor?

No! The seller’s broker and agent have a general duty, owed to all parties
in the transaction, to personally conduct a competent visual inspection of
the property sold. The breach of the seller’'s agent’s duty to disclose their
knowledge or observations about potential adverse conditionsis not excused
by placing an “as-is” disclaimer into the purchase agreement in lieu of factual
disclosures.’s

13 CC§2079.4
14 CC8§1102.4(a)
15 Katzv. Department of Real Estate (1979) 96 CA3d 895
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“As is” provisions are unnecessary to disclose the condition of the property
since information giving notice of defects is presented in the seller's TDS
mandated to be handed to the EP investor. The seller simply discloses the
defects, whether or not they agree to make repairs.

Further, public policy prohibits the sale of one-to-four unit residential
property “as is.” Rather, all EP investors purchase property “as disclosed” by
the seller, the seller’s broker and the broker’s agents, and as actually observed
by the EP investor prior to entering into the purchase agreement. When
defects are disclosed prior to entering into a purchase agreement, negotiations
may call for the seller to correct some or all of the disclosed defects. If not,
the EP investor takes ownership of the property subject to all those defects as
disclosed at the time the EP investor's offer is accepted.*®

Unless a seller is exempt, sellers of one-to-four unit residential real estate
are required to fill out and furnish EP investors with a statutory TDS when
entering into a purchase agreement.”’

Whether or not the seller is exempt from using the TDS, the seller’s broker and
their agents are never exempt from:

+ conducting a visual inspection of a one-to-four unit residential
property, sold or acquired on behalf of any seller or EP investor;*® and

+ disclosing their observations and knowledge about the property on a
TDS form or other separate document.*

Transactions which exempt the seller (but not the seller's agent) from
preparingand delivering the statutory TDS to an EP investorinclude transfers:

+ by court order, such as probate, eminent domain or bankruptcy;
+ by judicial foreclosure or trustee’s sale;

+ on the resale of real estate owned property acquired by a lender on a
deed-in-lieu of foreclosure, or by foreclosure;

+ from co-owner to co-owner;
+ from parent to child;

+ from spouse to spouse, including property settlements resulting from a
dissolution of marriage;

+ by taxsale;
+ by reversion of unclaimed property to the state; and

+ from or to any government agency.*

The seller-in-foreclosure is not exempt from preparing and delivering a TDS
to an EP investor.

16 CC8§1102.1(a)
17 CC81102

18 CC §2079

19 CC8§1102.1
20 CC81102.2

Targeted
property
sales and
exempt
sellers
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Chapter 6
Summary

Chapter 6
Key Terms

The seller of a one-to-four unit residential property completes and
delivers to a prospective EP investor a statutory form called a Transfer
Disclosure Statement (TDS).

The failure of the seller or any of the agents involved to deliver the
seller’s TDS to the EP investor will not invalidate a sales transaction
once it has closed. However, the seller and the seller’s broker are both
liable for the actual monetary losses incurred by the EP investor due
to an undisclosed defect known to them or unknown due to their
negligence.

If the TDS is belatedly delivered to the EP investor — after the EP
investor and seller enter into a purchase agreement — the EP investor
may, among other monetary remedies, elect to cancel the purchase
agreement under a statutory three-day right to cancel. As an alternative
remedy to cancelling the purchase agreement on a delayed receipt of
an unacceptable TDS, the EP investor may make a demand on the seller
to cure any undisclosed material defect affecting value which was
known or should have been known to the seller or the seller’s agent
prior to entering into the purchase agreement.

Also, the EP investor cannot waive delivery of the statutorily-mandated
TDS. Any attempted waiver, such as the use of an “as-is” clause in the
purchase agreement, is void as against public policy. The words “as is”
are never to be used in the context of real estate transactions. The words
“asis” imply a failure to disclose something adverse known to the seller
or the seller’s agent, a prohibited activity.

“as-is” clause Pg. 67
home inspection report Pg. 68
transfer disclosure statement (TDS) Pg. 66
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The home
inspection report

After reading this chapter, you will be able to: Lea rning

+ understand an equity purchase (EP) investor's need for a home
inspection report to confirm the physical condition of a property
when entering into an EP agreement;

« exercise the care required in the selection of a qualified home
inspector;

« appreciate the use of a home inspection report (HIR) to mitigate
risks of misrepresentation in the preparation of the seller's
Transfer Disclosure Statement (TDS) for delivery to prospective EP
investors; and

+ advisean EP investor when evaluating a property on the use of an
energy efficiency audit report by a Department of Energy-certified
Home Energy Rater.

Objectives

California Home Energy home inspection report (HIR) Key Terms
Rating System (HERS)

home energy audit

home inspector
material defect

An equity purchase (EP) investor isinterested in purchasing a seller-occupied HIR called
one-to-four unit single family residential (SFR) property in foreclosure. The .

seller’'s agent has not prepared and made available a marketing package with for in the EP
property disclosures as mandated for delivery to prospective buyers. agreem ent

The EP investor's agent prepares an EP agreement with contingency
and remedy provisions regarding disclosures and investigation into the
condition of the property.
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Transparency
by design,
not by default

home inspection
report (HIR)

A report prepared
by a home inspector
disclosing defects in
improvements on a
property and used
by the seller’s agent
to assure prospective
buyers about actual
property conditions.
[See ft Form 130]

The
marketing
role of the

seller’s agent

Contingency and remedy provisions the EP buyer's agent includes in the EP
agreement, among others, to confirm their expectations call for:

« the seller to furnish a home inspection report (HIR) prepared by an
insured home inspector showing the land and improvements to be
free of material defects [See first tuesday Form 156 §12.1(b)];

+ theseller and the seller’s agent to prepare, sign and deliver a condition
of property disclosure (TDS) [See first tuesday Form 156 §12.2(b)]; and

+ the EPinvestortoinspect the property twice — once toinitially confirm
the condition of the property and once again before closing escrow
to confirm maintenance has not been deferred and material defects
discovered after entering into the EP agreement have been corrected
or eliminated. [See first tuesday Form 156 §12.4]

On entering into a listing agreement with an SFR seller-in-foreclosure, the
seller’s agent asks the seller to give them authority to order an HIR on the
property. [See Form 130 accompanying this chapter]

The home certification process is a cost the seller incurs to properly market
the property to obtain the highest price a buyer will pay. The seller’'s agent
explainsthe HIRisalso used by the seller to prepare the Transfer Disclosure
Statement (TDS) required of the seller and the seller's agent. [See first
tuesday Form 304; see Chapter 6]

Further, the HIR will be attached to the seller's TDS. Both are included in
the agent’s marketing package presented to prospective buyers who seek
additional property information. With disclosures made at the earliest
opportunity, the buyer's sense of symmetry of property information by
an agent’s up-front disclosures generally produces the best price paid for a
property. [See first tuesday Form 304]

Byhandingan HIR to prospective buyers with the TDS (and other disclosures),
the seller and the broker avoid claims by buyers about defective property
conditions after a purchase agreement is entered into.

On receipt of the HIR from the home inspector, the seller has the choice to
eliminate some or all of the deficiencies noted in the report. Sellers are not
obligated to eliminate defects they disclose when offering a property for
sale, unless they choose to. If a defect is eliminated, an updated HIR report is
ordered out for use with the TDS for property disclosures to interested buyers.

The task of gathering information about the condition of the property listed
for sale and delivering the information to prospective buyers lies with the
seller-in-foreclosure’s agent.’

For the seller’'s agent to retain control throughout the process of marketing,
selling and closing escrow with a buyer, the seller's agent on accepting a
listing needs to counsel the seller and get authorization to request an HIR for
use in the preparation of the TDS. [See Form 130]

1 Calif. Civil Code §2079
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AUTHORIZATION TO INSPECT AND PREPARE A HOME INSPECTION REPORT

Prapared by: Agent

Broker Email
DATE 20 Al . California
Home Inspactor/Rap. Agent's Name DRE #
Home Inspection Company Broker's Mame DRE #
Address Address
Phone Call; Fhone Call
Fax Fan
Email Ermail

FACTS:
1. Property addrass

1.1 Type of property

2, Chares's naane
Phaone

3. The home inspaction report is fr use in the agent's préparation of a transfer disclosune statement and reporing of
the property conditions o prospoctive buyors.

4. Your contract for inspaction and report will be entered ints by | | the Cwaer. the Buyor, or . the Agant.

4.1 Include & copy of this binder with datas of eMecthanass for your professional Bability insurance coverage,
5 Call the Agent or | the Selier, o sat up the day and fme for your inspection

51 The Agent will be present during the nspection

52 W the Agent is nol present. call the Agent to discuss your findings before preparing the report
8. Your inspection and réport to inchude the following tems:

6.1  An enorgy efficiency inspoction,

62 Any improvements thal are nol in compiance with buiiding permils or codes and any improvements for
which ne parmit axisls,

6.3 The property's compliance with safely codes for child resistant pool bamiers, hol b covers, aubamatc
garage doors, door leckefalches, gas valves, residental security bars and waler hesters

T. Your lee for this service will be paid in full on your delivery of your report o the Agent,
7.1 It = anticipated the amount of your fee will be 5
B. You are authorized to opan an order and process this inspaction

Submitting Agent's Signature:

As part of the management of the home inspection process, the seller’'s agent
needs to be present while the home inspector carries out the investigation
of the property. The agent is to discuss the home inspector’s observations and
whether the findings will affect the desirability, habitability or safety of the
property, and thus its value to prospective buyers.

If the seller’s agent cannot be present, they need to ask the home inspector
to call the agent before the HIR is prepared to discuss the home inspector’s
findings and any recommendations for further investigation. On receipt
and review of the HIR by the seller and seller’s agent, any questions or
clarifications they have on its content are followed up by a further discussion
with the home inspector, and if necessary, an amended or new report.

Form 130

Authorization
to Inspect and

Prepare a Home
Inspection
Report

home inspector

A professional
employed by a home
inspection company
to inspect and advise
on the physical
condition of property
improvements in

a home inspection
report for reliance

by the seller, the
seller's agents and the
buyer as a warranty
of the condition of
improvements.
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A home
inspector’s
qualifications

Hire a home
inspector
with known
credentials

An individual who holds themselves out as being in the business of
conducting a home inspection and preparing a home inspection report on
a one-to-four unit residential property is a home inspector. No licensing
scheme exists to set the minimum standard of competency or qualifications
necessary to enter the home inspection profession.

However, some real estate service providers typically conduct home
inspections, such as:

+ general contractors;
+ structural pest control operators;
+ Architects; and

+ registered engineers.

The duty of care expected of licensed members of these professions by
prospective buyers who rely on their reports is set by their licensing
requirements and professional attributes, i.e., the skill, prudence, diligence,
education, experience and financial responsibility normally possessed and
exercised by members of their licensed profession. These licensees are experts
with a high level of duty owed to those who receive their reports.3

Home inspectors occasionally do not hold any type of license relating to
construction, such as a person who is a construction worker or building
department employee. However, they are required to conduct an inspection
of a property with the same “degree of care” a reasonably prudent home
inspector would exercise to locate material defects during their physical
examination of the property and report their findings.4

However, a home inspector who is not a registered engineer cannot perform
any analysis of systems, components or structural components which
constitute the practice of a civil, electrical or mechanical engineer.s

For the seller'sagent to avoid liability in the preparation of the TDS by relying
on an HIR, the seller's agent needs to select a competent home inspector
to inspect and prepare the HIR. Thus, the seller's agent needs to exercise
ordinary care when selecting the home inspector.

When an agent’s care in the selection of a home inspector is lacking and
the home inspector’s incompetence produces a defective HIR, the seller and
seller’s agent preparing the TDS in reliance on the HIR are not relieved of
liability for their failure to report a defect they should have observed.

Further, use of an HIR by the seller's agent in the preparation of the TDS does
not relieve the seller's agent (or broker) from conducting their mandatory
visual inspection and report their observations on the TDS.®

Calif. Business and Professions Code §7195(d)
Bus & P C §7068

Bus &P C§7196

Bus&P C§7196.1

CC81102.4(a)

o A W N
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The home inspector who holds a professional license or is registered with
the state as a general contractor, architect, pest control operator or engineer
is deemed to be qualified, unless the agent knows of information to the
contrary.

When hiring a home inspector, the qualifications to look for include:

+ educational training in home inspection related courses;

+ length of time in the home inspection business or related property or
building inspection employment;

+ errors and omissions insurance covering professional liability;
+ professional and client references; and

+ membership in the California Real Estate Inspection Association, the
American Society of Home Inspectors or other nationally recognized
professional home inspector associations with standards of practice
and codes of ethics.

Remember, the reason for hiring a home inspector in the first place is to
assist the seller and the seller’'s agent to better represent the actual physical
condition of the property to prospective buyers. In turn, use of an HIR reduces
the risk of errors.

An EP investor and their buyer's agent are best served asking for a home
energy audit (energy audit). When the seller and the seller's agent have not
provided an audit, the buyer’s agent needs to ask for one in the EP agreement
conditions.

With the energy audit in hand, the investor has the data necessary to
incorporate the costs of the recommended energy efficient updates into
the total costs for acquisition they are willing to pay for the property. The
investor is also able to use that information to compare the energy-efficiency
of the home in consideration to other properties before making an offer. The
audit becomes more important to the investor if the purpose of the purchase
is to flip the property to an end user homebuyer.

In addition to ensuring the seller has hired a competent home inspector
for an HIR, a home energy audit is to be performed by a competent Home
Energy Rater (Rater), as well. The home inspector is sometimes qualified to
perform both tasks.

The Rater is trained and certified by one of the Department of Energy’s (DOE)
certified providers:

+ The California Certified Energy Rating & Testing Services (CalCERTS);
+ California Home Energy Efficiency Rating System (CHEERS); and
+ (California Building Performance Contractors Association (CBPCA).

Home
inspector
qualifications

The home
energy rater

home energy audit
An audit conducted
by a Home Energy
Rater evaluating the
energy efficiency of
the home. [See ft Form
156 §12.1h]
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California Home
Energy Rating
System (HERS)
California state
system used to create
a standard rating for
energy efficiency and
certify professional
raters. [See ft Form 156
§12.1h]

Reliance by
buyers on the
HIR

The home
inspection
contract

Home energy audit providers are private, non-profit organizations approved
by the DOE as part of the California Home Energy Rating System (HERS)
program. Audit providers have the exclusive rights to train, test and certify
professional Raters.

Although Home Energy Raters are specially trained and certified by these
providers, any home inspector is permitted to perform a home energy audit
provided the audit conforms to the HERS regulations established by the
California Energy Commission.’

Considerabuyerunderapurchaseagreementwhorequestsahomeinspection
report (HIR) on the property being purchased. On receipt and review of the
report, the buyer cancels the purchase agreement. Another prospective buyer
interested in the property receives the same home inspection report from the
seller's agent and relies on it to acquire the property.

However, the report fails to correctly state the extent of the defects. The second
buyer now owning the property discovers the errors and makes a demand on
the home inspector who prepared the report for the first buyer to cover the
cost to cure the defects which were the subject of the errors.

The home inspector claims the report was prepared only for use by the buyer
who requested the report and no subsequent buyer is permitted to rely on
it, as stated in the home inspection contract under which the report was
prepared.

Here, the home inspector knew the seller's agent received the report and that
the agent is duty bound to provide it to other prospective buyers if the buyer
who ordered the report does not acquire the property. A home inspection
report, like an appraisal-of-value report or a structural pest control report, is
not a confidential document.

Thus, all prospective buyers of the property are entitled to rely on the existing
home inspection report.

This reliance by other prospective buyers imposes liability on the home
inspector for failure to exercise the level of care expected of a home inspector
when examining the property and reporting defects. Liability for the defects
isimposed regardless of the fact that the home inspection contract and report
contained a provision restricting its use solely to the person who originally
requested it.®

Provisions in a contract with a home inspector and home inspection
company occasionally purport to limit the dollar amount of their liability
for errors, inaccuracies or omissions in their reporting of defects to the dollar
amount of the fee they received for the report. These limitations on liability
are unenforceable.

7 Bus&PC§§7199.57199.7
8 Leko v. Cornerstone Building Inspection Service (2001) 86 CA4th 1109
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Further, any provision in the home inspection contract or condition in
the home inspection report which purports to waive or limit the home
inspector’s liability for the negligent investigation or preparation of the HIR
is unenforceable.

If the buyer discovers an error in the HIR regarding the existence or
nonexistence of a defect affecting the value or desirability of the property,
the buyer has four years from the date of the inspection to settle or file an
action to recover any money losses.*°

Any shorter time limitation the home inspector places on the period during
which the buyer is to discover and make a claim is unenforceable.*!

Further, theagent ordering a home inspection report needs to verify the home
inspection company has professional liability insurance coverage before
recommending or employing the company to conduct an investigation and
prepare a report.

A home inspection is a physical examination conducted on-site by a
home inspector. The inspection of a one-to-four unit residential property is
performed for a noncontingent fee.

The purpose of the physical examination of the premisesistoidentify material
defects in the condition of the structure and its systems and components.
Material defects are conditions which affect the property’s:

+ market value;
+ desirability as a dwelling;
+ habitability from the elements; and

+ safety from injury in its use as a dwelling.

Defects are material if they adversely affect the price a reasonably prudent
and informed buyer is willing to pay for the property when entering into
a purchase agreement. As the report has the potential to affect value, the
investigation and delivery of an existing home inspection report to a
prospective buyer precedes the seller’'s acceptance of a prospective buyer’s
offer to purchase.*?

The home inspection is a non-invasive examination of the mechanical,
electrical and plumbing systems of the dwelling, as well as the components
of the structure, such as the roof, ceiling, walls, floors and foundations.

Non-invasive indicates no intrusion into the roof, walls, foundation or soil
by dismantling or taking apart the structure to the extent that it potentially
disturbs components or causes repairs to be made to remove the effects of the
intrusion.'

9 Bus&P(C§7198

10 Bus&P C§7199

11 Moreno v. Sanchez (2003) 106 CA4th 1415
12 Bus &P C§7195(b)

13 Bus &P C§7195(a)(1)

The
inspection
and report

material defect
Information about a
property which might
affect the price and
terms a prudent buyer
is willing to pay for a
property.
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Form 269
. PROPERTY INSPECTION
Property
Inspection
DATE . 20 ol , Catifomia,
TO SELLER:
FACTS:
1. Buyer enlered info B purchase agreemant with you daded ) Bgreeng 1o buy real estaba
ralermed bo as

2. The purchase agreement calls for an inltlal Inspection of the real estate by Buyer. or a represantathve of Buyes,

2.1 The inspackon i 1o confirm thal the condition of he real astate = substantisily the condition reasonably
eapecied by Buyer bised on obsendations by Buyer and represantations mude by Seller or Selar's Apen
o Buyer or Buyar's Agent prior bo scceptance of the purchase agresment.

3, The purchase agreemant cals for Buyar to nodfy Sefler, on complation of Buyer's initial Inspection, of any malerial
defects discovared by Buyer which were undisciosed and unknown 1o Buyer pricr 1o acceplance of the pulchase
agraamen

4, Tha purchass agreemant hurthar calls for Seller io repair, replace or cormect thie nobiced defects phor bo closing
the transaction and delivening possession 1o Buyer

5. By this nolice of maleral defects in need of repail, replacement of carrection, Buyer does nol inbend to cancel
the purchase agrement of avoid Buyer's obligation to perform on the purchase agreament,
51 Buysr will chose as scheduled of &3 soon |hedealter as any noliced delects have been aliminated by

ropa, raplacamant of cormiction and complation has been veriSed by Buyes,

THUS:

B, Buyer hereby confinms the condition of the property on the initisl inspection satisfies Buyor's sapectations of iis
physical condition regarding both the land and iits improvements: except for the Tollowing ilemized material defects
In the condition of the property.

6.1  Buyer hareby notifies Saller of the material dofects in the condition of the propidy which war undisclosed
and unknawn o Buyer prior o acceptance of e purchase geement and makes a demand on Selar o
repair, raplace of correct the iollowing itemized dalects pricr i ciosing

| agres 1o the terms staled abowve. Saller hereby acknowladges receipt ol a copy.
Dado: 20 Dada:, , 20,
Buryar: Sallar

FoRm 2is 1-13 2013 Torst tuesday, 20

contents of The home inspection report (HIR), a written report prepared by the home
inspector, states the inspector’'s findings while conducting the physical
the home examination of the property. The HIR prepared by the inspector:
IIlSI)ECtIOIl + identifies each system and component of the structure inspected;
I‘eport + describes any material defects the home inspector found or suspects;
+ makes recommendations about the conditions observed; and

+ suggests any further evaluation needed to be undertaken by other
experts.*4

14 Bus&P C§7195(c)
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The seller’s agent needs to make sure the report addresses the cause of any
defect or code violation found which constitutes a significant defect in the
use of the property or cost to remedy the defects. The report also includes
suspicions the home inspector has which need to be clarified by further
inspections and reports by others with more expertise.

The agent, or anyone else, is also permitted to request that the home inspector
conduct an inspection on the energy efficiencies of the property and include
thefindingsin thereport. On arequest foran energy efficiencyinspection,
the home inspector reports on items including:

the R-value of the insulation in the attic, roof, walls, floors and ducts;
the quantity of glass panes and the types of frames;

the heating and cooling equipment and fans;

water heating systems;

the age of major appliances and the fuel used;

thermostats;

energy leakage areas throughout the structure; and

the solar control efficiency of the windows.*s

The home inspector who prepares a home inspection report, the company
employing the home inspector and any affiliated company is not permitted

to:

pay a referral fee or provide for any type of compensation to brokers,
agents, owners or buyers for the referral of any home inspection
business;

agree to accept a contingency fee arrangement for the inspection of the
report, such as a fee payable based on the home inspector’s findings
and conclusions in the report or on the close of a sales escrow;

perform or offer to perform any repairs on a property which was the
subject of a HIR prepared by them within the past 12 months [See Form
269 accompanying this chapter]; or

inspectany property in which they have a financial interest in its sale.*

15 Bus &P C§7195(a)(2)
16 Bus&P C§7197

The home
inspector’s
conflict of
interest
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Chapter 7
Summary

Chapter 7
Key Terms

The task of gathering information about the condition of the property
listed for sale and delivering the information to prospective buyers lies
with the seller-in-foreclosure’s agent.

For the seller's agent to retain control throughout the process of
marketing, selling and closing escrow with a buyer, the seller's agent
on accepting a listing needs to request a Home Inspection Report
(HIR) on behalf of the seller for use in the preparation of the Transfer
Disclosure Statement (TDS). Both are included in the agent’'s marketing
package presented to prospective buyers who seek additional property
information.

The home inspection is a non-invasive examination of the mechanical,
electrical and plumbing systems of the dwelling, as well as the
components of the structure.

For the seller’s agent to avoid liability in the preparation of the TDS
by relying on an HIR, the seller's agent needs to select a competent
home inspector to inspect and prepare the HIR. When hiring a home
inspector, the qualifications to look for include:

+ educational training in home inspection related courses;

+ length of time in the home inspection business or related property
or building inspection employment;

+ errors and omissions insurance covering professional liability;
+ professional and client references; and

«  membership in the California Real Estate Inspection Association,
the American Society of Home Inspectors or other nationally
recognized professional home inspector associations with
standards of practice and codes of ethics.

An EP investor and their buyer's agent are best served asking for a
home energy audit (energy audit). With the energy audit in hand, the
equity purchase (EP) investor has the data necessary to incorporate the
costs of the recommended energy efficient updates into the total costs
for acquisition they are willing to pay for the property.

California Home Energy Rating System (HERS) .......ccceeueee. Pg.78
home energy audit Pg.77
home inspection report (HIR) Pg. 74
home inspector P9-75

material defect P9.79
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Chapter

8

Natural hazard disclosures
by the seller’s agent

After reading this chapter, you will be able to: Lea rning

+ identify the various types of natural hazards related to value and : H
desirability; Oblethes
+ comply with mandated natural hazards disclosures owed to
buyers by sellers and seller’'s agents on all types of property; and
+ avoid liability by the use of a natural hazard expert to investigate
the public record for known hazards.

Alquist-Priolo Maps restoration

natural hazards termination Key Terms
Natural Hazard Disclosure

(NHD) Statement

Natural hazards come with the location of a parcel of real estate, not with A unified
the man-made aspects of the property. Locations where a property may be

subject to natural hazards include: disclosure for
+ special flood hazard areas, a federal designation; all residential
+ potential flooding and inundation areas; sales

+ very high fire hazard severity zones;

- wildland fire areas;

natural hazards
« earthquake fault zones; and Risks to life and
. . property which exist
+ seismic hazard zones.! NI S

property’s location.

1 Calif. Civil Code §1103(c)
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Natural Hazard
Disclosure (NHD)
Statement

A report provided by a
local agency or NHD
vendor and used by
sellers and seller’s
agents to disclose
natural hazards which
exist on a property
held out for sale. [See ft
Form 314]

The NHD form
for uniformity

The existence of a hazard due to the geographic location of a property affects
its desirability, and thus its value to prospective EP investors. Hazards, by
their nature, limit an EP investor's ability to develop the property, obtain
insurance or receive disaster relief.

Whether a seller lists the property with a broker or markets the property
themselves, the seller is to disclose to prospective EP investors any natural
hazards known to the seller, including those contained in publicrecords.

To unify and streamline the disclosure by a seller (and in turn the seller’s
agent) for a uniform presentation to EP investors concerning natural hazards
which affect a property, the California legislature created a statutory form
entitled the Natural Hazard Disclosure (NHD) Statement. [See Form 314
accompanying this chapter]

The NHD form is used by a seller and the seller’s agent for their preparation
(or acknowledgement on the form prepared by an NHD expert of their
review) and disclosure of natural hazard information. The form is to include
information known to the seller and seller’s agent (and the NHD expert) and
readily available to them as shown on maps in the public records of the local
planning department.? [See Form 314]

Actual use of the NHD Statement by sellers and their agentsis mandated on
the sale of all types of properties, with some sellers (but not agents) being
excluded. While some sellers need not use the form when making the NHD
disclosures, agents are never excluded. Thus, the form, filled out and signed
by the seller (unless excluded) and the seller's agent (never excluded), is
included in marketing packages handed to prospective EP investors seeking
additional information on every type of property.

Editor’'s note — Any attempt by a seller or seller’s agent to use an “as is”
provision or otherwise provide for the EP investor to agree to waive his
rightto receive the seller's NHD statement is void as against public policy.?

Sellerswho are excluded from using the form still need to make the disclosures
referenced in the NHD. However, they donot need to use the statutory NHD
Statement to make those disclosures. For excluded sellers, the NHD is the
optional method for making the mandatory disclosure of natural hazard
information to their EP investors.

However, delivery of the information, whether disclosed by the use of one
form or another, is not optional. A natural hazard disclosure is mandated on
all types of property.4

All sellers, and any seller's or EP investor's agents involved in a sales
transaction, have a general duty owed to prospective EP investors to disclose
conditions on or about a property which:

+ are known to them; and

2 CC81103.2
3 CCS81103(d)
4 CC81103.1(b)
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+ may adversely affect the EP investor's willingness to buy; or

+ influence the price and terms of payment the EP investor is willing to
offer.

Natural hazards, or the lack thereof, irrefutably affect a property’s desirability,
and thus value to a prospective EP investor.

If a hazard is known to any agent (as well as the seller) or noted in public
records, it is to be disclosed to the prospective EP investor before they enter
into a purchase agreement on the property. If not disclosed, the EP investor
may cancel the transaction, called termination. And if the transaction has
closed escrow, the lack of an NHD allows the buyer to rescind the sale and
be refunded their investment, called restoration.s

The need for an NHD when a prospective buyer is located, an anticipation
held by every seller's agent on taking a listing, requires the NHD to be
prepared, signed and part of the property marketing package handed to
prospective buyers. If not prepared, the seller's agent is unable to meet their
obligations to the public to deliver an NHD to prospective buyers before an
offer is accepted or a counteroffer is made. Itis mandated that delivery of the
NHD to prospects be as soon as practicable. That practical moment comes
before a buyer enters into a purchase agreement setting the prices and terms
to be paid.®

Natural hazard information is obtained from the public records. If not
retrieved by someone, the seller-in-foreclosure and their agent cannot make
their required disclosures to prospective EP investors.

To obtain the natural hazard information, the seller and the seller's agent
are required to exercise ordinary care in gathering the information. They
may gather the information themselves or the seller may employ an NHD
expert to gather the information. When an expert is employed, the expert
prepares the NHD form for the seller and the seller’s agent to review, add any
comments, sign and have ready for delivery to prospective buyers.’

Thus, the seller and seller's agent may obtain natural hazard information:

+ directly from the public records themselves; or
+ by employing a natural hazard expert, such as a geologist.

For the seller and the seller’s agent to rely on an NHD report prepared by
others, the seller's agent need only:

e request an NHD report from a reliable expert in natural hazards, such
as an engineer or a geologist who has studied the public records (as
some natural hazards clearly do not pertain to engineering or geology)
[See first tuesday Form 131];

5 Karoutas v. HomeFed Bank (1991) 232 CA3d 767
6 Calif. Attorney General Opinion 01-406 (August 24, 2001); CC §1103.3(a)(2)
7 CC81103.4(a)

termination

The cancellation of

a transaction before
escrow has closed. [See
ft Form 183]

restoration

The return of funds
and documents on a
rescission of a purchase
agreement sufficient to
place all the partiesin
the position they held
before entering into
the agreement.

Investigating
the existence
of a hazard
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Case in Point Does a seller’s agent owe a duty to a buyer to confirm an earthquake fault hazard report is
compliant with current earthquake investigation standards?

Seller’s age“t!s Facts: A seller’s agent listed an undeveloped parcel of land on the multiple listing
service (MLS). The listing stated the parcel was located in an earthquake study zone.
The listing also referenced a Fault Hazard Investigation report generated 25 years

limited duty to a

buyer to confirm before by a licensed geologist declaring the parcel was suitable for development.
a hazzard report A buyer submitted an offer to purchase the property with the intent to develop the
land for commercial use. While in escrow, the seller’s agent gave the Fault Hazard
Investigation report to the buyer. After closing, the buyer discovered the report was
not in compliance with current earthquake investigation standards and the county
prohibited development of the land.

Claim: The buyer sought money losses from the seller’s agent, claiming the seller’s
agent did not fulfill their general duty to the buyer to be honest and avoid deceitful
conduct by making false claims in the listing since the seller’s agent did not confirm
the findings of the outdated report concerning whether the parcel was suitable for
development.

Counter claim: The seller’s agent claimed they did not breach their general duty to
the buyer since they had no duty to further investigate the accuracy of the report as
the listing correctly reflected what the report concluded, and displayed the date the
report was published.

Holding: A California court of appeals held the seller’s agent did not breach their
general duty of fair dealing with the buyer since the listing truthfully restated the
information in the report and the seller’s agent had no duty to further investigate the
ongoing reliability of a report or confirm the report complied with current earthquake
investigation standards. [Saffie v. Schmeling (2014) _CA4th_]

Editor’s note - While the seller’s agent owes a general duty to be truthful and timely disclose
known facts about the condition of the property, the onus to confirm a property is suitable
for the buyer’s needs falls on the buyer’s agent. It is the buyer’s agent who owes the buyer
a special fiduciary duty to care for and protect the buyer’s best interest. The buyer’s agent
is therefore responsible for reviewing all natural hazard reports, investigating further and
confirming the property meets the objectives of the buyer.

Though the buyer was unable to recover their losses from the seller’'s agent, the buyer
separately pursued their losses from their agent and broker and prevailed. [See first
tuesday Form 314]

* review the NHD form prepared by the expert and enter any actual
knowledge the seller or seller's agent may possess, whether contrary or
supplemental to the expert’s report, on the form prepared by the expert
or in an addendum attached to the form; and

* sign the NHD Statement provided by the NHD expert and deliver
it with the NHD report to prospective EP investors or EP investor's
agents.

When prepared by an NHD expert, the NHD report needs to also note
whether the listed property is located within two miles of an existing or
proposed airport, an environmental hazard zone called an airport influence
area or airport referral area.

Occupancy of property within the influence of an airport facility may be
affected by noise and restrictions, now and later, imposed on the use as set by
the airport’s land-use commission.?

8 CC81103.2(f)(2)
9 CC81103.4(c)
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Form 314

NATURAL HAZARD DISCLOSURE STATEMENT Natural Hazard

Disclosure
Statement

Broker Email

NOTE: The seller's lksting broker (and the seller) must prepare 8 Matural Hazard Disclosure (NHD) and deliver it to

prospective buyers: of any properly prior (o making a purchasa agresment offer and indicate compliance in the P 1 f 2
purchasa agreemant or a counteroffer. f not o distlosed, tha buyer has the right to cancel the purchase agreamant age 1 o0
within three days of defivery of the disciosure in person, [Calil, Chvil Code §1103.3)

DATE: .20 , 8l . California,
This disclosure staterment is prepaned lor the Tollowing:

Seller’s listing agresmen

Purchase agresmenl

Coumiarofler

dated i 20 ot . California,
enlened o by , 85 the
regarding real astate relarrad to as _

Natural Hazard Disclosure Statement:

Seller and Seller's Ageni(s) or a third-party consultant disclose the following information with the knowledge that even
thamsgh this is not a warmanty, prospactive buyers may redy on this information In deciding whether and on what terms to
purchasa the subject proparty,

Saller hersby authorizes any ageni(s) represanting any prncipal{s) in this aclion to provide & copy of this statament o
any person or entity in connaction with any actual or anbicipated sale of the property.

THE FOLLOWING ARE REFRESENTATIONS MADE BY SELLER AMD SELLER'S AGENT(S) BASED ON THEIR
KNOWLEDGE AND MAPS DRAWN BY THE STATE AND FEDERAL GOVERNMENT, THIS INFORMATION 1S
ADISCLOSURE AND IS NOT INTENDED TO BE PART OF ANY CONTRACT BETWEEN BUYER AND SELLER,
THIS REAL PROPERTY LIES WITHIN THE FOLLOWING HAZARDOUS AREA(S): (Check appropriale rasponsa)
1. A SPECIAL FLOOD HAZARD AREA (Any type Zone “A" or "\W7) daesignated by the Federal Emargancy
Managemani Agency.

Yes, Mo Do not knawfinformation not avallable from local jurisdiction

2 AM AREA OF POTENTIAL FLOODING shown on an inundabon map pursuant fo Seclion 85895 of
the Govarnment Code,

Yes MNe Do not knowintormation not avallable from local jurisdiction

3. A VERY HIGH FIRE HAZARD SEVERITY ZOME pursuant io Section 51178 or 51178 of the Gowarmmen Code,
The owner of this property is subject 1o the maintenance requirements of Seclion 51182 of the Govemment Code,

Yos____ No

4. A WILDLAND AREA THAT MAY CONTAIN SUBSTANTIAL FOREST FIRE RISKS AND HAZARDS pursuani o
Seclion 4125 of the Public Rescwcas Code. The owner of this property is subjeci to the maintenance
requiramants of Saction 4201 of the Public Resources Code. Additionally, It is nol the stale's responsability to
provice (e protection services 1o any bullding or structure located within the wildisnds unbess 1he Department of
Forestry and Fire Prolection has enlered inlo & cooperalive agreement with the lecal agency for those purposes
pursuant o Section 4142 of the Public Resources Coda.

Yes Mo
5. AN EARTHOUAKE FALLT ZONE pursuant bo Section 2622 of the Public Resources Code,
Yas Mo

Also, the expert’s report is to note whether the property is located within
the jurisdiction of the San Francisco Bay Conservation and Development
Commission.

The Natural Hazard Disclosure scheme encourages brokers and their agents Broker uses
to use natural hazard experts to gather and report the information available
to all from the local planning department rather than do it themselves. The experts to

limit liability
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Form 314 LG TV OF TWO - BORM M — - S L
Natural Hazard B. ASEISMIC HAZARD ZONE pursuanl to Section 2696 af the Public Resources Code
Disclosure Yes [Landslide Zone) Yes (Liguefaction Zona)
Mo Map not yel released by state
Statement THESE HAZARDS MAY LIMIT YOUR ABILITY TO DEVELOP THE REAL PROPERTY, TO DBTAIN INSURANCE DR
TO RECEIVE ASSISTANCE AFTER A DISASTER.
P 2 f 2 THE MAPS ON WHICH THESE DISCLOSURES ARE BASED ESTIMATE WHERE NATURAL HAZARDS EXIST.
age 2 o0 THEY ARE NOT DEFINITIVE INDICATORS OF WHETHER OR NOT A PROPERTY WILL BE AFFECTED BY

A NATURAL DISASTER. BUYER(S) AND 3ELLER{(3) MAY WISH TO OBTAIN PROFESSIONAL ADVICE
REGARDING THOSE HAZARDS AND OTHER HAZARDS THAT MAY AFFECT THE PROPERTY.

Check only one of the following:

Saller and their agenl represent that the information herein is true and cormect 1o the best of their knowledge as of
the date signed by Seller and Seller's Agent

Saller and thelr agent acknowledpe that they have exercised good faith in the sebaction of a third-party report
provider as required in Ciwil Code Section 11037, and that the representations made in this Matural Hazand
Disclosure Statemant are based upon information provided by the independent third-party disclosune provider as
a subatituted disciosure pursuant o Chil Code Section 1103.4. Mefther Seller nor their agent has independently
warified tha information contained in this statement and report or i personally awarne of any efmors of Inaccuracias
I the Infermation contained on the statemant. Thés statemant was praparad by

Third-Party Disclosure Praovidar Dater
D, .20 Data: b 20

Saldler's
Sallar: Broker: BRE #
Seller; Agent BRE #

Buyer nipresents thal he has read and understands this dotument. Purssant o Ciil Code Seclion 110318,
the reprasentations made in this Matural Hazard Disclosure Statement do not constitule all of Seller's or Sefler's
Agent's disclosure obligations in this transaction,

Buyer: Date:

use of an expert to gather information from the public record and prepare the
report relieves the seller’'s agent of any liability for errors not known to the
agent to exist.

While a seller's agent is not mandated to use an expert, the practice is prudent
as a risk mitigation step undertaken to manage liability on sales listings. The
other NHD risk for seller’s agents is eliminated by the timely delivery of the
NHD to prospective EP investors before going under contract.

Neither the seller nor any agent, whether the seller’'s or the EP investor’s
agent, isliable for the erroneous preparation ofan NHD Statement they have
delivered to the EP investor, if:

+ theNHDreportand formisprepared by an expertinnaturalhazards,
consistent with professional licensing and expertise; and
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+ theseller and seller's agent used ordinary care in selecting the expert
and in their review of the expert’s report for any errors, inaccuracies
and omissions of which they have actual knowledge.”

Also, the seller and the seller's agent do not need to enter into an
indemnification agreement with the natural hazard expert to avoid
liability for errors. By statute, the expert who prepared the NHD is liable for
any errors, not the seller or seller’'s agent who relied on the report of a non-
negligently selected expert to fulfill their duty to check the public records.

However, ifa EP investor makes a claim on the seller’s broker for lost property
value due to the inaccuracy of the expert’s report, an indemnity agreement
entered into by the expert in favor of the seller’s broker, given in exchange for
therequest to prepare a natural hazard report, covers the cost of any litigation
which has the potential to unnecessarily haul the broker into court. [See first
tuesday Form 131]

Caution: The seller’s agent’s dilatory delivery of an expert's NHD to the
EP investor or the EP investor's agent after the offer has been accepted does
not protect the broker from liability for the EP investor’s lost property value
from the price paid due to the nondisclosure before acceptance. If the agent
knew or is charged with knowledge of a natural hazard noted in the readily
available planning department’s parcel list, the agent is exposed to liability.

Liability exposure includes:

+ costs the EP investor may incur to correct or remedy the undisclosed
hazardous condition; and

+ theportion of the agreed price which exceeds the property’s fair market
value based on the hazard undisclosed at the time the purchase
agreement was entered into."

Further, the agents, seller and expert are not exposed to liability from third
parties to the sale transaction who receive their erroneous NHD Statement
and rely on it to analyze the risk they undertake by their involvement. Such
third parties include insurance companies, lenders, governmental agencies
and other providers who may become affiliated with the transaction.*

Compliance by the seller-in-foreclosure and the seller’s agent to deliver the
NHD Statement to the EP investor includes its documentation by a provision
in the purchase agreement.’3 [See first tuesday Form 150 §11.5]

However, when the seller’s agent fails to disclose a natural hazard and then
providesin the purchase agreement for the compliance to be an untimely “in
escrow” disclosure, his seller is statutorily penalized.

10 CC§51103.4(a), 1103.4(b)
11 CC8§1103.13

12 CC8§1103.2(9)

13 CC8§1103.3(b)

No indemnify
agreemnt

Late delivery
= no liability
protection

Documenting
compliance
with NHD law
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Delivery of
the NHD

to the EP
investor

The EP investor on an in-escrow disclosure after entering into a purchase
agreement and, as an alternative to a money claim, has a statutory remedy
allowing them to terminate the purchase agreement and avoid the
transactions by exercising:

« athree-dayright of cancellation following the date the NHD Statement
was handed to the EP investor; or

+ afive-day right of cancellation when the NHD Statement is mailed to
the EP investor.

Further, delivery of the NHD after acceptance of an offer imposes liability
on the seller and seller’s agent, but not the EP investor’s agent. Liability is
based on any money losses (typically reduced property value) inflicted on
the EP investor by an untimely in-escrow disclosure for those EP investors
who chose not to exercise their right to cancel. They may, instead, proceed
with performance of the agreement by closing escrow before demanding
restitution.’s

Itis the EP investor’'s agent who has the duty to hand the EP investor the
NHD Statement the EP investor's agent receives from the seller or the seller’s
agent, called delivery.*

The EP investor's agent, on receiving the NHD form from the seller’s agent,
owes the EP investor a special agency duty to care for and protect the EP
investor'sbestinterest. Thisisaccomplished by reviewing the NHD Statement
themselves for any disclosure which potentially affects the property’s value
or its desirability for the EP investor. The EP investor's agent then delivers the
NHD to the EP investor and makes any recommendations or explanations
they may have regarding the adverse consequences of facts disclosed in its
content."”

If the EP investor does not have a broker, the seller’s agent is responsible for
delivering the NHD Statement to the prospective EP investor.

Unlike the EP investor’s agent, the seller's agent has no duty when in direct
contact with the prospective EP investor to explain the effect hazards have
on the property or the EP investor. Also, the seller's agent has absolutely no
duty to voluntarily explain to a prospective EP investor the effect a known
natural hazard (which is itself disclosed) potentially has on the property or
the EP investor.

The task of explaining the consequence of living with a natural hazard is
the duty of the EP investor's agent. If the EP investor is not represented by
an agent, the EP investor undertakes the duty to protect themselves and
investigate the consequences of the NHD information handed to them.

14 CC8§1103.3(c)

15 CC8§1103.13; Jue v. Smiser (1994) 23 CA4th 312
16 CC8§1103.12(a)

17 CC881103.2, 1103.12
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Delivery may be in person or by mail. Also, delivery is considered to have
been made if the NHD is received by the spouse of the EP investor.?

Sellers occasionally act as “For Sale By Owners” (FSBOs) and directly
negotiate a sale of their property with EP investors or EP investor's agents.
Here, the seller is responsible for preparing or obtaining an NHD statement
and delivering the NHD Statement to the prospective EP investor — prior to
entering into the purchase agreement.

Aseller's NHD Statementis nota warranty orguaranteeby thesellerorseller’s
agent of the natural hazards affecting the property. The NHD Statement is
a report of the seller’'s and seller’s agent’s (or the NHD expert’s) knowledge
(actual and constructive) of any natural hazards affecting the property.

However, prospective EP investors do rely on the NHD Statement as part of
the documentation they review for information on a property. The NHD is
designed to assist them in their decisions as to whether they want to buy the
property, and if they do decide to buy, at what price and on what terms. To be
meaningful, the EP investor is to be handed the information before the price
and terms are set by acceptance of a purchase agreement offer, if the seller’s
agent is to avoid misleading the EP investor, called deceit.*

Disclosures concerning the value and desirability of a property, such as an
NHD Statement and TDS, are price-sensitive information. If not timely
disclosed, the seller and seller’s agent subject themselves to claims for price
adjustments (offsets) which the EP investor is entitled to make either before
or after closing. Alternatively, the EP investor may exercise their statutory
right to cancel the purchase agreement and have their deposit fully refunded.

Good marketing practice for broker offices is to arrange for delivery of the
NHD to the prospective EP investor before an offer is made or no later than
the acceptance of a counteroffer. At that moment in time, the EP investor
remains the prospective EP investor as described by the disclosure statutes.
Disclosures are not to be delayed until later when the prospect has become
the buyer under a binding purchase agreement - after the price is set.

As a matter of good practice, the purchase agreement offer includes a copy of
theseller's NHD Statementasan addendum (along with all other disclosures),
noting the transaction was entered into in compliance with NHD and other
disclosure law.

Asforan escrow officer handling a salein which the seller'sagent has failed
to hand the NHD to the EP investor's agent or the EP investor, the escrow
officer has no duty to the seller or EP investor to provide for delivery of the
NHD (or the TDS or other reports) to the EP investor. The obligation remains
that of the seller and seller's agent. However, escrow may accept instruction
to perform any of these activities, in which case escrow becomes obligated to
follow the instructions agreed to by the escrow officer.

18 CC§1103.10
19 AG Opin. 01-406
20 CC81103.11

No warranty,
just
awareness
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The seller’s agent complies with their and their seller’'s duty to disclose by
ordering an NHD report from a natural hazard expert.

On the seller's agent’s receipt of the NHD report, the agent:

+ reviews the report with the seller;

+ adds what they and the seller know about hazards which are not
included in the expert’s report,

+ signsthe NHD statement accompanying the report;
+ hands the entire NHD package to prospective EP investors; and

« does all this before an offer is accepted or a counteroffer submitted to a
prospective EP investor.

Again, all sellers are required to disclose what is known or available to them
about the natural hazards endemic to a property’s location.

However, sellers in some transactions do not need to use the mandated NHD
form to make their property disclosures, such as:

« court-ordered transfers or sales;

« deed-in-lieu of foreclosures;

» trustee’s sales;

« lender resales after foreclosure or a deed-in-lieu;

+ estates on death;

« transfers between co-owners;

+ transfers to relatives/spouses; or

+ transfers to or by governmental entities.>!
However, any seller's agent involved in a transaction in which the seller

is exempt from using the NHD form needs to make hazard disclosures
themselves, even though the seller does not need to use the statutory form.>

Also, all sellers of any type of property, included or excluded, always
disclose what they know about any hazards. Again, the disclosure is best
accomplished by use of the NHD Statement on all sales. The NHD expert
always includes the seller’s statement as part of their report.s

The NHD Statement handed to a prospective EP investor is unrelated to the
environmental hazards and physical deficiencies in the soil or property
improvements. These hazards are disclosed by use of the Transfer Disclosure
Statement (TDS) and provisions in the purchase agreement. [See Form 304
§C(1)]

The TDS and purchase agreement provisions disclose health risks resulting
from man-made physical and environmental conditions affecting the use

21 CC8§1103.1(a)
22 CC81103.1(b)
23 CC8§1103.2(f)(2)
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of the property. They are limited to facts known to the seller and seller’s
agent without concern for a review of public records on the property at the
planning department or elsewhere.

The NHD Statement discloses risks to life and property which exist in nature
due to the property’s location, risks known and readily available from the
public records (planning department).

Sellers and seller’s agents of any type of real estate are to disclose whether
the property is located in:

« an area of potential flooding;

+ avery high fire hazard severity zone;

+ astate fire responsibility area;

+ an earthquake fault zone; and

+ aseismic hazard zone.*

Editor's note — The following discussion details these different hazards
which are disclosed on the NHD Statement.

Investigating flood problems was facilitated by the passage of the National
Flood Insurance Act of 1968 (NFIA).

The NFIA established a means for property owners to obtain flood insurance
with the National Flood Insurance Program (NFIP).

The Federal Emergency Management Agency (FEMA) is the administrative
entity created to police the NFIP by investigating and mapping regions
susceptible to flooding.

Any flood zone designated with the letter “A” or “V"isa special flood hazard
area and is to be disclosed as a natural hazard on the NHD Statement. [See
Form 314 §1]

Zones “A” and “V” both correspond with areas with a 1% chance of flooding
in any given year, called 100-year floodplains, e.g., a structure located within
a special flood hazard area shown on an NFIP map has a 26% chance of
suffering flood damage during the term of a 30-year mortgage.

However, Zone “V” is subject to additional storm wave hazards.

Both zones are subject to mandatory flood insurance purchase requirements.

Information about flood hazard areas and zones come from:

+ city/county planners and engineers;

+ county flood control offices;

24 CC81103.2

The natural
hazards
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Flood zones

Flood
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+ local or regional FEMA offices; and
+ the U.S. Corps of Engineers.

Additional information concerning flood hazard areas is available in
the Community Status Book. The book lists communities and counties
participating in the NFIP and the effective dates of the current flood hazard
maps available from FEMA.

The Community Status Book may be obtained via the web at: http.//www.
fema.gov/fema/csb.shtm.

Flood Insurance Rate Maps and Flood Hazard Boundary Maps are all
available at the FEMA Flood Map store by calling (800) 358-9616 or via the
web at: http://msc.fema.gov/.

Another flooding disclosure which needs to be made on the NHD Statement
arises when the property is located in an area of potential flooding. [See
Form 314 §2]

An area of potential flooding is a location subject to partial flooding if sudden
or total dam failure occurs. The inundation maps showing the areas of
potential flooding due to dam failure are prepared by the California Office of
Emergency Services.?

Once alerted by the seller's agent to the existence of a flooding condition,
the EP investor's agent is to inquire further to learn the significance of the
disclosure to the EP investor.

Areas in the state which are subject to significant fire hazards have been
identified as very high fire hazard severity zones. If a property is located
in a very high fire hazard severity zone, a disclosure needs to be made to the
prospective EP investor. [See Form 314 §3]

The city, county or district responsible for providing fire protection have
designated, by ordinance, very high fire hazard severity zones within their
jurisdiction.?¢

The fire hazard disclosure on the NHD form mentions the need to maintain
the property. Neither the seller nor the seller's agent need to explain the
nature of the maintenance required or its burden on ownership. Advice to
the EP investor on the type of maintenance and the consequences of owning
property subject to the maintenance are the duties of the EP investor's agent,
if they have an agent.

For example, an EP investor who acquires a residence located in a very high
fire hazard severity zone is advised by the EP investor's agent that as the new
owner, the EP investor is to, among other things:

+ maintain a firebreak around the structure of a distance of no greater
than 100 feet, but not past the property line, unless the state or local
law requires more; and

25 Calif. Government Code §8589.5(a)
26 GovCS§51179
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« clear dead or dying wood from trees and plants adjacent to or
overhanging the structure.?

Also, if the property is in a very high fire hazard severity zone or a wildland
area, the EP investor's agent needs to inform the client of the possible
hardships in obtaining fire or hazard insurance and of the existence of the
California Fair Access to Insurance Requirements (FAIR) program which
offers a “last-resort” type of policy for properties in these areas.?®

If a property isin an area where the financial responsibility for preventing or
suppressing fires is primarily on the state, the real estate is located within a
State Fire Responsibility Area.®

Notices identifying the location of the map designating State Fire
Responsibility Areas are posted at the offices of the county recorder, county
assessor and the county planning agency. Also, any information received by
the county after receipt of a map changing the State Fire Responsibility Areas
in the county needs to be posted.*°

If the property is located within a wildland area exposed to substantial
forest fire risks, the seller or the seller's agent is to disclose this fact. If the
property is located in a wildland area, it requires maintenance by the owner
to prevent fires.3* [See Form 314 84]

Inaddition,the NHD Statement advises the prospective EP investor ofa home
located in a wildland area that the state has no responsibility for providing
fire protection services to the property, unless the Department of Forestry
and Fire Protection has entered into a cooperative agreement with the local
agency. No further disclosure about whether a cooperating agreement exists
need be made by the seller or seller's agent. [See Form 314 §4]

However, if property disclosures place the property in a wildland area, the
EP investor's agent has the duty to advise the EP investor about the need
to inquire and investigate into what agency provides fire protection to the

property.

To assist seller’s agents in identifying whether the listed property is located
in an earthquake fault area, maps have been prepared by the State Geologist.

The State Mining and Geology Board and the city or county planning
department have maps available which identify special studies zones, called
Alquist-Priolo Maps.>*

The maps are used to identify whether the listed property is located within
one-eighth of a mile on either side of a fault.

27 Gov(C§51182

28 Calif. Insurance Code §§10095 et seq.
29 Calif. Public Resources Code §4125(a)
30 Pub Res C84125(c)

31 Pub Res C§4136(a)

32 Pub Res C §2622

State Fire
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Earthquake
fault zones

Alquist-Priolo Maps
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earthquake fault

areas available from
the State Mining and
Geology Board and
the city or county
planning department.
[See ft Form 314 §5]
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Seismic
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Also, the NHD Statement requires both the seller and the seller’'s agent to
disclose to a prospective EP investor or the EP investor's agent whether they
have knowledge the property is in a fault zone. [See Form 314 §5]

A Seismic Hazard Zone map identifies areas which are exposed to
earthquake hazards, such as:

+ strong ground shaking;
« ground failure, such as liquefaction or landslides;33
+ tsunamis;** and

+ dam failures.’s

If the property for sale is susceptible to any of the earthquake (seismic)
hazards, the seismic hazard zone disclosure on the NHD Statement is to be
marked “Yes.” [See Figure 1, first tuesday Form 314 §6]

Seismic hazard maps are not available for all areas of California. Also, seismic
hazard maps do not show Alquist-Priolo Earthquake Fault Zones. The
California Department of Conservation creates the seismic hazards maps.

The seismic hazard maps which exist are on the web at http./www.
conservation.ca.gov/cgs/shzp/Pages/Index.aspx.

If the NHD indicates a seismic hazard, the EP investor's agent is to then
determine which type of hazard, the level of that hazard and explain the
distinction to the EP investor, or be certain someone else does. The seller’s
agent has no such affirmative obligation to explain the impact of the
disclosures to the EP investor.

For example, property located in Seismic Zone 4 is more susceptible to strong
ground shaking than areas in Zone 3. But which zone the property is located
in is a question the EP investor's agent needs to answer. Most of California
is in Zone 4, except for the southwest areas of San Diego County, eastern
Riverside and San Bernardino Counties, and most of the Northern California
Sierra Counties.

Homes in Zone 4 are able to be damaged even from earthquakes which occur
a great distance away.

Ground failure is a seismic hazard which refers to landslides and
liquefaction. Liquefaction occurs when loose, wet, sandy soil loses its
strength during ground shaking. Liquefaction causes the foundation of the
house to sink or become displaced. The condition is prevalent in tidal basins
which are fills.

A tsunami is a large wave caused by an earthquake, volcanic eruption or
an underwater landslide. Coastal areas are the ones at risk for loss of property
and life.

33 Pub Res C §2692(a)
34 Pub Res C §2692.1
35 Pub Res C §2692(c)
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Tsunami inundation maps are available from the National Oceanic and
Atmospheric Administration (NOAA) led National Tsunami Hazard
Mitigation Program (NTHMP) at: http:/nctr.pmelnoaa.gov/inundation_
mapping.html.

Also, FEMA’s Flood Insurance maps consider tsunami wave heights for
Pacific coast areas.

Dam failure results in flooding when an earthquake ruptures a dam which
serves as a reservoir. The city or county planning department has maps
showing areas which flood if a local dam fails.

Areas susceptible to inundation due to dam failure caused by an earthquake
are also noted on the NHD Statement as a potential flooding area.

The existence of a hazard due to the geographic location of a property Chapter 8
affects its desirability, and thus its value to prospective EP investors. A
seller of property istodisclose any natural hazards affecting the property Key Terms

known to the seller, as well as those contained in public records to the
EP investor. Natural hazards are disclosed using the statutory Natural
Hazard Disclosure Statement (NHD).

The NHD Statement discloses risks to life and property which exist in
nature due to the property’s location, risks known and readily available
from the public records (planning department) and are unrelated to the
risks to life and property from man-made physical and environmental
conditions disclosed by a TDS. The NHD assists EP investors determine
whether they are to buy the property, and if so, on what price and on
what terms.

To obtain the natural hazard information to disclose to prospective EP
investors, a seller and their agent consult publically available records
themselves. The use of an expert to gather information from the public
record and prepare the report relieves the seller’'s agent of any liability
for errors not known to the agent to exist.

Sellers and seller's agents of any type of real estate are to disclose
whether the property is located in:

+ an area of potential flooding;

+ avery high fire hazard severity zone;
+ astate fire responsibility area;

+ an earthquake fault zone; and

* aseismic hazard zone.
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Property operating
data investigation
B « "\ .

After reading this chapter, you will be able to: Learning

+ advise on the operating and ownership expenses a prospective Obiectives
buyer will experience on acquiring the seller’s property;
+ understand the general duties a seller's agent owes to an equity
purchase (EP)investor to gather and disclose a property’s operating
costs; and
+ determine the value of income producing property based on its
rents and expenses.

net operating income (NOI) property operating data Key Terms
operating expenses

On acquiring a single family residential (SFR) property, the buyer’s intent is Prof“mg

either:
a property
+ to retain ownership long term and either occupy the property .
themselves or rent it to a tenant; or using an

+ tohold title short term for a profit ASAP on a resale to a buyer who, as a APOD form
long term owner, will either occupy it or rent it to a tenant.

When an occupant buyer acquires an SER property, they will incur monthly
expenditures to carry ownership and maintain the property paid from their
personal income. Alternatively, the buy-to-let buyer is going to collect rent
from tenants to cover these expenditures.
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Expenditures
versus costs

Duties owed
the EP
investor

property operating
data

The actual costs of
operating a property
for its intended use.
[See ft Form 306 and
352]

For occupant buyers, the expenditures on maintenance and continued
ownership affect a property’s value when weighed against the operating and
carrying costs of comparable properties, whether or not these expenditures
are considered:

+ low and advantageous;
+ neutral in effect; or

« high and adverse.

Thus, expenditures incurred during ownership of an SFR property will
have a long-term financial impact on an occupant buyer since they recur
monthly. An EP investor and their buyer’s agent need to gather and analyze
the operating and carrying costs an occupant buyer - a pride-of-ownership
type buyer who will pay the highest price - will incur when establishing a
property’s:

+ present value;
- rental rate; and

» resale value.

A prudent equity purchase (EP) investor acquiring a residence in foreclosure
requests that the seller provide them with data and information on the
monthly expenditures they incur as owners. This data is delivered up before
entering into an EP agreement, and if not then, before escrow closes with the
right to cancel on disapproval.

To best assist the seller-in-foreclosure to disclose the ownership costs they
have incurred, the EP investor or their agent on a request for the data hands
the seller or the seller’'s agent a property expense profile sheet. The seller
fills out and returns it to the EP investor for review, and approval if already
under contract. These data and information are material to real estate
transactions as they aid in the determination of a property’s value. [See Form
306 accompanying this chapter]

A seller's agent owes a general duty to an EP investor to gather and present
readily available data on the costs and expenses they are going to experience
on acquiring the seller’s property. The data is a compilation of ownership
obligations that potentially have an adverse effect on the property’s value
— and influence the EP investor's decision to purchase the property and on
what terms.

The property operating data submitted to an EP investor in a property
expense profile by a seller's agent may be relied on and need not be
investigated for accuracy by the EP investor, unless it is noted to be a forecast,
other type of opinion or from a source other than the broker. However,
estimates are opinions that require reasonableness in the amounts given
and a high degree of accuracy as they cannot be the product of conjecture or
belief.! [See Form 306]

1 Ford v.Cournale (1973) 36 CA3d 172
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An EP investor and their agent need to carefully evaluate the property
operating data received from the seller and seller's agent. The EP investor
on review determines what further inquiry or investigation is needed to
understand the ramifications of the property operating data disclosed.

Alternatively, the EP investor who is not represented by a buyer’'s agent may
hirean agent totake on theresponsibility. Thus, the investor bears the burden
of investigating and completing or confirming the numbers presented on the
operating expense form prepared by the seller or seller’s agent .

The data of monthly operating expenses are one basis for comparing
different available properties and their respective values with the seller's
property. Comparison allows the EP investor to select the best value between
competing sellers. Disruptively, seller's agents too often refuse to gather and
provide property information, making claims the buyer does not understand
the market when the buyer seeks information that helps set value.

A seller who provides good faith estimates about their property’s operating
potential as a rental cannot be held liable for inaccuracies as long as the
forecast figures are labeled as “estimates” and are not knowingly absurd.3

While the seller-in-foreclosure knows the costs and expenses incurred to
own and occupy the property, they are likely unaware or biased about the
property’s rental value. This is market information an investor needs to
analyzethe property asalong-term investment. [See Form 352 accompanying
this chapter]

The seller acting in good faith provides their agent - on request - with the
costs and expenses the seller incurs as the owner. The information is used by
the seller’s agent to prepare an operating expense statement to be handed to
prospective buyers seeking additional property information. [See Form 306]

Sellers employ a seller’s agent to market their property and locate a buyer
who will buy the property at the listed price. To this end, the seller owes a
duty to the seller's agent to cooperate and assist the agent in good-faith to
meet the objectives of the employment - market the property and locate a
buyer.

Otherwise, the seller wrongfully interferes with the agent’s ability to
successfully market the property (and earn a fee). Withoutaccurate ownership
expense data, property cannot be honestly marketed to prospective buyers.
Property has baggage, and operating expenses and tenant turnover are part
of a property’s entourage.

In turn, the duty owed to their seller by a seller's agent requires them to
deliver for their seller the best business advantage legally achievable.

2 Kendall v. Ernest Pestana, Inc. (1985) 40 C3d 488
3 Calif. Civil Code §1102.5

operating expenses
The total annual cost
incurred to maintain
and operate a property
for one year. [See ft
Form 352 §3.21]

Seller’s
good-faith
assistance
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Form 306
PROPERTY EXPENSE REFORT

Property
Expense Report

DATE: 20 . at . Califpmia

Prospeactive Buyer

1. PROPERTY TYPE

1.4 Location

1.2 Expenss figures are esiimates refleciing:
3. cwrent xpanses of ocoupancy/ownership.
b. ferecast of anlicpaned expenied of o0cupancyowmarship.

2. MONTHLY OPERATING EXPENSES:

21 Eleclricly .......

22 Gas.

23 Water . ... i i A AR P et

24 TV [cable !-ll:u!lﬂﬂ]

25 Phang. "

268 Intemed. ... L.

2.7 Trash

248 Bawage. . ... .: R

29 General obligation ..-Dms:n ..........

2.10 Lawn/Gardaning

2.11 MaldHousokenping . . .

21 2PoclEpa . ... ..., o

2.13 Homsowirs' P.ﬂuu-llu1 LHGA}

214 Maintenanoe and repair

2.15 Proporty Managemant Sarvices . . .

218 Insurance

217 Taxes

2. 18 Other N RS i

249 Total Oparating EXPmERE. . . .. ..o ueseinsiaieiaiteioieiotoinnianes §o00

220 Monihly Loan Payrment (Principal and Inderest), . . ... .00 iariiroreies sreness B

2.21 Total Monthly Expanses ‘ ' $0.00
3. DEPOSITS:

3.1 Rental Secuity Depos#t . . ... ... o SRR

32 Electricity Deposil ' g

3.3 Water Deposil i

34 Sewage and Rubbish Denusi_ At A

35 Gas Senios Deposil

36 Phane Service Deposit,

3.7 Other R —— e

___ 38 Totsl Daposits. . . e W T L)
OWHNER: | have read and ﬂm Ihhl Infnrmmn

20

Dale
Dvmar's Name

U U O U U0 0T U DA L LY O O T LA 0RO A

Lo R U R

Signature
Cate Prepened , 20 PROSPECTIVE BUYER:

Brokis- | have received and read o copy of this estimate.
DRE #: Dabe: » 20

Agent Name;

Phare: , Cll:
Fa:

Email

Signature:

Narme,

Signature:

112 firsl tsesday PO B

se"er’s This duty is tempered by the seller's agent’s general duty owed to all

prospective buyers such as EP investors. Before a prospective buyer enters

agent’s into a purchase agreement (or the seller accepts an offer), the seller’s agent is
duties to provide property information containing:

» accurate, factual information; and

+ reasonable operating estimates.
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Data and information known or readily available to the seller or seller’s
agent about the property’s operations are required disclosures to be made to
prospective buyers. The information is classified as material facts and may
potentially affect the decisions of a reasonably prudent buyer regarding
acquisition of the property.

As a result, the seller’s agent is required to present known and readily
available facts to a prospective buyer in a manner that does not mislead
or deceive the buyer. The agent may not omit disclosing factors known or
observable by the agent which adversely affect the property’s value.

Often the seller is the source of the property’s operating cost and expense data
entered on the operating expense sheet. If the seller's agent has no reason to
believe the data is false, the seller’'s agent has no duty to prospective buyers
to investigate the truthfulness (accuracy) of the information before passing
it on to prospective buyers. However, for the seller's agent to avoid liability
for erroneous data obtained from others, the source of the data needs to be
presented with the disclosures.

Residential properties controlled by EP statutes include not only SFR
properties, but also those containing two-to-four residential units, one of
which is occupied as the seller-in-foreclosure’s principal residence.

With SFRs, as well as multi-family 2-to-4 unit income property, the income
producing capacity of the property is established by:

+ the market rental rate for the unit occupied by the seller-in-
foreclosure;

+ the scheduled rental income for each unit held out for rent; and

« an amount set for the uncollectible portion of the scheduled rents due
to likely vacancies and nonpayment of rent, called a vacancy factor.

The scheduled rental income for the seller-occupied unit is to be set based
on the rental rates charged for comparable properties in the area (including
rented units on the property). As always, the EP investor or their agent needs
to consider some investigation into the rental rates charged by landlords of
comparable units to confirm the scheduled rents are in line with the local
market.

EP investors need to be warned: estimated, anticipated, forecasted, or
projected rental income and expense figures provided by most sellers’ agents
are highly suspect as unreliable due to generally negligent guesswork in
their preparation. Often, the data on rents and expenses is adjusted so the
capitalization rate (cap rate) conveniently appears acceptable based on the
asking price and the fabricated NOI. However, the EP investor cannot hold
the seller-in-foreclosure or the seller's agent liable for estimates honestly
made in good-faith based on the best possible information available when
the estimates later prove to be erroneous.4

4 CCS§11025

Estimating
rental income
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Form 352

Annual Property

Operating data
Sheet

Page 1 of 2

ANNUAL PROPERTY OFERATING DATA SHEET

AROD

Prepared by: Agent
Broker

DATE: .20 . al . California.
1. PROPERTY TYPE:
11 Location

12 APDD figures are esiimales meflecting:

8. | Currenl operabing conditions.
b. ! Forecast of anticipated operations,

¢, Prepared by
2. INCOME: %
2.1 Schedubed Rental INCOME, . .. ... 000 orrnrese o rrnrnnens & 100 s
8. Less: Vocancies, discounts and uncollectibies. , - § N
22 Effective Rental Income |Lines 21 less 2 aand 8] . ... ......... 5000 %
B RPN IOINNM 100 1574 e o b o e 1 e o e - %
23 Gross Operating INCOME. .. ... ........... e st "
1. EXPENSES;
31 Electricily $ —_ %
22 Gas.ii. .. -5 _on
33 RO L oL % oy
34 Rubbish % .
35 Insurance.. . ...... ra %
Y R T - %
37 Management Fee . %
38 Resden Manager. § - %
3.9 Offica Expensos/Supplies . A R
3.10 Advertaing . ... .. -8 %
311 LawriCardening L] M
312 PoolfSpa 5 %
313 Janitosial 5 Y
314 Mamntenance . 5 _
315 Repairs and Replacements . . . —. .. .oevniorars B - %
FABCATVPROM ... ouueaia. | %
317 AccountinglLegal Fees . ... ...., i ccuciones. 8 .
3,18 Credit card charges - _ i
R 5 — %
320 s - —
3.21 Total Operating Expense [Lines 3103200 .. .. ovvnonn. ... — 5000 "
4. NET QPERATING INCOME; [Lint 23888 321). . ... oovieinansnna-.- 5000 u

g R T o 11 ¢ o RO L T T S ———

The unrented unit occupied by the seller in a triplex or fourplex structure
is typically grander in proportion and contains more amenities than found
in the other units. The upgraded seller-occupied unit typically does not
command a rent thatis pro rata to the rent received for the size/square footage
of the other units, a condition called over-built.

Thus, the estimates of rental income scheduled for the upgraded seller-
occupied unit are to be viewed with some suspicion. Comparable units for
setting the rent are to be of same size and design.
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On receipt of the property’s income and expense information by the EP Completlng
investor and their agent and preparation of their own annual property

operating data (APOD) sheet, they are then able to calculate expenses as the APOD

a percentage of rental income. This calculation reveals the property’s cost-

effectiveness which is then compared to other like-type properties. [See Form

352]

Expenses, as a percentage of scheduled income, are calculated on the APODin
the column to the right of the dollar amount. Percentages calculated for each
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net operating
income (NOI)

The net revenue
generated by an
income producing
property as the
return on capital,
calculated as the sum
of a property’s gross
operating income
less the property’s
operating expenses.
[See ft Form 352 §4]

Mortgage
payments
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operating expense alert the EP investor to costs that vary from a standard
cost range used for income property analysis. [See the first tuesday Income
Property Brokerage (IPB) suite of forms]

For example, if the percentage allocated to utility expenses is abnormally
high compared to comparable local properties, this cost is evaluated to
determine:

+ what may be done, if anything, to bring the utility expenses into an
acceptable percentage range; and

+  what effect the expense has on the value of the property as reflected by
the resulting net operating income (NOI).

Subtracting the operating expenses from gross rental income calculates the
NOI. The NOI represents the income used to most accurately determine a
property’s value. A property’s value is set before considering mortgage
payments and depreciation/capital recovery schedules.

The NOI, when divided by the EP investor's desired annual yield on their
total capital investment — called the capitalization rate or cap rate —
gives the EP investor a basis for establishing the value of the property.

Mortgage payments entered on the APOD are limited to principal and
interest (PI) payments. When impounded (escrowed) funds are collected
by the mortgage holder with the PI payment, the two are to be separated.
Impounds are merely a reserve of funds for payment of some annually
recurring property operating expenses by the lender. Impounds paid are not
a mortgage charge; impounds are used to pay the owner's operating expenses
disclosed in the expense section of the APOD.

Impounds typically change on transfer of the property, primarily due to
an increase in property taxes triggered by reassessment on a change of
ownership. Thus, when the EP investor is taking title subject to or formally
assuming the seller's mortgage the increase in impounds is calculated. The
amount estimated for future payment ofimpoundsis entered on the APOD in
the mortgage payment section. The seller-in-foreclosure’s present impound
payment is not considered.

The exact balances and terms of existing financing are forwarded to
escrow in the beneficiary statement provided by the mortgage holder on
request. Information from the beneficiary statement confirms the seller-
in-foreclosure’s representations of the loan amount, payments, interest
impounds, and delinquencies. [See Chapter 20; see first tuesday Form 415]

Anassumptionoftheloanbythe EPinvestorwilllikelyincludeamodification
of the interest rate and loan payment schedule. This is particularly so in a
rising long-term interest rate market relative to the rate on the mortgage
being formally assumed. [See Chapter 16]
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In addition to the ongoing monthly ownership costs and occupancy expense
information collected, the EP investor is to consider other facts affecting
the marketability of the property, including:

« the physical condition of the property’s improvements and soil;
« title conditions and zoning use restrictions;

+ the area surrounding the property location and the natural and
environmental hazards of the location; and

« the capital investment required to own the property.

The EP investor physically inspects the property for any deferred
maintenance and rehabilitation costs. Additionally, a home inspector’s
investigation and report of the property condition helps avoid surprise
discoveries after escrow closes. [See Chapter 6 and 7]

A preliminary title report exposes any recorded title problems, such as
judgment liens, assessment bonds or easements which may interfere with
closing.

Further, the EP investor is to confirm with local agencies what uses of the
property are allowed by zoning ordinances. Zoning on the property and in
the surrounding area affects the future income and expenses of the property.
[See Chapter 10]

In addition to all the various property analyses, an EP investor who intends
to flip the property ASAP for a profit needs to prepare a resale cost analysis
of the residence they consider acquiring. Without an analysis of costs of
acquisition, carrying costs and resale costs to develop a full understanding of
the property’s economic feasibility as a profitable investment, the EP investor
seeking profits on a resale acts at their peril. [See first tuesday Form 365]

A prudent equity purchase (EP) investor acquiring a residence in
foreclosure requests that the seller provide them with data and
information on the monthly expenditures they incur as owners. This
data is delivered up before entering into an EP agreement, and if not
then, before escrow closes with the right to cancel on disapproval.

To best assist the seller-in-foreclosure to disclose the ownership costs
they have incurred, the EP investor or their agent on a request for the
data hands the seller or the seller's agent a Property Expense Profile
sheet. The seller fills out and returns it to the EP investor for review,
and approval if already under contract. The data is a compilation of
ownership obligations that potentially have an adverse effect on the
property’s value and influence the EP investor's decision to purchase
the property and on what terms.

Other
valuation
considerations

Chapter 9
Summary
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Chapter 9
Key Terms

A seller's agent owes a general duty to a prospective buyer of a property
to gather and present readily available data on the costs and expenses
the EP investor is going to experience on acquiring the seller’s property.
An EP investor and their agent need to carefully evaluate the property
operating data received from the seller and seller’s agent.

After the EP investor and their agent receive the property’s income
and expense information and confirm or prepare an annual property
operating data (APOD) sheet, they are able to calculate expenses as a
percentage of rental income. This calculation reveals the property’s
cost-effectiveness which is then compared to other like-type properties.

The EP investor physically inspects the property for any deferred
maintenance and rehabilitation costs. Additionally, a home inspector’s
investigation and report of the property condition helps avoid surprise
discoveries after escrow closes.

net operating income (NOI) Pg. 106
operating expenses Pg. 101
property operating data Pg. 100
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Chapter

10

\ o
Preliminary title

reports
BE PSR

After reading this chapter, you'll be able to: Learning
+ advise an EP investor on the limited use of a preliminary title H H
report Objectives

+ explain the function of a preliminary title report in the closing of
an EP transaction; and

+ distinguish between a preliminary title report and an abstract of
title.

abstract of title preliminary title report Key Terms
date-down search

A preliminary title report is intended to disclose the current vesting and An offer to
encumbrances affecting a property’s title as reflected by the public record.

Encumbrances listed on a preliminary title report include: issue title
+ general and special taxes; insurance
+ assessments and bonds;
. oo preliminary title
« covenants, conditions and restrictions (CC&Rs); report
A report constituting
* easements; a revocable offer

by a title insurer to
issue a policy of title

+ rights of way;

« liens; and insurance used by
a buyer and escrow
* interests of others. to initially establish
the current vesting
A preliminary title report, also known as a prelim, is not a representation and encumbrances
of the condition of title or a policy of title insurance. Unlike an abstract of attached to title of a
p y . property as reflected by
title, a prelim cannot be relied on by anyone and imposes no liability on the public record.

title company for errors in its preparation.
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Contents of

a property
profile

Use of the
prelim by an
EP investor in
escrow

A title insurer has no duty to accurately report title conditions and
encumbrances on the prelim, shown as exceptions in the proposed policy.

A prelim is no more than a title insurer's offer to issue a title insurance
policy based on the contents of the prelim. Further, the offer may be modified
by the title company at any time before issue a policy.?

The preliminary title report is distinguishable from a property profile
report. Agents representing EP investors typically pull a property profile
on a property they want to check out before making an offer. A property
profile is downloaded from the website of a title insurance company based
on the common address of the property.

What is received as a property profile is limited, but crucial information on:

+ the vesting to title of the property (with a copy of the recent grant deeds
or equivalent transfer documents);

+ any trust deed liens recorded by owners and not yet reconveyed;

+ any default notices (NODs) and trustee’s sale notices (NOTS) on any of
the trust deeds or record; and

+ property tax status and assessment bonds.

Occasionally, some CC&R information is provided as part of the title
information in a property profile. A general index search on vested owners
is not included, but is the subject of a preliminary title report for judgment
abstracts or otherinvoluntary liens indirectly attached to title due to separate
liabilities of owners.

The closing of a purchase escrow is typically contingent on the EP investor’s
approval of items in the prelim. Before closing, the EP investor needs to
be assured the conditions of title are consistent with the EP investor's
expectations on entering into the purchase agreement. Also, the EP investor,
the agents and the escrow officer review the report for title conditions and
encumbrances inconsistent with the terms for the seller’s delivery of title set
in the purchase agreement and escrow instructions.

In practice, the EP investor's agent looks for title conditions which may
interfere with any intended use or change in the use of the property
contemplated by their EP investor. Interferences come in the form of unusual
easements or use restrictions which obstruct known plans the EP investor
has to make improvements or alter the use of the property.

Escrow relies in part on items approved and disapproved in the prelim to
carry out its instructions to record grant deeds, trust deeds, leaseholds, or
options which are to be covered by a policy of title insurance.

1 Siegelv. Fidelity National Title ISnsurance Company (1996) 46 CA4th 1181
2 Calif. Insurance Code §12340.11
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Typically, escrow instructions call for closing when the deed may be recorded
and insured, subject only to taxes, CC&Rs and other encumbrances as agreed
and approved in the instructions.

Ultimately, it is the escrow officer who, on review of the prelim, advises
the seller of any need to eliminate defects or encumbrances on title which
interfere with closing as instructed.

The initial prelim and a last-minute date-down search of title conditions are
used by escrow and the title insurer to reveal any additional title problems to
be eliminated before closing and, as instructed, obtain title insurance for the
documents when recorded.

The title insurer’s date-down of the prelim prior to closing may turn up title
defects or encumbrances not included in the prelim. These occur due to error
on the part of the insurer or by a recording after the preparation of the prelim.
In any case, the title company then withdraws its offer under the prelim.
The title company then issues a new prelim, offering to issue a policy on
different terms.

Title companies have long been aware of the public’s reliance on their prelim.
This reliance was so extensive the California courts consistently held title
companies liable for their erroneous reports. However, legislation drafted by
the title insurance industry was introduced and enacted in 1981 to eliminate
title insurer liability for their preparation of faulty prelims.

Prelims were once compared to abstracts of title. An abstract of title is an
accurate, factual representation of title to the property being acquired,
encumbered or leased. Thus, an abstract of title may be relied on by those
who order them as an absolute representation of the conditions of title.3

An abstract of title is a statement of facts collected from the public records.
An abstract is not an insurance policy with a dollar limit on the insurer’s
liability as is set in a policy of title insurance. The content of an abstract is
intended by the insurance company to be relied upon as fact. Thus, theinsurer
is liable for all money losses of the policy holder flowing from a failure to
accurately state all conditions of title in the abstract they issue.

In an effort to shield title companies from an abstractor’s liability on the
issuance of a defectively prepared prelim, the prelim has been legislatively
redefined as being neither an abstract of title nor a representation of the
condition of title. Instead, the prelim is defined as a report furnished in
connection with an application for title insurance.’

The prelim has become and is simply an offer by a title company to issue title
insurance. The prelim is thus merely a statement of terms and conditions on
which the title company is willing to issue a policy — subject to any changes
they may make prior to issuing the policy of title insurance.

3 InsC812340.10
4 1119 Delaware v. Continental Land Title Company (1993) 16 CA4th 992
5 Calif. Insurance Code §12340.11
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date-down search
A further search

of the public

records performed
immediately prior

to closing an equity
purchase (EP)
transaction and
issuance of a policy of
title insurance.

Prelim vs.
abstract of
title

abstract of title

An accurate, factual
representation of title
to the property being
acquired, encumbered
or leased.
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Chapter 10
Summary

Chapter 10
Key Terms

A preliminary title report (prelim) is intended to disclose the current
vesting and encumbrances affecting a property’s title as reflected by the
public record. A title insurer has no duty to accurately report all title
defects and encumbrances on the prelim.

A prelim is not a representation of the condition of title and cannot be
relied on by anyone. Thus, a prelim is no more than an offer to issue
a title insurance policy based on the contents of the prelim and any
modifications made by the title company before the policy is issued.

Agents representing EP investors typically pull a property profile on
a property they want to check out before making an offer. A property
profile contains crucial information on:

+ the vesting to title of the property;
+ any trust deed liens recorded by owners and not yet reconveyed;

« any default notices (NODs) and trustee’s sale notices (NOTS) on
any of the trust deeds or record; and

+ property tax status and assessment bonds.

Further, prelims are distinct from abstracts of title. Abstracts of title are
written statements which may be relied on by those who order them
as an accurate, factual representation of title to the property being
acquired, encumbered or leased.

abstract of title Pg. 111
date-down search Pg.111
preliminary title report Pg. 109
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After reading this chapter, you'll be able to:

+ explain how a policy of title insurance indemnifies a person who
acquires an interest in real estate against a monetary loss caused
by an undisclosed encumbrance on title;

+ differentiate between the various types of title insurance policies,
endorsements and binders available, such as those presented by
the California Land Title Association (CLTA) and the American
Land Title Association (ALTA);

+ comprehend the six operative sections of a title insurance policy;

« observe the dollar limitations placed on coverage provided under
the policy exclusions; and

« understand the process of settling a claim.

abstract of title proof-of-loss statement
encumbrance Schedule A

exception Schedule B

exclusion

title insurance
preliminary title report

Apolicyoftitleinsuranceisthe contractissued by atitleinsurance company
agreeing to reimburse or hold harmless an insured person who acquires an
interest in real estate against a monetary loss caused by an encumbrance
on title that:

+ isnot listed in the title insurance policy as an exception to coverage;
and

+ theinsured policy holder was unaware of when the policy was issued.

1 Calif. Insurance Code §12340.1

Chapter

11

Learning
Objectives

Key Terms

Identifying an
actual loss

encumbrance

A claim or lien on a
parcel of real estate,
such as trust deeds,
CC&Rs, easements,
taxes or assessments.
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title insurance

A form of indemnity
insurance by which

a title insurance
company holds
harmless a person who
acquires an interest in
real estate against a
monetary loss caused
by an encumbrance on
title that is not listed
in the policy and the
insured was unaware
of when the policy was
issued.

Binder: A
commitment
to issue
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Thus, a policy of title insurance is a form of indemnity insurance, not a
guarantee of title conditions. Title insurance policies are issued on one of
several general forms used by the entire title insurance industry in California.
The policies are typically issued to:

« buyers of real estate;
+ tenants acquiring long-term leases; and

+ lenders whose mortgage are secured by real estate.

As an indemnity agreement, a title insurance policy is a contract. The terms
of coverage in the policy set forth the extent of the title insurance company’s
obligation, if any, to indemnify the policy holder for money losses caused by
an encumbrance on title.

Depending on the type of transaction, an EP investor's agent advises their
client to include in the EP agreement title coverage in the form of either:

+ aCalifornia Land Title Association (CLTA) policy;
+ an American Land Title Association (ALTA) policy; or

- atitleinsurance binder.

An EP investor acquiring property for resale within two years after their
purchase is best served by having the seller provide a title insurance
binder on closing, also called a commitment to issue, in lieu of a policy of
title insurance.

Atitle insurancebinderisan important component of real estate transactions
when the buyer intends to sell or flip the property acquired within two years.
The request for a binder first begins by use of the title insurance provision
in the EP agreement to call for the type of policy provided by the seller-in-
foreclosure to be a binder, not a policy of title insurance.

The cost of a binder is 10% to 15% more expensive than a CLTA policy. If the
seller refuses to bear the extra cost, it is cost effective for the EP investor to pay
for it rather than buying two policies — one when the property is purchased,
and another on the later resale or refinance.

With a binder, the resale policy will be at no further charge, except for the
premium for any increased liability coverage requested for any increase in
the resale price.

A binder entitles the EP investor to title insurance coverage until the EP
investor requests a policy be issued to a new buyer on resale of the property
or to a new lender on a refinance.

Under a binder, a policy of title insurance is issued in the name of the
substitute buyer on close of the resale escrow on the flip — within two years
of the EP investors being issued the binder.

2 InsC8§12340.2
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Almost all losses due to the reduction in the value of real estate below the
policy limits arise out of an encumbrance. An encumbrance is any condition
which affects the ownership interest of the insured, whether the interest
insured is a:

« fee;

+ leasehold;

+ life estate; or

« the security interest of a lender.

The word “encumbrance” is all encompassing. Any right or interest in real
estate held by someone other than the owner which diminishes the value
of the real estate is considered an encumbrance.

Encumbrances on title include:

+ covenants, conditions and restrictions (CC&Rs) limiting use;
+ reservations of a right of way;

+ easements;

+ encroachments;

+ trust deeds or other security devices;

+ pendency of condemnation; and

+ leasess

Physical conditions on the property itself are not encumbrances affecting
title. Accordingly, title insurance policies do not insure against open and
notorious physical conditions which exist on the property.

Physical conditions are uses which exist and are visible on the property, such
as:

+ canals;
+ highways;
+ irrigation ditches; and

« levees.

A buyer is always presumed to have contracted to acquire property subject
to known and visible physical conditions on the property which impede its
use or impair its value. In the case of encumbrances, recorded or not, no such
presumption exists.

A title insurance policy is not an abstract of title which warrants or
guarantees the nonexistence of title encumbrances. Instead of receiving a
guarantee of title conditions, the named insured on the policy is indemnified
uptothe policy’sdollar Iimits againsta money loss caused by a title condition
(encumbrance) not listed as an exception or exclusion in the policy.

3 Evansv. Faught (1965) 231 CA2d 698

Encumbrances
unknown,
undisclosed

Property
improvement
and use not
covered

Underwriting
only
indemnifies a
loss
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abstract of title

An accurate, factual
representation of title
to the property being
acquired, encumbered
or leased.

preliminary title
report

A report constituting
arevocable offer

by a title insurer to
issue a policy of title
insurance used by

a buyer and escrow
to initially establish
the current vesting
and encumbrances
attached to title of a
property as reflected by
public record.

Introduction
to title policy
forms
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Under a title insurance policy, the title company only covers the risks of a
monetarylosscaused by anencumbrance whichisnotlisted asan exception
or exclusion to coverage, and was unknown to the named insured at the time
of closing. Thus, the title company has no obligation under a policy to clear
title of the unlisted encumbrance.

A title insurance company issuing a policy of title insurance has two
underwriting options when its title search reveals an encumbrance affecting
title:

+ list the encumbrance in a preliminary title report (prelim),
requiring the parties to either eliminate it or accept it as an exception
to coverage in the policy of title insurance to be issued; or

+ insure against the encumbrance by writing over the encumbrance
— i.e, not listing it as an exception — and assuming any risk of loss
connected to it.

When title companies write over a known encumbrance, they usually
demand anindemnity agreementfrom the person responsible foreliminating
the encumbrance. This encumbrance typically takes the form of a money
lien, such as a mechanic’s lien, money judgment or blanket encumbrance.
Thus, the title company may recover for a third-party guarantor if a claim by
the insured is later paid due to the encumbrance.

Additionally, a title policy is not a representation - guarantee - of the
nonexistence of encumbrances that are not listed in the policy. Infrequently,
an encumbrance exists that is not known to the named insured, such as the
buyer or lender, or to the title insurer. Thus, it is not listed as an exception in
the policy. Here, an insured’s claim against the insurer for money in excess
of the policy limits cannot be based on the insurer's negligent preparation
of the encumbrances excluded from coverage. Similarly, a claim on an
erroneous prelim cannot be based on negligent preparation.

However, a title insurer might intentionally write over an encumbrance at
the request of a seller. If the buyer is not notified the encumbrance exists,
the insurer is liable for actual losses in excess of the policy coverage. In this
instance, the insurer breached the implied covenant of good faith and fair
dealing imposed on title companies as a duty owed to the insured.

Title insurance is purchased to assure real estate buyers, tenants and lenders
the interest in title they acquire is what they bargained for.

A policy of title insurance is broken down into six operative sections,
including:

« therisks of loss covered, called insuring clauses, which are based on
a completely unencumbered title at the time of transfer;

+ the risks of loss not covered, comprised of encumbrances arising
after the transfer or known to or brought about by the insured, called
exclusions, which are a boilerplate set of title conditions;

4 Jarchow v.Transamerica Title Insurance Company (1975) 48 CA3d 917
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identification of the insured, the property, the vesting, the dollar
amount of the coverage, the premium paid and the recording, called
Schedule A;

the recorded interests, i.e., any encumbrances affecting title and
any observable on-site activities which are listed as risks agreed to
and assumed by the insured and not covered by the policy, called
exceptions, which are itemized for all types of coverage in Schedule
B;

the procedures, called conditions, for claims made by the named
insured and for settlementby the insurance company on the occurrence
of a loss due to any encumbrance on title which is not an exclusion or
exception to the coverage granted by the insuring clauses; and

any endorsements for additional coverage or removal of exclusions or
pre-printed exceptions from the policy.

Coverage under the broadly worded insuring clause of a policy of title
insurance indemnifies the named insured for risks of loss related to the
title due to:

anyone making a claim against title to the real estate interest;
the title being unmarketable for sale or as security for financing;
any encumbrance on the title; and

lack of recorded access to and from the described property.

All title insurance policies contain an exclusions section. The exclusions
section eliminates from coverage those losses incurred by the insured buyer,
tenant or lender due to:

use ordinances or zoning laws;
unrecorded claims known to the insured, but not to the title company;
encumbrances or adverse claims created after the date of the policy;

claims arising out of bankruptcy or due to a fraudulent conveyance to
the insured;

police power and eminent domain; and

post-closing events caused by the insured.

All policies of title insurance on Schedule A set forth:

e the property interest the insured acquired;

e thelegal description of the insured property;
e thedate and time coverage began;

e the premium paid for the policy; and

e the maximum total dollar amount to be paid for all claims settled.

117

Schedule A
Identification of the
property interest the
insured acquired, the
legal description of the
insured property, the
date and time coverage
began, the premium
paid for the policy,
and the maximum
total dollar amount to
be paid for all claims
settled.

Insuring
clauses

Exclusions
from coverage

exclusion

Risks of loss not
covered under a policy
of title insurance,
comprised of
encumbrances arising
after the transfer or
known to or brought
about by the insured.

Schedule A
data
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Exceptions to
coverage

Schedule B
Itemization of title
insurance policy
exemptions and
items which need to
be complete before
escrow may close
and title insurance is
issued.

exception

Any encumbrances
affecting title and any
observable on-site
activities which are
listed as risks agreed
to and assumed by
the insured and not
covered by a policy of
title insurance.

Claims and
settlements

Owner’s
policies for
buyers

In addition to the policy exclusions, a policy’s coverage under its “no-
encumbrance” insuring clause is further limited by Schedule B exceptions in
the policy.

The exceptions section contains an itemized list of recorded and unrecorded
encumbrances which are known to the title company and affect the insured
title. While the existence of these known encumbrances is insured against in
the insuring clauses, they are removed by Schedule B as a basis for recovery
under the policy.

An ALTA policy includes a set of pre-printed exceptions setting forth risks
assumed by the insured buyer, tenant or lender, including:

+ taxes, assessments, liens, CC&Rs, or any other interests, claims or
encumbrances which have not been recorded with the county recorder
or tax collector on the date of closing;

+ any unrecorded and observable on-site activity which includes
conflicts regarding boundary lines, encroachments or any other facts
which a survey would disclose;

+ unpatented mining claims; and

« all water rights.

Lastly, a policy of title insurance includes a conditions section. The conditions
section outlines the procedures the insured policy holder needs to follow
when making a claim for recovery under the policy. Also set forth are the
settlement negotiations or legal actions available to the title company before
paying a claim.

Several types of title coverage are available, including:

- aCalifornia Land Title Association (CLTA) standard policy;

- an American Land Title Association (ALTA) owner's extended
coverage policy;

+ an ALTA residential (ALTA-R) policy; and
+ an ALTA homeowner's policy.

When making an offer to purchase property, a prospective buyer is informed
by their agent about the coverage each type of title insurance policy provides.
The buyer's need for title coverage is to be reviewed when the buyer enters
into a purchase agreement as the agreement’s title insurance provision calls
for the buyer to designate the type of title insurance policy and states who
pays its premium. [See first tuesday Form 156 §13.5; see Figure 1]

The buyer's choice of a title policy as selected in the purchase agreement
dependson whetherthebuyer orselleris paying the title insurance premium.
Customarily, the seller pays the premium, except in some northern California
counties, since it is the seller's deed of conveyance that is insured.
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13.5 Title to be vested in Buyer or Assignes free of encumbrances other than those set forth herein.
Buyer's interest In title to be Insured wunder a policy Issued b

title company on a(n
Homeowner{s) policy [oneto-four units), Residential ALTA-R policy (vacant or improved

residential parcel), OCwner's policy (other than one-to-four units), CLTA Joint Protection policy

(alse naming Carryback Seller or purchase-assist lender), or  Binder (to Insure resale or refinance

within two years).

a. Endorsements

b.  Seller, or  Buyer, to pay the title insurance premium.

The CLTA standard policy is purchased solely by buyers, carryback sellers
and private lenders.

The CLTA standard policy insures against all encumbrances affecting title
which may be discovered by a search of public records prior to issuance of
the policy. Any encumbrance not recorded, whether or not observable by an
inspection or survey, is not covered due to the CLTA policy exclusions and
standard exceptions.

For example, a deed conveying a parcel of real estate which is recorded and
indexed by the county recorder’s office imparts constructive notice to buyers
and lenders who later acquire an interest in the property.s

Additionally, the CLTA standard policy (as well as the ALTA policy) protects
the insured against:

+ the unmarketability of title or the inability to use it as security for
financing;

+ lack of ingress and egress rights to the property; and

+ losses due to the ownership being vested in someone other than the
buyer.

All title insurance policies provide coverage forever after the date and time
the policy is issued. Coverage is limited to the dollar amount of the policy,
which is generally adjusted for inflation. Coverage is further limited by the
exclusions, exceptions and conditions on claims.

The CLTA standard policy (as well as the ALTA policy) contains Schedule A
exclusions to coverage which bar recovery by the buyer or joint protection
carryback seller for losses due to:

« zoning laws, ordinances or regulations restricting or regulating the
occupancy, use or enjoyment of the land;

+ the character, dimensions or location of any improvement erected on
the property;

« a change in ownership or a parceling or combining of the described
property by the insured buyer;

5 Calif. Civil Code §1213
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printed
exceptions

« police power, eminent domain or violations of environmental
protection laws, unless a notice or encumbrance resulting from the
violation was recorded with the county recorder before closing;

+ encumbrances known to the insured buyer or lender which are not
recorded or disclosed to the title company;

+ encumbrances which do not result in a monetary loss;

+ encumbrances which are created or become encumbrances after
issuance of the policy;

+ encumbrances resulting from the buyer's payment of insufficient
consideration for the property or delivery of improper security to the
lender also insured under the policy; and

+ the unenforceability of the insured lender’s trust deed lien due to the
lender’s failure to comply with laws regarding usury, consumer credit
protection, truth-in-lending, bankruptcy and insolvency.

The CLTA standard policy contains pre-printed exceptions listed in
the policy as Schedule B, also called standard exceptions or regional
exceptions. It is the inclusion of these pre-printed boilerplate exceptions
which makes the CLTA policy a standard policy.

An ALTA owner’s policy does not contain pre-printed exceptions, only the
typewritten exceptions listing the encumbrances which are known to the
title company and affect title to the property.

The pre-printed standard exceptions in Schedule B of the CLTA standard
policy eliminate coverage for losses incurred by the buyer due to:

+ taxes or assessments not shown in the records of the county recorder,
the county tax collector or any other agency which levies taxes on real
property;

+ unrecorded rights held by others which would have been discovered
by the buyer on an inspection of the property or inquiry of persons in
possession;

+ easements or encumbrances which are not recorded and indexed by
the county recorder;

« unrecorded encroachments or boundary line disputes which a survey
would have disclosed; and

« recorded or unrecorded, unpatented mining claims or water rights.

A lower premium is charged to issue a CLTA policy since the title company
undertakes a lower level of risk for indemnified losses due to the CLTA pre-
printed exceptions, as compared to the extended risks covered by the more
expensive ALTA owner's policy.
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Most policies issued today are of the ALTA variety since the CLTA policy
format with pre-printed standard exceptions does not provide protection for
unrecorded encumbrances or claims to title.

The ALTA owner’s policy provides greater coverage than the CLTA policy. If
the pre-printed exceptions are included in Schedule B and attached to the
ALTA policy, the policy becomesan ALTA standard policy, comparable in cost
and coverage to the CLTA standard policy since unrecorded encumbrances
are not to be covered.

As the ALTA owner’s policy covers off-record matters not covered under
the CLTA standard policy, prior to issuance of a policy, the title company may
require:

+ the parcel to be surveyed; and

« those in possession of the property to be interviewed or estopped.

The exclusions section of an ALTA owner's policy is identical to exclusions
in the CLTA policy, except for additional exclusions relating to an insured
lender or carryback seller. The ALTA owner's policy is not issued to secured
creditors. More precisely, a joint protection ALTA policy is never issued.

Separate policies and duplicate premiums are required for a lender’'s ALTA
coverage when a buyer of property records a new loan. Thus, the premium is
nearly doubled to pay for both a lender’s policy and the buyer’s policy when
a new loan is recorded to fund the purchase of real estate acquired by the
buyer. This is not the case for a CLTA joint protection policy covering both the
lender and the buyer.

Forbuyers of parcels of real estate containing one-to-four residential units, an
American Land Title Association Residential (ALTA-R) policy is available in
lieuofthe ALTA owner'sorhomeowner's policies. Parcelsinsured includelots
and units in common interest developments (CIDs), such as condominium:s.

The ALTA-R is referred to by the title companies as the “plain language”
policy. Thus, the ALTA-R is written with wording which avoids legalese.
Also, the ALTA-R policy contains a user-friendly table of contents and an
owner’s information sheet which outlines the policy’s features.

The coverage, exclusions and exceptions in the ALTA-R policy are similar to
the ALTA owner’s policy. In addition, the ALTA-R policy covers losses due to:

+ mechanic’s liens incurred by someone other than the buyer; and

+ the inability of the buyer to occupy the property if the residence
violates the CC&Rs listed in the Schedule B exceptions in the policy or
existing zoning.

The premium for an ALTA-R policy is priced lower than the premium for an
ALTA owner's policy. This is due to the fact that the ALTA-R policy is usually
issued only on parcels in an existing subdivision or CID which has no known
problems with easements, encroachments or legal access.

The ALTA
owner’s policy
and survey

The ALTA
residential
policy
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homeowner’s
policy

Other risks

A homeowner’s policy exists to provide more coverage than the ALTA
owner'’s or the ALTA-R policies.

Before an ALTA homeowner’s policy is issued by a title insurer, two
requirements need to be met:

+ the property needs to be improved with a one-to-four unit family
residence; and

+ the buyer needs to be a natural person, not an entity such as a
corporation, limited liability company (LLC) or partnership.

In addition to the risks covered by the ALTA owner’s and ALTA-R policies,
the homeowner’s policy covers several risks to ownership which may arise
after closing, including:

+ the forging of the buyer's signature on a deed in an attempt to sell or
encumber the buyer’s property;

+ theconstruction onanadjoining parcel ofa structure which encroaches
onto the buyer's property, excluding a boundary wall or fence;

+ therecording of adocument which prevents the buyer from obtaining
a secured loan or selling the property;

+ claims of adverse possession or easement by prescription against the
buyer's property; and

+ claims by others of a right in the buyer’s property arising out of a lease,
contract or option unrecorded and unknown to the buyer at the time
of closing.

The ALTA homeowner’s policy also covers losses arising out of a lack of
vehicular and pedestrian access to and from the property. Other owner's
policies only cover losses resulting from the lack of a legal right to access,
not a practical means of access which is covered by the ALTA homeowner's
policy.

Also covered by the ALTA homeowner’s policy are losses incurred due to
many other risks which may exist at the time of closing, including:
+ the correction of any pre-existing violation of a CC&R;

+ the inability to obtain a building permit or to sell, lease or use the
property as security for a loan due to a pre-existing violation of a
subdivision law or regulation;

+ the removal or remedy of any existing structure on the property if it
was built without obtaining a building permit, excluding a boundary
wall or fence;

+ damage to existing structures due to the exercise of a right to maintain
Or use an easement;

+ damage to improvements due to mineral or water extraction;

+ the enforcement of a discriminatory CC&R;
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« the assessment of a supplemental real estate tax due to construction or
a change of ownership or use occurring before closing;

+ anincorrect property address stated in the policy; and

+ the map attached to the policy showing the incorrect location of the
property.

Encumbrances relating to the insured title and known to the title company
are itemized in the policy as additional exceptions which limit coverage. The
exceptions are reviewed by the buyer and buyer’s agent in a prelim before
closing and issuance of a policy.

The ALTA homeowner’s policy contains the same exclusions from coverage
stated in the ALTA-R policy, plus an exclusion for any building code
violations, unless notice of the violation has been recorded with the county
recorder.

Many title insurance companies use the ALTA homeowner's policy as
their default policy which is used if a specific title policy is not requested
by escrow. The premium for the policy is approximately 10% more than the
CLTA owner's policy.

A lender or carryback seller has options when calling for title insurance.

The lender or carryback seller may either:

+ benamedasanadditionalinsuredonaCLTA standardjoint protection
JP title insurance policy with the buyer; or

+ request a separate ALTA loan policy as a only named insured.

The JP policy enables one or more individuals or entities to be named as
insured. Thus, in addition to the owner’s standard CLTA title coverage, the JP
policy provides coverage for a trust deed held by a lender or carryback seller.

The JP policy indemnifies the lender or carryback seller against losses arising
from risks such as:

+ the invalidity or unenforceability of the insured creditor’s trust deed
lien;

+ the priority of a lien or other encumbrance which was not listed in the
policy exceptions; and

+ theinvalidity or unenforceability of an assignment of the insured trust
deed when the assignment is listed in the exceptions as affecting the
trust deed.

Ifaloss covered by a JP policy occurs, the named insureds who suffer from the
loss share in any recovery up to the dollar limit of the policy. The recovery is
subject to disbursements based on their priority or pro rata interest between
them in title. Thus, recovery by both the owner and the secured creditor
under the JP is not cumulative, nor need it be.

The CLTA
standard joint
protection
policy
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The ALTA
loan policy
increases costs

Accordingly, no windfall occurs since title policies only indemnify an
insured against the insured’s actual monetary loss. If there is no loss of value,
there is no basis for recovery.

Most policy limits are established based on the value of the property, and as
part of that value, the mortgage amount. Thus, the owner and the lender are
fully protected under a JP policy. The aggregate value of their interests (debt
plus equity) do not exceed the policy limits on closing.

Thus, onceapolicy losshasbeen paid to aninsured owner, lender or carryback
seller, the amount of coverage under the policy is reduced.

However, the JP policy is only available under a CLTA standard policy. If
either the buyer or lender in a cash-to-new-loan transaction requests ALTA
coverage, a separate ALTA loan policy is issued to each for total premiums of
approximately double the CLTA-JP cost.

An institutional lender usually requires its trust deed lien on a parcel of
real estate to be insured under an ALTA loan policy.

The ALTA loan policy insures against money losses incurred by lenders and
carryback sellers due to the loss of priority of the insured trust deed lien,
unless listed in the exceptions, to encumbrances such as:

« amechanic’s lien, if the work was commenced prior to recording the
trust deed (which is the same date and time as the date of the policy)
and the trust deed did not secure a loan to pay for the construction;

+ a mechanic’s lien arising out of work financed by proceeds from the
construction loan secured by the insured trust deed, if no part of the
construction work was commenced before the trust deed was recorded;
and

« assessments such as Mello-Roos for street improvements under
construction or completed prior to recording the trust deed.

However, the ALTA policy does not cover losses resulting from lack of priority
of the insured trust deed to a mechanic’s lien if:

+ the secured loan was not a construction loan designed to finance
construction; and

« no part of the construction work which led to the mechanic’s lien
commenced before the trust deed was recorded.

ALTA exclusions in lender policies eliminate coverage for claims arising out
of a loan transaction due to the operation of federal bankruptcy law, state
insolvency or similar creditors’ rights laws, if the claims are based on:

« a fraudulent conveyance to the vested owner to conceal assets;

« the equitable subrogation (a court ordered assignment) of the insured
lender’s lien; or
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+ the insured lender’s trust deed being deemed a preferential transfer
by a bankruptcy court due to the recording of the trust deed within go
days before a bankruptcy filing.

Those insured under the CLTA standard policy, ALTA owner’s policy or
ALTA-R policy include the name of the insured in Schedule A. They also
include the name of those who succeed to the interest of the named insured
by operation of law, not by purchase, including:

e heirs;
+ distributees;
+ devisees;
+ joint tenancy or community property survivors;
+ personal representatives;
+ next of kin by intestate succession; and
« corporate or fiduciary successors.
If title is to be transferred to another vesting, concurrently or within a few

months, the title company needs to be requested to include that vesting as a
named insured by endorsement for coverage.

However, the ALTA homeowner’'s policy requires the insured and any
covered successor to be an individual or the trustee of an inter vivos (living)
trust, not an entity such as a Limited Liability Company (LLC). A transfer of
title by an insured to their revocable inter vivos trust is covered by the ALTA
homeowner’s policy without endorsement. This is not the case for other
policies.

A policy covering an owner does not cover a buyer who purchases the
insured property from the owner. A new policy needs to be obtained, unless
the seller holds a binder and uses it to request the title insurer issue a policy
naming the buyer as the insured.

Those insured under a lender’s policy of title insurance include:

+ thelenders described in the policy;

« future purchasers of the insured trust deed, except assignees who
acquire the trust deed as a result of an indemnity, guaranty, other
policy of insurance or bond held by the insured lender; and

+ any government agency which insures or guarantees the loan secured
by the insured trust deed.

To begin the claims process on becoming aware of an encumbrance covered
as a loss by the policy of title insurance, the insured promptly gives the title
insurance company written notice of claim.

+ Upon being notified of the claim, the title company has 15 days to:

+ acknowledge receipt of the claim or pay the claim;

Who is
insured?

Setting a
claim
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proof-of-loss
statement

A statement submitted
to the title insurance
company by the
insured referencing
the encumbrance
discovered after the
policy was issued,
the amount of the
loss and the basis for
calculating the loss.

Extent and
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« provide the insured with all forms, instructions, assistance and
information necessary to prove the claim; and

+ begin any investigation of the claim.®
Further, the insured needs to provide the title company with a proof-of-loss
statement within 9o days after incurring the loss. The statement sets forth:
+ the encumbrance discovered;
+ the amount of the loss; and
+ the basis for calculating the loss.
The title company may also require the insured party to make available

records, checks, letters, contracts, insurance policies and other papers related
to the claim.

After receipt of the go-day proof-of-loss statement, the title insurance
company has 40 days to accept or reject the claim, in whole or in part.’

On accepting a claim, the title company may handle the claim in one of
several ways, including:

« pay policy limits, plus any authorized costs, attorney fees and expenses
incurred by the insured;

« pay the loss incurred by the insured, plus costs, attorney fees and
expenses;

+ negotiate a settlement;
+ bring or defend a legal action on the claim; or

« for an insured lender, purchase the loan from the lender for the
amount owed by the borrower, plus any authorized costs, attorney fees
and expenses incurred by the insured lender.

The conditions section of a title insurance policy limits the amount the
title company is required to pay to settle a claim made by an insured.

For owners, the title company may settle a claim by paying the lesser of:

+ the full dollar amount of the policy; or

+ the reduction in value of the insured’s ownership interest caused by
the title defect or encumbrance missed by the title company and not
listed in the policy exceptions.

For lenders, the title company may settle a claim by paying the lesser of:

+ the full dollar amount of the policy;

+ theimpairment or reduction in value of the security interest due to the
title defect or encumbrance not listed in the policy exceptions; or

+ theamounts due on the unpaid loan at the time of the loss caused by a
defect or encumbrance not listed in the policy exceptions.

6 10 Calif. Code of Regulations §2695.5(e)(1-3)
7 10 CCR §2695.7(b)
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The title company does not pay a claim:

« if the title company is able to remove the encumbrance from title;

+ until any litigation over the encumbrance has become final; or

« if the owner or lender settles the claim without written permission of
the title company.

All claim payments made by the title insurance company, except payments
made for costs, attorney fees and expenses, reduce the dollar amount of
coverage remaining under the title policy.

A policy of title insurance is the contract issued by a title insurance Chapter 11
company agreeing to reimburse or hold harmless an insured person
who acquires an interest in real estate against a monetary loss caused summary

by an encumbrance on title that:

+ is not listed in the title insurance policy as an exception to
coverage; and

« the insured policy holder was unaware of when the policy was
issued.

Depending on the type of transaction, an EP investor's agent advises
their client to include in the EP agreement title coverage in the form of
either:

+ aCalifornia Land Title Association (CLTA) policy;
+ an American Land Title Association (ALTA) policy; or

+ atitle insurance binder.

The buyer’s choice of a title policy is initially stated in the purchase
agreement, including whether the buyer or seller pays the title
insurance premium.

An EP investor acquiring property for resale within two years after their
purchase is best served by having the seller provide a title insurance
binder on closing, also called a commitment to issue, in lieu of a policy
of title insurance.

The CLTA standard policy insures against all encumbrances affecting
title which may be discovered by a search of public records prior to
issuance of the policy.
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The ALTA owner's policy provides greater coverage than the CLTA
policy. The ALTA owner's policy covers off-record matters.

Ch apter 11 abstract of title Pg.116
Key Terms encum.brance Pg.113
exception Pg.118
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Clearing a lien-
clouded title

After reading this chapter, you will be able to:

+ negotiate the release of a lien from title to a seller-in-foreclosure’s
residence;

+ understand the process a judgment creditor uses to create a valid
lien on real estate owned by a debtor; and

+ advise a homeowner how to preserve their equity on a sale under
California homestead exemption laws.

abstract of judgment homestead
declaration of homestead judgmentlien
federal taxlien

An equity purchase (EP) investor enters into an EP agreement negotiated
by their agent to buy a seller-occupied residence in foreclosure, called an EP
transaction. [See first tuesday Form 156]

After expiration of the seller-in-foreclosure’s five-business-day cancellation
period, the agent opens escrow. A preliminary title report is ordered.
On receipt of the title report, the buyer's agent discovers an abstract for a
money judgment awarded to a creditor against the seller has been recorded
clouding title to the seller’s residence, called a judgment lien. The seller did
not record a declaration of homestead prior to the creditor recording the
abstract.

The judgment lien was not specifically provided for in the EP agreement
since neither the seller nor the title profile the buyer's agent pulled advised
the agent it existed, as the judgment lien is listed in the General Index which
is not searched for title profile purposes.

Chapter

12

Learning
Objectives

Key Terms

Negotiate a
release to
create equity

judgment lien

A money judgment
against a property
owner that is recorded
as an abstract and
attaches to the title of
their properties.
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Automatic
homestead
exemption

homestead

Dollar amount

of equityin a
homeowner's
principal dwelling the
homeowner qualifies
to exempt from
creditor seizure. [See ft
Form 465]

However, the terms of the EP agreement call for:

+ the down payment to be reduced by the amount of any unreferenced
lien; and

o

the responsibility for satisfying and releasing the lien is shifted to
the EP investor to be negotiated prior to closing; or

the EP investor may take title subject to the judgment lien and
negotiate its satisfaction and release after closing. [See first
tuesday Form 156 §13.3]

Further, the titleinsurance company, as a requisite toissuing a title insurance
policy, requires either a partial or full release be recorded. Doing so clears
title of the lien before they will eliminate the judgment lien as a listed
exception to the prelim. The EP investor chooses to have the lien released
before closing, rather than offsetting the down payment and leaving the lien
on title and dealing with it after closing.

However, the seller is uninformed about debt management and has no
understanding about lien avoidance. Needing to clear title of the judgment
lien before escrow can close, the buyer's agent obtains written authority
from the seller to contact the judgment lienholder, directly or through
escrow, to negotiate a partial or full release of the lien. These negotiations are
comparable to those for a short payoff of a mortgage on a property.

The lienholder initially demands full payment of the debt since it is now
secured by the property, the very reason the lienholder recorded the abstract.

Continuing our previous example, the EP investor as a buyer of the
seller’s interest in the property has economic leverage over the creditor in
negotiations for a release of the judgment lien. Here, the mortgage on the
property is in foreclosure, greatly increasing the creditor’s risk of loss of their
lien on the property. More importantly, the seller qualifies for an automatic
homestead exemption depriving the creditor of any ability to collect on
the judgment by forcing a judicial foreclosure by sale of the property.

Both the mortgage and the homestead claims on title are senior interests
in title. Being senior claims, they have priority over the creditor’s right to
recover the amount of their judgment from the property’s value.

For example, a trustee’s foreclosure sale on the mortgage, if it takes place,
wipes out the judgment lien, the security in the property exhausted. Unless
excess funds flow from the trustee’s sale to be distributed to junior lien
holders, the judgment creditor receives nothing.

Also, the homestead exemption available to the head of a household protects
a minimum of $300,000 up to a maximum of $600,000 (adjusted annually for
inflation) of the homeowner's equity or the median sale price for a single
family residence (SFR) in their county.Thus, the exemption frees thatamount
of equity from collection on the judgment by a court-ordered sale.
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Generally, a good bargaining tactic with the judgment creditor for obtaining
a release of a lien from a seller’s residence is a combination of:

+ a “gentle reminder” that the lien is on the verge of being wiped out
by foreclosure of the mortgage without the likelihood of an overbid to
provide funds for the creditor;

+ areview of the homeowner's homestead exemption rights as having
a claim on equity senior to the creditor’s lien, leaving no ability for the
creditor to collect by forcing a judicial sale [See Chapter 13];

+ an offer to pay a lesser amount in full satisfaction of the debt owed
to the lienholder; and

« a partial (or full) satisfaction and the execution of a partial (or full)
release, allowing the abstract of judgment to remain of record
(unless fully released) while releasing the residence from its lien so
escrow may close.

The objective of the EP investor's agent’s negotiationsis to give the lienholder
sufficient incentive to cooperate. The objective is a release of the property
from the lien without the homeowner filing a bankruptcy petition to
remove the creditor’s lien from title and approve the sale. The EP investor
(or the seller’s agent) is in a better position to deal with the lienholder in an
aggressive manner than the seller-in-foreclosure, who long ago exhausted
their goodwill with the judgment creditor.

A financially advantageous situation is created for all parties when:

+ the lienholder collects a portion of the money owed, which is not
available via a sale of the residence if a foreclosure wipes out the
judgment lien, or a recorded or automatic homestead exemption exists
with the seller;

« the seller closes the sale of their residence, avoiding the loss of their
equity to the mortgage holder’s foreclosure, and receives the amount
of proceeds protected by their homestead exemption; and

+ the EP investor keeps their purchase agreement alive by negotiating
a release of the lien in exchange for a less-than-full payoff of the
lienholder's judgment out of the seller’s proceeds from the sale.

Often a judgment lienholder will agree to release a residence from their
lien. To document the release, a signed and notarized release of recorded
instrument is obtained from the lienholder and recorded. All aspects of
the paperwork are handled through escrow after negotiations have been
completed. [See Form 409 accompanying this chapter]

The release contains all the information necessary to clear the judgment lien
from the record title to the property.

When the release is notarized and recorded, the judgment lien attached to
the residence is removed from the record and a policy of title insurance will
be issued covering title free of the lien.

The lien
about to be
wiped out

abstract of judgment
A condensed written
summary of the
essential holdings of a
court judgment.

Mutually
beneficial
situation
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The abstract
of judgment
lien

The FTB as
a judgment
creditor

A judgment creditor creates a valid lien on real estate owned by the debtor by
recording an abstract of judgment issued by a state court.!

A judgment lien continues in effect for 10 years from the date it is recorded,
unless the money judgment is either satisfied or released.?

However, the recording of a certified copy of ajudgment awarded by a federal
court attaches without the need to obtain and record an abstract of judgment.

For example, a judgment creditor obtains a federal district court money
judgmentagainstanindividual. A certified copy of thejudgmentisrecorded
in the county where the individual is the vested owner of real estate.

The owner later mortgages the property. A dispute between the mortgage
holder and the judgment creditor arises over who has priority and is entitled
to funds remaining after a payoff of the first trust deed.

The mortgage holder claims the recorded federal judgment is not a valid lien
since it is not documented by a recorded abstract of judgment to give the lien
priority to the mortgage.

Does the judgment creditor hold a valid lien senior to the mortgage?

Yes! The judgment creditor holds a valid lien senior to the lender’s trust
deed. A federal judgment creditor creates a lien on real estate owned by the
judgment debtor on recording a certified copy of the federal judgment.

A money judgment from a court of the United States becomes a valid lien on
real estate on the recording of:

+ an abstract of judgment; or

+ acertified copy of the money judgment.4

A personal income tax lien on a residence recorded by the Franchise Tax
Board (FTB) is enforced under the same procedure as any creditor’s judgment
lien. The FTB issues and records a warrant for the amount claimed due by
the state. The warrant hasthe same force and effect as an abstract of judgment
issued by a court.s

The FTB lien created by recording the warrant attaches to real estate owned
by the taxpayerin the same priority asajudgmentlien. More importantly, the
taxpayer who is a homeowner and head of the household has a homestead
exemption that is senior to the FTB lien. The exemption shields a minimum
of $300,000 or the median sale price for a single family residence (SFR) in
their county, not to exceed $600,000 (adjusted annually for inflation) of the
seller’s equity from seizure by the FTB.

Calif. Code of Civil Procedure §697.310(a)

CCP §697.310(b)

In re McDonell (gth Cir. BAP 1996) 204 BR 976
CCP §697.060

CCP §688.020

CCP §688.030; Calif. Government Code §§7170 et seq.

oA W N e
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Unfortunately for the seller and the EP investor, no statutory or regulatory
authority exists for the FTB to negotiate a partial payment of the tax bill
in exchange for releasing the residence from the tax lien. At first glance, it
appears to be an all or nothing situation.

However, California’s Taxpayer Bill of Rights provides some relief. Under
it, the FTBisobligated toreleaseits lien from the residence if the proceeds from
the sale do not result in a reasonable reduction of the seller-in-foreclosure’s
debt to the FTB. Again, negotiations are an all or nothing analysis for a release
of the FTB lien on a short sale of the property.

Nevertheless, no case law exists testing whether the statute may be used as
an offensive weapon by the seller to quiet title to real estate and eliminate
the cloud of a state income tax lien when a declaration of homestead was
recorded prior to the FTB warrant.

Consider an EP investor's agent whose preliminary title report reveals the
existence of a federal tax lien junior to a mortgage in foreclosure.

When property is sold at a trustee’s sale and a timely recorded and junior
federal tax lien exists, the Internal Revenue Service (IRS) may later redeem
(purchase) the property from the successful bidder at the trustee’s sale by
paying the successful bidder the amount of the bid within 120 days, plus
interest and foreclosure costs. Thus, the equity may be acquired by the IRS
after the trustee’s foreclosure sale to satisfy the delinquent payment of
income tax owed by the now wiped-out owner. The IRS later holds its own
auction and resells the residence.

When a junior lien exists on the residence, the IRS typically waits until
the first trust deed lender completes its foreclosure, wiping out the junior
lienholder and creating an equity where none existed before the trustee’s
sale. The IRS then stepsin within 120 days after the trustee’s sale and acquires
the residence from the buyer at the trustee’s sale.

On a regular sale of property, the IRS has the authority to negotiate with the
seller/taxpayer or their authorized agent (or the EP investor after closing the
EP transaction) to accept partial or no payment in exchange for a certificate
of discharge from the income tax lien. The discharge is authorized when
the IRS’s recovery under its lien and redemption and resale rights are
economically unfeasible beyond the amount available to the IRS from a sale
of the property at current value.®

The discharge of the IRS tax lien from title may be negotiated by the EP
investor's agent on behalf of the taxpayer. The agent will use the same
persuasive facts used to negotiate a release of a judgment lien with a creditor
or a short payoff with a lender using a hardship letter.

7 Calif. Revenue and Taxation Code §21016(a)(3)
8 Internal Revenue Code §6325(b)(2)

declaration of
homestead

A document signed
by a homeowner and
filed with the county
recorder’s office to
protect the owner-
occupant’s homestead
equity from seizure by
creditors. [See ft Form
465]

Releasing an
IRS lien

federal tax lien

A lien recorded against
the title of property
owned by a taxpayer
who owes the Internal
Revenue Service (IRS)
outstanding taxes.

EP investor’s
agent
negotiates
the discharge
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Take subject
to the lien if

little or no
equity exists

To release the tax lien from title when the property is in foreclosure,
the seller submits a written request to the district director of the IRS for a
discharge of the residence from the federal tax lien. The required Form 4422:
Application for Certificate of Discharge of Property from Federal Tax
Lien, is available in IRS Publication 783 at www.irs.gov.?

General information the IRS wants with Form 4422 is:

+ apreliminary title report;

« proposed closing statement, also known as a settlement statement
(HUD-1);

« two opinions of value documented in an appraisal report; and

+ adeclaration and signature of the payer under penalty of perjury.

Attached to the application is a statement from the taxpayer providing the
reasons why they are requesting a discharge of the tax lien. The statement
must be honest and to the point. Good, solid reasons are essential when
preparing the statement. Hardships necessitating the discharge may include:

+ reduced income;

+ job loss;

+ anillness, medical emergency or death in the family;
+ ajob transfer (voluntary or involuntary);

+ adivorce or separation;

+ an exotic mortgage (i.e. adjustable-rate mortgage);

+ incarceration; and

+ increased expenses and excessive debt.

If relevant, have the taxpayer use concrete numbers to explain loss of income
or negative cash flow. Taxpayers need to be advised to limit this part of the
statement to what has occurred, and not what they fear or expect from the
future.

Current IRS policy dictates the IRS, not the seller, is to receive all of the
proceeds from any equity remaining in the residence up to the amount of
the lien.

Additionally, the EP investor is to consider whether it is more advantageous
to take the residence subject to the IRS tax lien, especially if the property is a
“fixer-upper.” Often little or no equity exists beyond the encumbrances senior
to the IRS lien. Here, the agent acting on behalf of the EP investor who is
the new owner may negotiate with the IRS for the release of the lien. The
investor offers a small cash payment in exchange for the release — often an
amount less than the IRS was normally willing to accept from the seller prior
to the EP investor becoming the owner.

9 Revenue Regulations §301.6325-1(b)
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Form 409
RECORDING REQUESTED BY
Release Of
AND WHEN RECORDED MAIL TO
Recorded
r 1 ecordade
Name Instrument
Street
Address
City &
State | |
] SPACE ABOVE THIS LINE FOR RECORDER'S USE
RELEASE OF RECORDED INSTRUMENT
Prepared by: Agent Phone
Brok Email
DATE: , 20 , at , California.

Items left blank or unchecked are not applicable.
1. From the Document entitled

2. dated , and recorded on , as Instrument No. .
in the Official Records of County, California,

3. pursuant to the judgment entered in the branch of the County
Court, dated . .

in a legal action entitled
docket number

4. held by
and against

5. is hereby released:
5.1 all interests in real property situated in the County of record, owned or hereafter

acquired by

52 the real property situated in the County of record described as

THIS FORM IS NOT A RECONVEYANCE OF A TRUST DEED. DO NOT USE THIS FORM TO RECONVEY A TRUST
DEED FROM RECORDED TITLE.

See attached Signature Page Addendum. [ft Form 251]

Date: , 20,

(Print name) (Signature)
Date: .20

{Print name) {Signature)
STATE OF CALIFORNIA
COUNTY OF
On before me,

(Mame and e of officer

wha proved 1o me on the basis of salisfactory evidence to be the
person(s) whose name(s) islare ibed to the within i and
to me that h the same in his/her'their
authorized capacity(ies), and that by hisfertheir signature(s) on the
instrument the person(s), or the entity upon behalf of which the persan(s)
acled, executed the Instrument.
| certify under PENALTY OF PERJURY under the laws of the State of
California that the foregoing paragraphy is true and comect,
WITNESS my hand and official seal.

Signalure
— (Signafure of nolay publel . et et s
FORM 409 10-12 ©2012 first tuesday, P.O. BOX 5707, RIVERSIDE, CA 92507 (800) ?94-0494'

However, taking the residence subject to the IRS lien entails a risk of loss for
the EP investor. The IRS may decide to leave its lien intact on the property
if the property has been taken out of foreclosure. Thus, they are able to
participate in the future property value added by:

+ inflation;
* appreciation; or

» the efforts of the EP investor.*®

10 Han v. United States of America (9th Cir. 1991) 944 F2d 526
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The
homestead
exemption
coup

Homestead
as an
offensive tool

California homeowners qualify for a net equity homestead protection of up
to:

+ $300,000 or the median sale price for a single family residence (SFR) in
their county in the calendar year prior to the year in which they claim
the exemption, not to exceed $600,000 (adjusted annually for inflation).

Two types of homestead procedures are available to California homeowners:

* the declaration of homestead, which is recorded;** and

+ the automatic homestead, also called a statutory homestead
exemption, which is not recorded.™

The homestead protection is automatic when the judgment lienholder or
the FTB attempts to enforce its money judgment by a sheriff’s sale of the
homeowner’s residence. The residence cannot be sold by the lienholder
when the net proceeds of the sale will be less than the homestead exemption
amount.

However, the automatic homestead exemption only applies to execution
sales ordered by a court to satisfy money judgments against the homeowner
and to any sale of the home in a bankruptcy proceeding.

While limited as a defensive tool for the homeowner, the automatic
homestead exemption becomes a powerful offensive tool in a bankruptcy
proceeding. Through bankruptcy proceedings, the homeowner is able to
clear their title of judgment and state tax liens that impair the value of their
homestead equity in the property.*

Alternatively, the homeowner may have recorded their declaration of
homestead prior to the date a judgment or FTB lien was recorded. If the
recorded homestead is senior to the judgment creditor’s or FTB’s lien and the
net proceeds of a voluntary sale entered into by the owner of the residence
will be less than the homestead amount, the owner may quiet title to the
property and eliminate the effect of the judgment or FTB tax lien on their
home.

However, like the automatic homestead exemption, the recorded homestead
has no priority over an IRS tax lien. Thus, the IRS may still force the sale of
the residence under its tax lien if a certificate of discharge is not arranged.*

In practice, the release of an IRS lien under a Certificate of Discharge from title
isalwaysnegotiated based on whetherit hasrecorded priority over voluntary
encumbrances and judgment liens on the residence. The homestead has no
effect on the lien rights of the IRS.

Whether it is by an automatic exemption or recorded declaration, the
homestead is leverage to be used to induce judgment lienholders and the
FTB to voluntarily release their lien from the title to the residence. The effects

11 CCP §704.920

12 CCP §704.720

13 U.S.v. Heffron (gth Cir. 1947) 158 F2d 657; 11 USC §545
14 U.S.v.Rodgers (1983) 461 US 677



of foreclosure, a bankruptcy, or quiet title action to enforce the homestead
exemption and clear title gives lienholders an incentive to negotiate the
release.

The lienholder unilaterally executes the release by signing it and dating
their signature. If more than two signature lines are required, check the box
to indicate a signature page addendum is attached. [See first tuesday Form

251]

Notarize the release for recording. Record the release to clear the seller’s
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title of the lien.?s

15 Gov C §27287

The agent of equity purchaser (EP) investor negotiates the release of a
recorded lien to create equity. Good bargaining tactics for obtaining a
release of a lien from a seller’s residence include:

areminder to the creditor thatjunior lien is on the verge of being
wiped out by foreclosure of the mortgage without the likelihood
of an overbid to provide funds for the creditor;

a review of the homeowner's homestead exemption rights as
having a claim on equity senior to the creditor’s lien, leaving no
ability for the creditor to collect by forcing a judicial sale;

an offer to pay a lesser amount in full satisfaction of the debt
owed to the lienholder; and

a partial (or full) satisfaction and the execution of a partial (or full)
release, allowing the abstract of judgment to remain of record
(unless fully released) while releasing the residence from its lien
S0 escrow may close.

A financially advantageous situation is created for all parties when:

the lienholder collects a portion of the money owed, which is
not available from a sale of the residence if a foreclosure wipes
out the judgment lien, or a recorded or automatic homestead
exemption exists;

the seller closes the sale of their residence, avoiding the loss of
their equity to the lender’s foreclosure, and receives any proceeds
protected by their homestead exemption; and

the EP investor keeps their purchase agreement alive by
negotiating a release of the lien in exchange for a less-than-full
payoff of the lienholder’s judgment out of the seller’'s proceeds
from the sale.

A judgment creditor creates a valid lien on real estate owned by the
debtor by recording an abstract of judgment issued by a state court.

Chapter 12
Summary
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Chapter 12
Key Terms

Similarly, a money judgment from a court of the United States becomes
a valid lien on real estate on the recording of an abstract of judgment or
a certified copy of the money judgment.

A personal income tax lien on a residence recorded by the Franchise
Tax Board (FTB) is enforced under the same procedure as any creditor’s
judgment lien.

Under the California’s Taxpayer Bill of Rights, the FTB is obligated to
release its lien from the residence if the proceeds from the sale do not
result in a reasonable reduction of the seller-in-foreclosure’s debt to the
FTB.

When property is sold at a trustee’s sale and a timely recorded and
junior federal tax lien exists, the Internal Revenue Service (IRS) may
later purchase the property from the successful bidder at the trustee’s
sale by paying the successful bidder the amount of the bid within 120
days, plus interest and foreclosure costs.

Through bankruptcy proceedings, the homeowner is able to clear
their title of judgment and state tax liens that impair the value of
their homestead equity in the property under California homestead
exemption laws. However, the automatic homestead exemption is not
enforceable against an IRS tax lien in bankruptcy.

abstract of judgment Pg. 131
declaration of homestead Pg. 133
federal tax lien Pg- 133
homestead Pg. 130

judgmentlien Pg. 129
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Automatic and

decla

rgd homesteads

e L R

After reading this chapter, you will be able to:

+ advise a homeowner whether they qualify to voluntarily sell and
protect the equity in their residence from creditor seizure;

+ differentiate between an automatic homestead and a recorded
declaration of homestead and the protections afforded under each;

+ determine the specified dollar amounts of net equity homestead
protection available; and

+ understand the components of a recorded homestead declaration.

abstract of judgment declaration of homestead
automatic homestead quiet title

The agent for an equity purchase (EP) investor tracks abstracts of judgment
recordings by creditors against owners of real estate to locate financially
distressed ownership of real estate suitable for the EP investor.

The EP investor's agent finds an abstract attached as a lien on the principal
residence of an owner who owes the creditor $80,000 on the judgment.
The owner recorded a declaration of homestead before the abstract was
recorded, data provided by a title company property profile. Also, the property
is not presently listed “For Sale.”

On completing a comparable market analysis (CMA), the agent concludes
the property has a value for the EP investor's investment purposes of
approximately $20,000 more than the mortgage amount. When considering
the $80,000 abstract of judgment that is attached as a lien, the property
appears to be over-encumbered and to have no equity.

Chapter

13

Learning
Objectives

Key Terms

Home-equity
shield against
judgments

declaration of
homestead

A document signed

by a homeowner and
filed with the county
recorder’s office to
protect the owner’s
homestead equity from
seizure by creditors.
[See ft Form 465]
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abstract of judgment
A condensed written
summary of the
essential holdings of a
court judgment.

Short sale
and release

quiet title

A court action to
establish title to a
property or remove a
cloud from title.

On contact by the agent's FARM letter, the owner indicates they need to sell
the home.The owner has other creditor problems as well as being delinquent
on their home loan. The owner is aware they have a $300,000 homestead to
protect them from the judgment creditor selling their home. However, the
owner does not know how their home may be sold when title is clouded by
the abstract.

The EP investor's agent prepares an offer on a regular purchase agreement
form since a Notice of Default (NOD) has not been recorded commencing
foreclosure. The price is payable $20,000 cash (down payment) to a new loan.
Two contingency provisions are attached to the purchase agreement:

+ one calling for a 10% discount on a short payoff of the mortgage from
cash funds provided by the EP investor; and

+ the other calling for a release of the property from the abstract of
judgment held by the creditor.

When submitting the offer to the owner, the EP investor's agent explains that
the approximate $30,000 in down payment and lender discount belongs to
the owner as the seller (less closing costs), not the judgment creditor, due to
the recorded homestead of $300,000.

Continuing the previous example, the EP investor's agent obtains written
authorization from the seller-in-foreclosure (no listing needed) to negotiate
with the mortgage holder and the judgment creditor to arrange for the short
pay and the release. The EP investor and the owner understand the owner’s
receipt of cash on a short sale may trigger the interference of the lender’s
moral bias with their desire to mitigate a loss by avoiding a foreclosure on
the over-encumbered property.

The mortgage holder is induced to discount since the title is encumbered
with liens of $50,000 in excess of the property’s market value. Alternatively,
a more compelling reason for a discount is the fact the mortgage holder has
to complete a foreclosure due to the existence of the junior lien (abstract). A
short pay isin the lender’s best interest to mitigate losses they otherwise will
incur due to deteriorating or flat real estate prices in the current phase of the
real estate market.

The judgment creditor is asked for a release of the owner’s home on the close
of escrow. The creditor is aware they have no claim against the property due
to the recorded homestead declaration and the lack of more than $300,000
in equity over the amount of the mortgage. It is possible that negotiations
for the release of the lien may necessitate the payment of $5,000 to $10,000
to motivate the judgment creditor to release the property from the judgment
creditor’s lien if the threat of a quiet title action to clear title of the judgment
creditor’s cloud does not do so.

Thus, the seller-in-foreclosure now has the incentive to accept this offer.
The seller nets some cash from a short sale in which the EP investor's agent
negotiations to clear up title and perfect an equity in the property. [See
Chapter 22]
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As the recovery from recession increases home prices - reducing the number
of negative equity homes by creating equity - recession wary homeowners
begin to reconsider their right to protect this restored equity from loss.

Since many homeowners experience and continue to experience financial
difficulty in economic recoveries, they are concerned about losing their
homes to creditors other than their mortgage holder. Thus, a declaration of
homestead needs to be considered as vital to the preservation of the wealth
stored in their home’s equity. [See Form 465 accompanying this chapter]

When an abstract of judgment is recorded against a homeowner by a
judgment creditor in the county where their residence is located, the
abstract attaches as a lien on title to their home. However, the type of
homestead the homeowner asserts as the shield they use to protect the dollar
amount of their homestead exemption from loss to the creditor determines
the homeowner's ability to:

« voluntarily sell the home and buy a replacement home with the
homestead dollar amount they have in their equity; or

« bar the judgment creditor from forcing a sale of the home to satisfy the
judgment when the homestead amount is greater than the net equity
in the property.

A homestead is the dollar amount of equity in a homeowner's dwelling the
homeowner qualifies to exempt from creditor seizure. The dollar amount
of the homestead held by the homeowner in the equity in their home has
priority on title over most judgment liens and some government liens.

Two types of homestead procedures are available to California homeowners:

» the declaration of homestead, which is recorded;* and

+ the automatic homestead, also called a statutory homestead
exemption, which is not recorded.?

Both homestead arrangements provide Californians the same dollar amount
of home-equity protection. However, a homeowner needs to record a
declaration of homestead to receive all the benefits available under the
homestead laws. These benefits allow homeowners the right to sell, receive
the net sales proceeds up to the dollar amount of the homestead and reinvest
the funds in another home. [See Form 465]

Neither the declared nor the automatic homestead interferes with:
* voluntary liens previously or later placed on title to the property by
the homeowner, such as trust deeds; and

* involuntary liens given priority to the homestead exemption under
public policy legislation; or

+ the homeowner's credit ratings or title conditions.

1 Calif. Code of Civil Procedure §704.920
2 CCP §704.720

The owner’s
homestead
interest in
title

Homestead
procedures

automatic
homestead

The dollar amount
of equityin a
homeowner's
principal dwelling
the homeowner

is automatically
qualified to exempt
from creditor seizure.
Also known as a
statutory homestead
exemption.

141
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Automatic
and declared
homesteads

Real estate
to be
homesteaded

Some involuntary liens and encumbrances are given priority by statute and
are enforced as senior to the amount of the homestead exemption, including:

+ mechanic’s (contractor's) and vendor's (seller’s) liens;

+ homeowners’ association (HOA) assessments;

* judgments for alimony or child support;

+ real estate property taxes; and

+ Internal Revenue Service (IRS) liens.
Involuntary liens that are subordinate and junior to the homestead amount
include:

+ Franchise Tax Board personal income tax liens;

+ Medi-Cal liens; and

* judgment creditor’s liens.

An automatic homestead is always available on the principal dwelling
occupied by the homeowner or their spouse when:

+ ajudgment creditor’s abstract is recorded against the homeowner and
attaches as a lien on the property; and
+ the occupancy by the homeowner continues until a court determines
the dwelling is a homestead.3
The automatic homestead exemption applies to the equity in:

« areal estate dwelling (and its outbuildings);

+ amobilehome;

* acondominium;

+ aplanned development;

+ astock cooperative;

+ acommunity apartment project together with the land it rests on; or

+ ahouseboat or other waterborne vessel used as a dwelling.
Conversely, a recorded declaration of homestead applies only to real estate
dwellings. Thus, mobilehomes which are not established as real estate on

the property tax records and houseboats are protected only by the automatic
homestead, not a recorded declaration of homestead.

As long as the homeowner claiming the exemption uses the homesteaded
property as the principal residence for themselves and their family, the
type of real estate qualifying for a homestead includes such properties as:

» two five-room flats;>

3 CCP §704.710(c)
4 CCP§704.710(a)
5 Viotti v. Giomi (1964) 230 CA2d 730
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The recorded homestead declaration includes:
* the name of the homeowner declaring the homestead;
e adescription of the property homesteaded; and

e a statement that the declared homestead is the principal dwelling in which the
homeowner resides on the date the homestead is recorded. [Calif. Code of Civil

Procedure §704.930(a); see Form 465]
The declaration needs to be signed, notarized, and recorded to take effect. [CCP §704.930]

The homestead declaration may be signed and recorded by any one of several individuals,
including:

e the owner of the homestead;

e the owner’s spouse; or

e the guardian, conservator, or a person otherwise authorized to act for the owner or
the owner’s spouse, such as an attorney-in-fact. [CCP §704.930(b)]

An individual’s personal residence that is vested in the name of a revocable inter vivos
(living) trust, or other type of title holding arrangement established for the benefit of the
homeowner, may also be declared a homestead by anyone who has an interest in the
property and resides there. [Flsch, Splegler, Ginsburg & Ladner v. Appel (1992) 10 CA4th
1810]

Additionally, a declaration of homestead in no way restricts the homeowner’s ability to
voluntarily sell, convey, or encumber their homesteaded property. [CCP §704.940]

A recorded homestead declaration does not appear in credit reports or impact the
homeowner’s credit reputation or ability to borrow funds. Title companies disregard
recorded homestead declarations, except in litigation guarantee policies.

+ an 18-unit apartment building where the owner occupies only one
unit;®and

« 523 acres of rural land with a house and water rights for the land.”

The dollar amount of home equity protection a homeowner qualifies to
preserve is the same under either the automatic homestead or a recorded
declaration of homestead.

Homeowners qualify for a net equity homestead protection of up to

« $300,000 or the median sale price for a single-family home in your
county in the calendar year prior to the year in which you claim
exemption, not to exceed $600,000 (adjusted annually for inflation)

A judgment creditor with a recorded abstract of judgment lien always needs
to first petition a court for authorization to sell a homesteaded property and
collecton a moneyjudgment.The court then determines whether the owner's
net sales equity in their home is a dollar amount greater than the amount of
the owner’'s homestead exemption. Ifit is, the creditor may proceed tojudicial
foreclosure on their judgment lien by an execution sale.®

6 Phelps v. Loop (1944) 64 CA2d 332
7 Paynev.Cummings (1905) 146 C 426
8 CCP §704.740(a)
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Automatic
homestead is
a shield

Declared
homestead
allows the
owner to sell

Ahomewithanetequitylessthan the homestead amount (after transactional
costs of a sale) leaves nothing for the creditor to sell and receive too apply
to the debt owed under the judgment. However, the sale of a homesteaded
dwelling may be forced by a creditor if a net equity exists beyond the amount
of the homestead the homeowner holds in the property.

If the homeowner has not recorded a declaration of homestead on the
property, they need to prove their residency in the dwelling qualifies the
property for the automatic homestead exemption.°

A creditor may be permitted by the court to force the sale of the debtor's
home. However, the court first excludes the dollar amount of the automatic
homestead from the anticipated net sales proceeds to determine if any funds
remain to apply on the judgment. If so, the dollar amount of the homestead
received by the homeowner on the sale is protected from the creditor’s
attachment during a six-month reinvestment period following the sale.

Further, an automatic homestead exemption is provided on the replacement
residence to protect the reinvested funds.*

However, if the replacement home acquired is in the same county where
the judgment lien is recorded, the lien attaches to the new residence (subject
to the owner's homestead exemption) the instant title is transferred into the
homeowner's name.

Further, a homeowner who proceeds to voluntarily sell their residence
when title is subject to a creditor’s lien cannot use the automatic homestead
exemption to protect the sales proceeds from being taken by the judgment
creditor.

In contrast, a declaration of homestead recorded prior to the recording of the
judgment lien allows the homeowner who voluntarily sells their home to
first withdraw their homestead amount from the net sales proceeds before
the judgment creditor receives any funds.

Although an insufficient net equity may exist barring the judgment creditor
from forcing a sale of the home, the homeowner claiming only an automatic
homestead exemption may not use a quiet title action to remove the lien and
sell the home, unlike what is accomplished under a declared homestead.

In contrast to an automatic homestead exemption, a recorded declaration
of homestead coupled with a quiet title action allows the homeowner to
remove judgment liens attached to their title.

Also, judgment liens do not attach to the exempt homestead amount in the
equity under a declared homestead if the homestead declaration is recorded
prior to the recording of the creditor’s abstract of judgment.’*

9 CCP §704.780(a)(1)
10 CCP §704.720(b)
11 CCP §704.950(a)
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RECORDING REQUESTED BY

AND WHEN RECORDED MAIL TO
1

Name
Street
Address
City &
State |
SPACE ABOVE THIS LINE FOR RECORDER'S USE
DECLARATION OF HOMESTEAD

Prepared by: Agent Phone

Broker Email
DATE: , 20 , at , California.

Items left blank or unchecked are not applicable.
1. The name of the owner or owners of the real estate subject to this declared homestead

(Enter the name of the entitled 1o the # )

2. The declared homestead regards real estate situated in the City of
County of . California, referred to as:

2.1 The property is more commonly referred to as

(Enter the street address and the city)
——————————————————— PAGE ONE OF TWO — FORM 488 — — — — — — — — — — — — —

It takes a creditor several months of litigation to obtain and record an abstract
of judgment. In contrast, a declaration of homestead may be prepared and
recorded by the homeowner on readily available forms in a matter of hours.
Thus, the issue of priority of the recorded declaration over a later recorded
judgment creditor lien is accomplished by the prudent homeowner. [See
Form 465]

Once recorded, a declaration of homestead lasts until:

+ the homestead owner records a declaration of abandonment of the
homestead; or

Form 465

Declaration Of
Homestead

Page 1
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Form 465 ___________________ PAGE TWO OF TWO — FORM 465 — — — = == m= e o o o e o o o o o o e
3. The declared homestead is the principal dwelling and is now resided in as the residence of:

Declaration Of A declared owner of the homestead;

Homestead The declared owners of the homestead; or

The spouse of the declared owner of the homestead.
4. | execute this declaration of homestead as:

Page 2

a declared homestead owner.

the spouse of the declared homestead owner.
the guardian or conservator of the person or estate of the:
declared homestead owner; or
spouse of the declared homestead owner.
an attorney in fact for the:
declared homestead owner; or
spouse of the declared homestead owner.

4.1 As a guardian, conservator or attorney in fact acting on behalf of the declared homestead owner or the
spouse of the declared homestead owner, | am authorized to execute this declaration under the authority
vested in me by .

(Enter identification of the source of your authonity)

5. The facts stated above are known to me to be true as of my own personal knowledge.

Date: , 20

(Print name) (Signature)
Date: , 20

{Print name) (Signature)
STATE OF CALIFORNIA
COUNTY OF
On before me,

TName and Ge o othcer]

personally appeared

who proved to me on the basis of satisfactory evidence to be the
person(s) whose name(s) is/are subscribed to the within instrument and
acknowledged to me that he/shefthey executed the same in histher/their
authorized capacity(ies), and that by his/her/their signature(s) on the
instrument the person(s), or the entity upon behalf of which the person(s)
acted, executed the instrument.

| certify under PENALTY OF PERJURY under the laws of the State of
California that the foregoing paragraph is true and correct.

WITNESS my hand and official seal.
Signature:

(Signature of nofary public] (This area for official notarial seal)

FORM 465 10-12 ©2012 first tuesday, P.O. BOX 5707, RIVERSIDE, CA 92507 (800) 794-0494

Duration of » the homestead owner records a new declaration of homestead on

another residence.*?
homestead

. If a homeowner decides to sell their home which is subject to a declared
deCIarat“)“ homestead when title to their home has become clouded with a creditor’s
lien, the homeowner may either:
+ negotiate a release of the lien with the creditor; or

« cleartitle to the home through a quiet title action based on the priority
of their declaration of homestead.

12 CCP §5704.980, 704.990
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After title is cleared and the homeowner sells their property, they have six
months to reinvest the homestead proceeds in another home. If the proceeds
are reinvested in a new residence within six months, the new residence may
then be declared a homestead by recording a new homestead declaration.

When the homeowner records a new homestead declaration on their
replacement residence, the recording relates back to the time the prior
homestead was recorded.3

Homestead equity exemption amounts are increased from time to time. If
the amount changes after the creditor records their abstract of judgment,
the amount of exemption, even on the new replacement residence, is the
amount that was in effect when the abstract of judgment was recorded, not
the later increased amount.

However, if the homeowner does not invest the proceeds of the sale in a
new homestead within six months, and the proceeds are still in the State
of California, the exempt proceeds from the sale may be attached by the
judgment creditor.

13 CCP §704.960

A homestead is the dollar amount of equity in a homeowner’s dwelling
the homeowner qualifies to exempt from creditor seizure. Two types of
homestead procedures are available to California homeowners: the
automatic homestead and the declaration of homestead.

The dollar amount of the homestead held by the homeowner has
priority on title over most judgment liens and some government liens.
Homeowners qualify for one of three specified dollar amounts of net
equity homestead protection with either type of homestead.

When a creditor is permitted by a court to force the sale of a debtor’s
home, the automatic homestead protects the amount of the net sales
proceeds up to the dollar amount of the homestead from the creditor’s
attachment during a six-month reinvestment period from the close of
€SCIow.

However, a homeowner needs to record a declaration of homestead
to receive all the benefits available under the homestead laws. In
contrast to an automatic homestead exemption, a recorded declaration
of homestead coupled with a quiet title action allows the homeowner
to remove judgment liens attached to their title. A declaration of
homestead allows homeowners to voluntarily sell their home, receive
the net sales proceeds up to the dollar amount of the homestead and
reinvest the funds in another home.

Chapter 13
Summary
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Once recorded, a declaration of homestead lasts until the homestead
owner records a declaration of abandonment of the homestead or the
homestead owner records a new declaration of homestead on another

residence.
Chapter 13 abstract of judgment Pg- 140
automatic homestead Pg. 141
Key Terms declaration of homestead Pg- 139

quiet title Pg. 140
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Due- on-sale
regulation

After reading this chapter, you will be able to:

+ understand the nature of a due-on clause in trust deeds as a
restriction on the mobility of an owner's title and pricing in times
of rising mortgage rates;

+ explain ownership activities which trigger due-on enforcement
by mortgage holders;

+ apply the exemptions barring mortgage holders from due-on
enforcement; and

+ negotiate a limitation or waiver of a mortgage holder’'s due-on

rights.
acceleration inter vivos trust
due-on clause novation
Garn-St. Germain Federal waiver agreement
Depository Institutions Act of

1982

Consider an existing first trust deed encumbrance on an owner-occupied,
one-to-four unit residential property. The trust deed provisions include a
due-on clause.

A Notice of Default (NOD) is recorded, commencing foreclosure due to a
default on the trust deed note payments. A buyer’s agent representing an
equity purchase (EP) investor who seeks to acquire small residential units
becomes aware of the property due to the recorded NOD.

Chapter

14

Learning
Objectives

Key Terms

Events
triggering the
call provision
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Rising rates
bring lender
interference

The agent submits an EP offer to the seller-in-foreclosure. The EP agreement
calls for the EP investor to:

+ make a lump-sum cash payment for the seller's ownership interest;

+ acquire title to the property subject to the existing first trust deed lien
that is in foreclosure; and

+ reinstate, negotiate a short payoff, or refinance the trust deed loan
on or after closing.

The seller-in-foreclosure accepts the offer and escrow is opened.

On expiration of the five-business-day seller’s EP cancellation period, escrow
closes. The investor takes possession intending to fix up the property and
immediately:

+ resell the property in a cash or installment (carryback) sale; or

« sell it and acquire §1031 replacement property for a continuing
investment in real estate.

The lender discovers the transfer and calls the loan due, giving the EP investor
3o0daysto pay the loan off or make other arrangements with the lender. If the
EP investor fails to do so, the lender will commence another foreclosure due
to the EP investor's failure to pay on the call.

If the lender refuses to allow the EP investor to assume the mortgage, the EP
investor needs to pay off the loan by refinancing the property, by a resale of
the property or by the investor’s use of cash reserves. The worst case scenario:
all fails for the EP investor and the lender proceeds to foreclosure based on
the unsatisfied call.

During times of upward sales volume, increasing mortgage originations and
rising absorption rates for space available to rent, the marketplace functions
at full throttle. This is known economically as a virtuous cycle.

Responsibility for to individuals in the market during this frenzy lies with
the gatekeepers to real estate ownership — brokers, builders and lenders. To
keep those responsible for the activity from harming the greater society, the
government implements regulations to reduce adverse conduct in the real
estate and mortgage markets.

During times of rising prosperity, buyers put up with the onerous threshold
of entry procedures maintained by the gatekeepers. In the rush to close deals,
all the numerous steps to ownership seem justified for the buyers. There is
plenty of money for everyone, or so it seems.

However, when mortgage rates and short-term interest rates rise, lending
standards suddenly tighten. At this point, buyers become unwilling to further
cope with the regime of higher rates, increased credit standards, seller price
expectations, and excessive documentation requirements. This recurring
paradigm shift triggers a vicious cycle which begins quickly but takes years
to unwind after it bottoms.
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Enter due-on-sale restrictions.

A burden on the use and mobility of ownership is created by the existence
of the due-on clause buried within all trust deeds serviced by mortgage
holders.

During boom years and long-term cyclical episodes of declining interest rates,
the due-on clause is not an issue. The clause lays dormant and is unused. The
decades of the ‘8os, ‘90s and 2000s is an example of a period when buyers
could easily qualify for a new mortgage at ever decreasing interest rates to
cash out the seller. Further, sellers are relatively unconcerned about the size
of any prepayment penalty on the payoff of their mortgages during these
prosperous times.

However, as the boom turns to bust and buyers are induced to purchase
property as prices fall, the most efficient arrangement for financing the
purchase price is for the buyer to take over the seller's mortgage - if it has an
interest rate lower than the current rates charged by lenders.

However, mortgage holders in the past have refused to consent to any type
of mortgage takeover or assumption. The reason: they prefer to receive a
prepayment penalty and re-lend the money at the higher current rate.
Consumer mortgages greatly restrict the duration (three years) and amount
(declines yearly) of these penalties for payoff of the debt.

Thus, though the due-on clause was not a burden during the Millennium
Boom, it becomes a noose around the seller's neck during periods like the
secular stagnation of the 2010s. The combination of generally rising
interest rates (following the 2009-2015 zero lower bound interest rates) and
due-on clauses in existing mortgages tends to tie the seller to their property.
Thus, the sellers are too often fettered to their home without a financially
suitable way out.

Editor’s note — Prepayment penalties on consumer mortgages are restricted
to only fixed- and step-rate qualified mortgages (QMs).!

Consider a parcel of real estate listed for sale. The parcel is encumbered by a
mortgage containing a due-on clause. The seller’s agent locates a buyer for
the property.

The purchase agreement negotiated by the seller’s agent calls for closing to be
contingent on the buyer entering into an assumption agreement with the
existing mortgage holder allowing the buyer to take over the mortgage on
the property. The seller will carry back a note secured by a second trust deed
for the balance of the purchase price after the buyer’'s down payment.

1 12 Code of Federal Regulations §1026.43(g)

When the
boom turns
to bust, and
stagnation

due-on clause

A trust deed provision
used by mortgage
holders to call the debt
due and immediately
payable, a right
triggered by the
owner's transfer of any
interest in the real
estate, with intra-
family exceptions; also
called an alienation
clause.

Attempts to
circumvent the
sales restraint
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Interference
by mortgage
holders is
federal policy

Editor’s note - For mortgage holders under Regulation Z (Reg Z), when an
assumption involves a consumer mortgage, mortgage holder acceptance
and a written agreement, it is considered a new consumer mortgage subject
to new disclosures, ability-to-repay (ATR) and QM rules.’

The buyer is advised the senior mortgage holder may:

« refuse to allow the mortgage to be assumed, forcing the buyer to
arrange new financing; or

« require a modification of the note at a less favorable interest rate than
the current note rate on the mortgage and demand a large assumption
fee.

Before contacting the mortgage holder to process the assumption, the buyer
suggests the sale of the property be structured as a lease-option in an attempt
to avoid due-on enforcement by the mortgage holder. [See first tuesday
Form 163]

The buyer and seller discuss entering into a two-year lease agreement with
an option to extend the lease for an additional two years at an increased
monthly payment. The buyer will be granted an option to purchase the
property from the seller for the life of the lease.

The down payment will be restated as option money. The option money
will apply to the purchase price of the property, as will a portion of each
monthly rent payment.

Meanwhile, the seller will continue making payments on the underlying
mortgage. When the buyer exercises their purchase option, the mortgage
will be assumed or paid off and the buyer will become the record owner of
the property.

Does the lease-option sale avoid due-on enforcement by the mortgage
holder?

No! Any lease agreement which contains an option to purchase triggers due-
on enforcement by the mortgage holder on discovery.?

Generally, mortgage holders are allowed to enforce due-on sale clauses in
mortgages on most transfers of any interest in any type of real estate.*

Thus, federal mortgage law deprives Californians of their state law right to
convey real estate subject to trust deed liens without the mortgage holder
interfering with the transfer of ownership for additional profit.

To interfere with the sale of the secured property under state law, the
mortgage holder needs to demonstrate the buyer:

« lacks creditworthiness; or

2 12 CFR §1026.20(b)
3 12CFR§591.2(b)
4 12 United States Code §1701j-3; Garn-St. Germain Depository Institutions Act of 1982 (Garn)
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« iswasteful of property in their management.

Essentially, the mortgage holder need to prove the buyer is an insolvent
arsonist. However, the federal legislative process called preemption bars
application of state law to the contrary.

The occurrence of an event triggering due-on enforcement automatically
allows the mortgage holder to:

« call the mortgage, demanding the full amount remaining due to be
paid immediately, also known as acceleration; or

+ recast the mortgage, requiring a modification of the note’s terms as
a condition for the mortgage holder’'s consent to a transfer, called a
waiver by consent.

The Garn-St. Germain Federal Depository Institutions Act of 1982
(Garn) itself encourages mortgage holders to allow buyers to assume
real estate mortgages at existing rates, but provides mortgage holders no
incentives for doing so. The congressional intent in 1982 when passing Garn
was to preempt state law restrictions of due-on enforcement solely to allow
mortgage holders to increase their profits on an old mortgage whenever the
owner:

+ sells;
+ leases with a term over three years; or

+ further encumbers the secured property.

However, the enforcement of the due-on clause by mortgage holders was
not intended to occur at the expense of permitting excessive interference by
mortgage holders with real estate transactions.’

Yet, when the Federal Home Loan Bank Board (which later became the
now defunct Office of Thrift Supervision (OTS)) issued due-on regulations
to implement Garn, no notice was taken of the congressional request for
leniency when exercising due-onrights. The following 30 years saw mortgage
rates drop, and buyers were no longer willing to take over existing mortgages
at higher than current rates. Thus, the granting of leniency was never an
issue during the period of constantly declining rates. However, leniency will
certainly become an issue in the coming years, as occurred in the 1960s.

The regulations under Garn allow automatic due-on enforcement on any
transfer of an interest in real estate, with only a few family-related, owner-
occupied single family residence (SFR) exceptions.

No encouragement or guidelines were established in the regulations for
consentbyamortgage holdertomortgage assumptionsortolimitinterference
in commonplace transactions. However, requlatory encouragement will be
needed to avoid the inevitable interference as buyers attempt to take over
the seller’s low-rate mortgages when the seller will not lower their price.

5 12 USC§1701j-3(b)(3)

acceleration

A demand for
immediate payment of
all amounts remaining
unpaid on a loan or
extension of credit by
a mortgage lender or
carryback seller. Also
known as “calling the
loan.”

Garn-St. Germain
Federal Depository
Institutions Act of
1982

Federal legislation
which preempts state-
level limitations on

a mortgage holder’s
enforcement of

the due-on clause
contained in trust
deeds and other
security devices.

No leniency
when exercising
due-on rights
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Sidebar

It has recently

come to our
attention

Economic
recessions and
recoveries

Mortgage called or recast at mortgage holder’s option

Events triggering the due-on clause
Sale:

e transfer of legal title (grant or quitclaim deed);
* land sales contract or holding escrow;

e court-ordered conveyance; or
* death.
Lease:
* lease for more than three years; or
e |ease with an option to buy.
Further encumbrance:

e creation or refinance of a junior lien; or
» foreclosure by junior lienholder.

® © © 0000 00000000000 00000000 0000000000000 0000000000000 00000 0000

Transfers not triggering due-on enforcement (owner-occupied, four-or-less residential)

* creation of junior lien where owner continues to occupy;
e transfers to spouse or child who occupies;

e transfer into inter vivos trust (owner obtains lender’s consent and continues to
occupy);
* death of a joint tenant; or

e transfer on death to a relative who occupies.

In the absence of any regulatory obligations, mortgage holders use their due-
on clauses to maximize their financial advantage over owners by calling or
recasting mortgages on the sale of the secured property. Thus, they increase
their portfolio yield in a rising interest rate market by adjusting the rate of
interest.

In times of stable or falling interest rates, mortgage holders generally permit
assumptions of mortgages at the existing note rate, unless a prepayment
penalty clause exists. Mortgage holders have no financial incentive to
recast mortgages, or call and re-lend the funds at a lower rate when interest
rates are dropping.

However, in times of steadily rising rates, mortgage holders seize any event
triggering the due-on clause to increase the interest yield on their portfolio.
Here, mortgage holders employ title companies to advise them on recorded
activity affecting title to the properties they hold mortgages on. Once the
due-on clause is triggered, the mortgage holder requires the mortgage to be
recast at current market rates as a condition for allowing:

+ aloan assumption;
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+ alease with a term over three years; or

+ afurther encumbrance of the property by the owner.

Thus, real estate ownership encumbered by due-on mortgages becomes
increasingly difficult to transfer as interest rates rise. This imprisons owners
in their home when they are unable to sell and relocate without accepting a
lower price.

The inhibiting effect the due-on clause has on buyers during recessions
has a similar adverse economic effect on real estate sales, as well as the
availability of private junior financing and long-term leasing.

Ultimately, as rates and interference by mortgage holders rise, many buyers,
equity lenders and long-term tenants are driven out of the market, further
depressing property values.

Meanwhile, owners are faced with the prospect of watching the value of their
property fall below the remaining balance on encumbrances, often leaving
owners with negative equity in the property. It is a vicious cycle which
evolves into a dramatic increase in mortgage foreclosures, the antithesis
of the profit motive for automatic enforcement of the due-on clause by
mortgage holders.

Due-on interference was an obscure issue during the 30-year period (1982-
2012) after Garn became law. During this period, fixed mortgage rates
declined from 15% to 3.25% and mortgage money became more plentiful. All
that downward rate movement was reversed in 2008 with zero lower bound
interest rates and mortgages at historically low note rates in 2012.

Due-on clauses are most commonly known as due-on-sale clauses.
However, “due-on clause” is a more accurate term. A saleisnot the only event
triggering the clause. Still, as the name “due-on-sale” suggests, the primary
event triggering the mortgage holder's due-on clause is a sale of property
which is subject to the mortgage holder’s trust deed lien.

The due-on clause is triggered not only by a transfer using a grant deed or
quitclaim deed, but by any conveyance of legal or equitable ownership of
real estate, recorded or not. [See first tuesday Form 404 and 405]

Examples include a:

+ land sales contract;

+ lease-option sale; or

+ other wraparound carryback devices, such as an all-inclusive trust
deed (AITD).

For example, a land sales contract does not involve a conveyance of real
estate to the buyer by grant deed until the price is fully paid by the buyer.
The seller retains title as security for the carryback debt owed by the buyer.

Adverse
economic
effects on sales

Due-on-sale
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Due-on-lease

Due-on
modification

However, the buyer under a land sales contract becomes the equitable
owner of the property as soon as the land sales contract is entered into and
possession transferred. This structuring of a carryback sale triggers the due-on
clause in any existing trust deed.®

The due-on clause is also triggered by:

+ alease with a term over three years; or

+ alease for any term when coupled with an option to buy.’

Forexample, an owner with a short-term construction loan fornonresidential
rental property obtains a conditional commitment from a lender for long-
term financing to pay off the construction loan. Funding of the loan is
conditioned on the property being 80% occupied by tenants with an initial
lease term of at least five years.

The owner locates tenants for 80% of the newly constructed property, all
with a lease term of five years or more. The lender funds the mortgage which
contains a due-on clause. The existing five-year leases do not trigger the due-
on clause in the trust deed. The long-term leases were entered into before the
loan funded and the trust deed recorded.

However, after obtaining the mortgage, the owner continues to lease out
space in their property for five-year terms. Later, after interest rates rise, a
representative of the lender visits the property and observes the new tenants.
On inquiry, the lender learns that some of the tenants entered into leases,
or had their leases extended for periods greater than three years, after the
mortgage was originated.

The lender sends the owner a letter informing them it is calling the mortgage
due since the owner entered into lease agreements with terms over three
years without their prior consent.

The owner claims the lender cannot call the mortgage since long-term leases
were initially required by the lender as a condition for funding the mortgage.

Can the lender call the mortgage due or demand a recast of its terms?

Yes! By requiring leases with terms over three years asa condition for funding
the mortgage, the lender did not waive its right to call or recast the mortgage
under its due-on clause if a lease with a term over three years is entered into
after the mortgage was originated.

An assignment or modification of an existing lease does not 